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PUBLISHERS’ PREFACE 


Ever since the appearance of the First Edition in 1925, the FrnancraL Hanp- 
BOOK has been widely accepted as a useful and authoritative reference by those 
active in business and finance, and their attorneys, accountants, and other pro- 
fessional advisers. In this Fourth Edition, the Hanpsoox has been thoroughly 
updated to carry on its long tradition of providing reliable guidance and factual 
information. Tailored as it is to serve those professionally interested in the sub- 
ject, the HanpBoox should also continue to be of use in educational institutions 
that offer training for careers in business, finance, banking, and law. 

Recognized experts—including business executives, economists, accountants, 
and lawyers—here synthesize the leading literature and latest thinking in their 
areas to present concise statements of current principles and practice. Through- 
out, the impact of changes in taxation, government regulation, and law, are fully 
considered, and the latest techniques are explained and evaluated. Thus, coverage 
includes the changes brought about by the widespread adoption of the Uniform 
Commercial Code, and the role of the many new quantitative methods of analysis 
and control in corporate financial planning made possible by the electronic com- 
puter. Ready application of material is facilitated through detailed descriptions 
of systems and methods, and the inclusion of many illustrative examples. Perti- 
nent tables and illustrative forms further enhance the volume’s practicality. 

For this edition, editorial direction was again placed in the able hands of Jules 

-I, Bogen, who had in the Third Edition maintained so well the high standards 
established by the distinguished Editor of the first two editions, the late Colonel 
Robert H. Montgomery. Dr. Bogen’s untimely death occurred as he was com- 
pleting his work on the present edition. A lifetime of active participation in the 
financial world made Dr. Bogen ideally suited to his editorial task. A highly re- 
garded economist, scholar, journalist, and financial consultant, he brought to the 
HaNnpbsoox a rare combination of skills and an unusually wide range of knowledge. 
The Hanpgoox benefited greatly from Dr. Bogen’s work, and the present edition 
bears the imprint of his exceptional ability. 

From the inception of the Fourth Edition, Samuel S. Shipman, long a colleague 
of Dr. Bogen’s and a distinguished member of the financial community in his 
own right, has served as Staff Editor. As with past editions, the Editor-in-Chief 
and the Staff Editor have had the assistance of a large Board of Contributing 
Editors, whose names and major contributions are listed elsewhere in the Hanp- 
Book. All of the Contributing Editors are individuals of proven ability in their 
respective fields. Through them the user of the HANpBoox has access to seasoned 
judgment and reliable counsel on a particular problem as reflected in the cumula- 
tive authoritative literature of finance. Many of the HANpBoox’s sections are 
among the very best compact presentations of their topics that can be obtained. 
In addition to the work of the editors, numerous individuals and organizations 
contributed material and helpful suggestions, and reviewed all or specific parts of 
the manuscript for the HANDBOOK. 
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With this edition, the Hanpsooxk is presented in an enlarged format which 
will, it is hoped, enhance its usefulness. With each edition, every attempt is 
made to further adapt and develop the contents and manner of presentation to 
better satisfy the reader’s needs. The up-to-date and broadened coverage, as well 
as the improvements in typography, make the Publishers confident that this 
Fourth Edition will achieve the popularity of its predecessors. 
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ABOUT THE EDITORS 


Jules I. Bogen, Professor of Finance at the New York University Graduate 
School of Business Administration from 1932 until his untimely death, began his 
distinguished career as an active member of the financial community while still a 
student at Columbia University, where he completed both his undergraduate and 
graduate work. Connected with The Journal of Commerce, New York, from 1922 
on, he served as its Editor from 1933 to 1947. He had also served as a technical 
adviser to the Banking and Currency Sub-Committee of the U.S. Senate, as eco- 
nomic consultant to the Savings Banks Trust Company, and other institutions, 
and as a member of the Advisory Council for the Research Committee of the 
American Bankers Association. Dr. Bogen was a past Vice President of both the 
American Finance Association and the American Management Association. A 
prolific writer, he was author or co-author of numerous books, monographs, and 
studies on finance and banking. 

Samuel §. Shipman has taught actively as Professor of Finance at the New 
York University Graduate School of Business Administration for many years. 
He has also served at the University as Research Associate with the C. J. Devine 
Institute of Finance. Various trade associations and business concerns have 
utilized his talents as a consultant and director of research in economics. Dr. 
Shipman regularly contributes articles on banking, corporate finance, and inter- 
national business to numerous trade and professional journals. 

The twenty-seven Contributing Editors are all men of extensive experience in 
the world of finance and are recognized as authorities on their subjects. In addi- 
tion to their practical skill, virtually every one of them has authored successful 
books or articles. Many of them also contributed to the Third Edition of the 
Hanpsoox. The group, aside from being made up of experts on every phase of 
finance, includes members of all of the professions whose disciplines bear upon 
the subject, including economists, attorneys, accountants, financial analysts, 
bankers, brokers, and business consultants. The following list of their names and 
the sections with which each was primarily concerned is ample proof that the 
HANDBOOK is indeed the work of experts: 
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INTEREST RATES AND MONEY MARKETS 


How Interest Rates Are Determined 


THE PRICE OF MONEY. Interest rates are the prices paid by borrowers 
to lenders for the use of money. Like all prices, interest rates reflect the changing 
forces of supply and demand in the market. When the supply of loanable funds 
exceeds the demand, interest rates tend to decline. Conversely, when borrowing 
demands exceed the supply of funds, interest rates tend to rise. 


THE LEVEL OF INTEREST RATES. The level of interest rates has 
undergone sustained advances and declines over extended periods of time. These 
“long cycles” of interest rate movements reflect basic economic changes affect- 
ing the demand and supply of funds. During the depressed 1930’s, the level of 
interest rates declined sharply with the contraction in private demands for funds. 
During the war decade of the 1940’s, interest rates were pegged at the abnormally 
low level of the depression by the Federal Reserve System. The Federal Reserve 
banks made reserves freely available to the banking system by purchasing all 
government obligations offered them at or above par, thus preventing interest 
rates from rising. When, starting in 1951, pegging was ended and interest rates 
were freed to respond once again to supply and demand forces, the rapid growth 
of the economy, combined with price inflation, generated a record demand for 

funds that lifted interest rates to a much higher level by the end of the decade of 
the 1950’s. Thereafter, as the supply of funds overtook the demand, interest rates 
declined. 

Interest rates have also been subject to short cycles, rising above and falling 
below the longer term trend in response to alternating periods of recession and 
recovery in the economy. In recessions, interest rates have tended to fall with 
the contraction of the demand for funds. In recoveries, interest rates tend to rise 
as demands for funds expand, unless a larger supply of funds affects the growth 
of demand. Fluctuations in long-term bond yields over a century are shown in 
Fig. 1. 


THE INTEREST RATE STRUCTURE. Interest rates vary for loans of 
different maturities and kinds. Individual interest rates do not fluctuate uni- 
formly with changes in the level of rates, and at times particular rates move in 
divergent directions. The structure of interest rates undergoes constant change in 
response to shifts in demand and supply for particular maturities and types of 
eredit. As a result, differentials between individual interest rates constantly 
widen or narrow. 


Short-Term or Long-Term Rates. One major division in the interest rate 
structure is between short-term rates, that apply to maturities of one year or 
less, and long-term rates. Because short-term obligations are required in large 
volume for liquidity purposes, short-term interest rates have usually been lower 
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than long-term rates. However, when the level of interest rates is high and is 
expected to decline, investors tend to favor long-term obligations to assure them- 
selves a higher rate of return over a longer period, and at such times long-term 
rates may fall below short-term. 
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Fig. 1. A century of interest rate movements. Long-term high grade corporate 
bond yields, 1859-1959. 
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COUNCIL OF ECONOMIC ADVISERS. 


Fig. 2. Short-term and long-term interest rate movements. 


The changing spread between short-term and long-term interest rates is 
charted by the Council of Economic Advisors for a 6-year period and published 
monthly in Economic Indicators, a compendium of economic and financial sta- 
tistics issued each month by the Joint Economic Committee of Congress. Fig. 2 
reproduces this chart from a recent issue. As would be expected, rates on Treas- 
ury bills with a maturity of 3 months and prime commercial paper maturing in 
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4 to 6 months are far more volatile than yields on US. government and top 
quality corporate bonds of long term, since a small change in yield of long-term 
obligations results in relatively wide price changes for bonds with distant ma- 
turities. Prices of short-term obligations change little, despite wide rate fluctua- 
tions, since they will be redeemed at the par value when they mature. 


Quality of Bonds. Interest rates also vary for obligations of different quality. 
The lower the rating on a bond issue, the higher its yield tends to be. Differentials 
between yields of different ratings of bonds, as between different maturities, re- 
flect supply and demand forces. In a period of prosperity, when very few bonds 
go into default, yield differentials for the several bond ratings tend to narrow as 
investors bid for lower rated bonds. In a period of economic adversity, when the 
danger of default looms larger, yield differentials for bonds of different ratings 
widen, as buying of lower rated bonds slackens and their yields rise. 


Changes in Structure. Changes in the structure of interest rates over a decade 
are shown in Fig. 3. Although the level of interest rates rose during this decade, 
the extent of the rise varied greatly. The yield on 3-month Treasury bills rose 
from 1.90% in 1953 to 2.77% in 1962, an increase of almost 50%. But the yield 
on long-term government bonds rose only from 3.16% to 3.95%, or by 25%. The 
result was a marked narrowing of the yield differential between short-term and 
long-term rates during the decade. 

Economists have distinguished between a pure interest rate, regarded as the 
hire for the use of money without considering risk factors, and a premium for risk 
that the lender requires because payment on the loan may not be made when due, 
or because a rise in interest rates may materially depress prices of all but short- 
term obligations. These risk elements influence the supply of funds for bonds, but 
other factors also affect the structure of interest rates. All factors of supply and 
demand must be taken into account in appraising the outlook for each type of 
interest rate, and in explaining changes that take place in the interest rate 
structure. 


ROLE OF CREDIT CONTROL. Interest rates are influenced in vary- 
ing degree by the credit control policies of the Federal Reserve System and, to 
a lesser extent, by actions of other Federal agencies whose activities influence 
the supply and demand of funds. 

Federal Reserve policy affects interest rates chiefly through influencing the 
supply of loanable funds from commercial banks. Under an easy credit policy, 
additional reserves are provided member banks that encourage them to expand 
loans and investments, and this addition to the supply of loanable funds tends to 
lower interest rates. Conversely, when the Federal Reserve banks contract mem- 
ber bank reserves through sales of government securities in the open market, they 
cut down the supply of loanable funds in the hands of commercial banks and so 
tend to “firm up” interest rates. Since open market operations in government 
securities by the Federal Reserve banks attain relatively large proportions at 
times, they may have some effect also upon the demand for funds. For example, 
large sales of short-term government securities by the Federal Reserve banks 
affect the market for such obligations in much the same way as an increased de- 
mand for funds by the U.S. Treasury. 

Federal agencies have been particularly active in the mortgage field, and 
their activities have at times exerted considerable influence upon mortgage inter- 
est rates. For example, purchases or sales of government-underwritten mortgages 
by the Federal National Mortgage Association affect the supply or demand of 
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funds in the mortgage market and, so, the differential between mortgage and 
bond interest rates. 

Credit control policies are subject to constant change as the Federal Re- 
serve System and other agencies modify their objectives. During the 1950’s, the 
primary aim of Federal Reserve policy was to promote economic stability and to 
check inflation. In the 1960’s, the dominant objectives became the stimulation of 
the rate of growth of the economy by assuring an ample supply of loanable funds 
at all times at moderate interest rates and limitation of the outflow of gold 
through sustaining short-term interest rates at a level high enough to discourage 
the shifting of short-term balances to foreign financial centers. 

There are times when Federal Reserve policy is the dominant influence shaping 
the course of interest rates, and there are periods when the role of credit policy 
is minor and other supply and demand factors determine the behavior of interest 
rates. 

The measures taken by the credit authorities to influence interest rates and 
their effectiveness also vary from time to time, with changes in the economy and 
the nation’s financial system. Thus, the increase in 1962 in the interest rates that 
could be paid on savings and other time deposits by commercial banks, and 
competitive increases by other institutions, swelled the inflow of funds into com- 
mercial banks and specialized thrift institutions. This greatly expanded the sup- 
ply of loanable funds and exerted considerable downward pressure upon long- 
term interest rates. 


ROLE OF TREASURY DEBT MANAGEMENT. Another major factor 
affecting demand and supply of funds, and thus the course of interest rates, is the 
debt management policy of the U.S. Treasury. The fact that public debt man- 
agement decisions are formulated in the broad public interest, to promote eco- 
nomic and financial policy objectives of the U.S. government, rather than to raise 
funds at minimum cost, makes it necessary to give special consideration to Treas- 
ury financing decisions in appraising the course of interest rates. This is particu- 
larly true because of the coordination of credit control and public debt manage- 
ment policies. 

The Treasury can contribute to a rise in interest rates by expanding the 
supply of its long-term bonds through new offerings, refundings, and advance re- 
funding. The Treasury can materially affect the structure of interest rates by 
shifts in the proportions of short-term, intermediate-term, and long-term obliga- 
tions that it offers in refundings and in raising needed new money. 


Measuring the Supply and Demand of Funds 


SOURCES OF FUNDS. The bulk of the supply of funds comes from finan- 
cial institutions. The most important among these are the institutions that re- 
ceive deposit-type savings, including commercial banks, savings and loan asso- 
ciations, mutual savings banks, and credit unions. Contractual savings institu- 
tions, which include insurance companies, corporate pension funds, and state and 
local government retirement funds, are the other major institutional source of 
funds. Corporations investing their surplus cash, foreigners, and individual in- 
vestors are less important sources of funds. The limited role of individuals re- 
sults from the fact that personal savings are lodged, in the first instance, chiefly 
in deposit-type and contractual savings institutions that derive the bulk of their 
funds from individuals for whom they act as intermediaries in the investment of 


personal savings. 
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MEASURING THE SUPPLY AND DEMAND OF FUNDS 1:7 


USERS OF FUNDS. There are four major sources of demand for funds. 
These are (1) governments, (2) businesses, chiefly corporations, (3) consumers, 
and (4) mortgage borrowers. Because of the large proportion of the cost of resi- 
dential and commercial buildings that is borrowed and the long period of time 
over which such debt is amortized, mortgage borrowing tends to be the largest 
single use of funds in peacetime. In measuring the demand for funds, only the 


1st 2nd 3rd 4th 5th 6th 7th (Esti- (Projec- 
year year year year year year year mate) tion) 
Uses (funds raised) 
Home mortgages 12.6 10.8 8.6 10.1 13.2 10.4 11.8 15.2 15.4 
Multifamily, commercial 
and farm mortgages 3.7 3.8 3.5 Be | 5.8 57 6.7 8.6 9.1 
Total mortgages 16.2 14.6 12.1 15.3 19.0 16.2 18.4 23.8 24.5 
Corporate bonds 4.2 4.7 71 5.9 4.1 5.0 5.1 5.0 4.8 
Corporate stocks 1.9 2.5 27 al 2.4 1.8 2.9 6 1.3 
Total corporate securities 6.1 7.2 9.8 8.0 6.5 6.8 8.0 5.6 6.1 
State and local government 
securities 3.5 a3) 4.8 yi 5.0 4.0 5.4 5.4 5.2 
Foreign securities — 4 A) 1.2 Ai 6 8 1.0 1.0 
Total uses 25.8 25.6 27.2 30.2 31.2 27.6 32.5 35.8 36.8 


Sources (funds supplied) 
Savings institutions: 


Life insurance companies 5.4 5.9 5.0 4.8 5.1 5.0 5.6 530, 5.8 
Corporate pension funds 1.6 2.4 2.7 2.7 2.7 3.1 3.1 3.0 3.0 
State and local government 
retirement funds 9 1.0 1.2 a, 1.4 dedi 2.0 2.0 2.4 
Fire and casualty insurance 
companies 9 8 9 8 1.2 1.2 1.2 tet 1.3 
Contractual-type 
savings institutions 8.8 10.1 9.8 10.0 10.4 11.0 11.8 11.8 12.5 
Savings and loan 
"associations 5. 4.3 4.3 5.6 7.5 6 8.8 10.1 11.2 
Mutual savings banks 2.2 2.4 2.1 2.8 17, 2.0 2.1 3.0 3.3 
Credit unions — all — il if — neil weal 
Deposit-type savings 
institutions (fe) 6.8 6.4 8.5 9.3 8.9 10.9 13.2 14.6 
Investment companies Ai) 8 9 1.4 122) 1.0 1.4 Ad _8 
Total savings 
institutions 16.9 17.7 17.2 19.8 20.8 21.0 24.2 26.1 27.9 
Commercial banks 2.3 1.5 1.8 4.7 Perl iat 4.4 8.6 7.0 
Business corporations 7 — 2 _ 7 6 2 9 — — 1 
Other investor groups: 
Federal agencies 5) 8 1:5 Bi) 2.4 1.8 9 3 4 
State and local governments * — 3 5 3 5 3 — 1 0 3 
Foreign investors 2 3 2 inn 4 3 ve bean eh 
Total other investor 
groups 6 1.4 2.2 8 3.3 2.4 1.0 8 8 
Residual: Individuals 
and others bt?) 5.1 6.0 4.2 3.7 3.0 Pap & 12 
Total sources 25.8 25.6 27.2 30.2 31.2 27.6 32.5 35.8 36.8 


NN 


* Excluding retirement funds. 


Fig. 5. Summary of uses and sources of investment funds, except U.S. govern. 
ment and agencies (in billions of dollars). 
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net change in outstanding debt for a given period is important. To the extent 
that new borrowing is offset by repayments of outstanding debt of the same kind, 
no net demand for funds results. 


SOURCES OF INFORMATION. Statistics of the supply and demand of 
funds are available regularly. These explain changes in the level and structure 
of interest rates. Projections of the supply and demand of funds for a period 
ahead, based on prospective developments, provide the basis for appraising the 
outlook for interest rates. Fig. 4 illustrates a projection of supply and demand of 
funds for a recent year prepared by the Life Insurance Association of America in 
connection with its annual meeting. Fig. 5 summarizes supply and demand sta- 
tistics, with projections for one year ahead, published for each class of borrowers 
and each major source of funds by the Bankers Trust Co. of New York for a re- 
cent period of years. By analyzing supply and demand data for a period of years, 
trends in these basic forces determining interest rates can be appraised. 


Uséesia totals. .ctiadt sec eee meee 48.3 
Increase in. physical! assets, totalie ...-ce se. ae een 31.3 
Plantjand equipmentyn cease ta earn er 29.6 
Inventories’ Qbooksvalwe) ean. a. te 1s eieacleree notes 18 
Increase in ‘financial assets, total .. 1.0. ...00).... 17.0 
RECEIVADIES aay re cee ec rarer ero ee 9.6 
Consumer sens tata eee ae eee ai 

Ol eee Ramos SURE Chee See toe bs 9.5 

Cash and US. government securities ........... 2.5 
Cash CGncluding/deposits). >... +5. a0 eee 29 

US. government securities ...............- tt 
@thergassetsey..< coisa 49 
Sources;. total: 25 55..6ee ee en eee 51.8 
Internal sources: totale. c..nm.conkite een eee 32.0 
Retained: prolits. castinsie seats see eee UB 
Ipepreeiation Fas..oasBkes «0d onchie.ss ee aoe 24.8 
External long-term sources, total ................... 1 
StOCKS) oh So jas site cin fo oan tie ct oe ee 45 
Bonds: 3. ches vcceo ora ee ene ne ee Ou 
Otherldebt. celia e. cee. oe eae oe eee 14 
Short-term) sourcesstotall or... e.4-- >see oe ae en 8.7 
Bank MOalis sient Macias eee eae ee ee A 
Trades payablesmeyocess anaes Fe. de ee 6.0 
Federal income tax liabilities .........0...:.... 6 
Other’ 2. 5c. Sern eats ee eee eee 17 
Discrepancy (uses less sources) .............-ses00. —3.4 


Fig. 6. A projection of uses and sources of corporate funds 
for a year ahead (in billions of dollars). 


Another source of data is the Flow of Funds/Saving statistics published 
quarterly and annually in the Federal Reserve Bulletin. Statistics of the funds 
raised by the several sectors of the economy, and the sources of such credit, are 
provided in this series. 

In appraising the prospects for particular interest rates, basic data are available 
indicating the probable demand for funds. The Federal budget indicates the 
amount of deficit financing that the US. Treasury will have to undertake, whereas 
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the schedule of Federal debt maturities indicates prospective refunding opera- 
tions. Similarly, a projection of the uses and sources of corporate funds furnishes 
the basis for estimating corporation borrowing demands. Such a projection can 
be made in the light of known and expected developments affecting corporate 
spending. The Department of Commerce publishes statistics of the uses and 
sources of funds by corporations, as shown in Fig. 6 for a recent year, and these 
provide a framework for making such projections, For the year covered, net cor- 
porate bond financing is expected to total $5.1 billion, while net short-term bank 
borrowing is expected to reach $400 million and other short-term borrowing, 
largely commercial paper, $1.7 billion. Should developments cause changes in 
spending for fixed or current assets or in the flow of funds from internal sources, 
projections of borrowings would have to be increased or decreased accordingly. 


The Money Market 


MONEY MARKET DEFINED. A money market is a center where the 
demand for and supply of short-term funds meet. It is a clearing center for 
a large number of financial transactions, both national and international—a place 
where the loanable funds of the nation and of other nations are held. 

The term money market is usually applied only to the market for short-term 
funds. The market for long-term funds is usually referred to as the capital mar- 
ket. However, the market for U.S. government and agency securities and other 
prime long-term obligations is sometimes included in the “money market,” 
whereas the term “capital market’ is used at times to include the market for 
long-term and short-term funds, as in Fig. 4 above. 

In this Section, the money market is considered to include the market for short- 
term funds. The market for long-term loans.and investments is discussed in the 
sections on the Security Markets, Government Obligations, Savings Institutions, 
and Long-Term and Intermediate-Term Borrowing. 


Relation to Other Markets. The money market, even when considered to con- 
sist only of the market for short-term funds, is closely related to a number of 
other markets that rely on it for financial accommodation. The New York money 
market, for example, is closely related to (1) the capital market for new issues of 
stocks and bonds; (2) the secondary capital market, including the stock exchanges 
and brokers and dealers in securities; (3) the foreign exchange market, which 
embraces international financial transactions between the United States and the 
rest of the world; (4) the commodity markets, such as the cotton, grains, and 
sugar exchanges; and (5) the insurance, shipping, and other markets requiring 
short-term credit accommodation in their operations. 


ECONOMIC BASIS OF MONEY MARKET. All these individual mar- 
kets together provide the economic basis of the money market. Without them 
there would be little need for a large and well-organized market for short-term 
funds. Some of them are indispensable, whereas others are not an absolutely 
necessary part of a monetary center. Thus, the stock and bond markets and 
the foreign exchange market are absolutely indispensable to any money market 
and no international money market is complete without them. The commodity, 
insurance, and shipping markets of London and New York are well developed, but 
these are not of such great importance as those of Paris, Zurich, Frankfurt, and 
Amsterdam. 

The great strength of the New York money market lies particularly in the 
city’s large and well-organized markets for securities, commodities, etc. . . . that 


1-10 INTEREST RATES AND MONEY MARKETS 


provide a continuous demand for short-term funds for financing their opera- 
tions. Furthermore, from the viewpoint of the lender, these markets provide 
excellent opportunities for the safe employment of liquid funds. 

Just as the securities markets cannot function without a money market, so a 
money market cannot exist without the securities markets; for the money 
market requires channels through which funds may be invested, whereas the se- 
curities markets require sources from which to borrow short-term funds. Sim- 
ilarly, the commodity markets give rise to a considerable volume of loans and 
bankers’ acceptances that help to finance the movement and sale of commodities 
and at the same time provide a safe and liquid medium for short-term investment. 
International trade requires credit, and thus gives rise to media for the invest- 
ment of short-term funds. The greater the number of markets included in the 
monetary center, the greater its absorptive power for credit will be. 


ORGANIZATION AND OPERATION OF NEW YORK MONEY 
MARKET. Although money markets exist in all of the principal cities, the 
New York money market is by far the most important. It is this market that 
must be most closely studied in appraising the money and credit situation of 
the country. 

Short-term funds may be invested in New York through either of two channels: 
(1) direct loans, usually collateraled by securities, or (2) purchase of short- 
term credit instruments. 


The Market for Credit Instruments. The open market for credit instru- 
ments has as its principal subdivisions: (1) short-term government securities 
including Treasury bills and certificates, (2) the commercial paper market, (3) 
the bankers’ acceptance market, (4) negotiable certificates of time deposits 
issued by commercial banks, and (5) federal funds market. The short-term gov- 
ernment security market has overshadowed in importance all other markets 
combined. 

Usually, the market for credit instruments is considered the most important di- 
vision of the money market. Up to the 1930’s, direct loans played the most im- 
portant part in the New York market because of the extensive use of loans on 
securities, principally call loans for financing stock purchases. At the peak of the 
speculative boom in 1929, the volume of funds loaned to members of the New 
York Stock Exchange alone amounted to $8.5 billion. Following enactment of 
the Securities Exchange Act in 1934, which gave the Federal Reserve Board the 
power to regulate margin requirements on listed stocks, the volume of call loans 
decreased, however, and the significance of the call loan market declined con- 
siderably. 


Principal Lenders and Borrowers. Those who operate in the money market 
may be broadly classified into two groups—lenders and borrowers, although some- 
times the two functions are combined. The principal lenders in the New York 
money market are: 


1. The Federal Reserve banks. 

2. The large commercial banks, which place funds in government and municipal 
obligations, acceptances, and commercial paper as well as in the call money 
market. 

3. Investing institutions, such as trust companies, insurance companies, and say- 

ings banks. 

. Money brokers, who act mainly for out-of-town lenders. 

. Corporations, which are among the largest buyers of short-term Treasury obli- 

gations, commercial paper, and bankers’ acceptances. 


of 
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6. Foreign banks, official institutions, and other holders of liquidity reserves in 
this country. 


The borrowers consist principally of: 


1. The United States government, which obtains a large volume of funds through 
the sale of Treasury bills, tax-anticipation bills, and certificates of indebtedness. 

2. Brokerage houses and dealers in government securities, which borrow chiefly for 
the aa of their customers or to carry securities purchased pending their 
resale. 

3. Investment banking houses, which utilize the money market for financing new 

security issues. 

. Individuals who trade in securities. 

. Dealers and traders in commodities they distribute. 

Importers and exporters, who obtain financial accommodation chiefly through 

the use of bankers’ acceptances. 

7. Business concerns and finance companies that issue commercial paper or other 
short-term obligations to raise funds. 


Dorp 


Individual Money Markets 


SHORT-TERM GOVERNMENT SECURITIES. Treasury bills and cer- 
tificates of indebtedness constitute by far the most important media of invest- 
ment for short-term funds. The volume of such issues available expanded 
enormously during World War II, dwarfing other short-term investments avail- 
able by comparison. Treasury bills bear no interest and are traded in on a dis- 
count basis, whereas Treasury certificates are interest-bearing and are quoted on 
a price basis plus accrued interest like long-term bonds. The financial houses that 
deal in bankers’ acceptances, discussed below, deal also in government securities 
and, as in the case of the acceptance market, the Federal Reserve banks are 
among the most important buyers. The rate on short-term Treasury securities 
is usually lower than the acceptance rate because of the high credit standing of the 
government. 

Commercial banks, large corporations, and foreign governments and central 
banks are the largest buyers of short-term Treasury obligations. (For further 
discussion see Sec. 11, Government Obligations.) 


BROKERS’ LOANS. Although loans on securities are made to various types 
of borrowers and on varying terms, the great bulk of such loans in the New 
York money market are call loans to brokers and dealers. Some security loans 
are also contracted on a time basis, usually for 90 days. Call loans are made on 
a day-to-day basis and are payable on demand on the day following the day con- 
tracted. If not called, they are automatically renewed for another day. 

The volume of brokers’ loans fluctuates widely because of varying conditions 
in the stock market. One of the major influences on brokers’ loans is the degree 
of speculative activity in the market. When the public is “in the market,” as in 
1928 and 1929, the volume of such loans expands greatly and, conversely, when 
speculation is limited, as in the period 1933-1936, the volume declines to com- 
paratively small proportions. A second factor affecting brokers’ loans is the level 
of security prices. When stock prices are high, a larger amount of loans is re- 
quired to finance purchases. The volume of new security issues is a third 
factor. Investment bankers underwriting new issues of securities normally have 
recourse to collateral loans to finance their operations during the period when the 
securities are being distributed. If new issues are offered on a large scale, there is 


a tendency for loans on securities to increase. 
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Margin requirements imposed by the Federal Reserve Board are now by far 
the most important factor determining the volume of brokers’ loans. When the 
Reserve Board raises margin requirements, the volume of brokers’ loans is bound 
to decline. During the war, loans to brokers and dealers to acquire government 
securities became more important than loans secured by stock exchange collateral, 
which fell to a low level when margin requirements were lifted to 100% under 
Regulations T and U. 


Lenders and Borrowers. Chief among the lenders in the brokers’ loan mar-’ 
ket are the large New York City banks, although a considerable amount is loaned 
by banks in other cities through the agency of their New York correspondents. 
During the stock market boom of 1927-1929, a large amount of funds was placed 
in the market by others than banks. Experience showed that these loans consti- 
tuted an unstable and dangerous element, not only in the money market but in 
the entire credit structure of the United States. Loans of this character were 
not subject to control by the Reserve authorities. When the Federal Reserve 
Board endeavored to check the expansion of credit for speculative purposes, it 
was successful in curbing loans by member banks to brokers and dealers, but its 
efforts were nullified by the rapid increase in brokers’ loans by others than banks. 

In 1931, the New York Clearing House Association passed a rule prohibiting 
its members from making collateral loans “for account of others than banks.” 
The Banking Act of 1933 prohibits all member banks, in making loans on se- 
curities to brokers and dealers, from acting as agents for others than banking insti- 
tutions. Finally, the Securities Exchange Act of 1934 provides that brokers 
doing business on a national securities exchange may borrow on registered se- 
curities only from member banks and nonmember banks that have filed with the 
Board of Governors of the Federal Reserve System an agreement to comply with 
all the provisions of the Act, except as otherwise permitted by the Board. 

The brokers and dealers in securities, who constitute the demand element in 
the market, borrow for two purposes. Firstly, they borrow to finance the margin 
accounts of their customers. Secondly, dealers and underwriters borrow from 
banks to finance their securities inventory pending distribution to investors. 


Statistics on Brokers’ Loans. Data on security loans are contained in the 
Member Bank Call Reports issued by the Board of Governors for each of the 
member bank call dates, of which there are usually four a year. For current use 
more frequent statistics are desirable. The New York Stock Exchange publishes 
monthly statistics of member firm borrowings on United States government obli- 
gations and on other collateral. The most frequent report on brokers’ loans is 
the weekly statement of reporting member banks in 106 leading cities. Although 
this statement includes a smaller number of banks than the reports of the Federal 
Deposit Insurance Corporation and the member bank call reports, it includes 
the loans of the largest banks of the country, and indicates weekly changes in 
the volume of loans. (See Fig. 9, p. 22.) 


ACCEPTANCE MARKET. A banker’s acceptance, or banker’s bill, is a 
draft drawn on a bank by an individual or firm ordering the bank to pay to the 
order of a third person a specified sum of money, either on demand or at some 
specified future date, and accepted by the bank. The maturity of acceptances is 
usually from 30 to 180 days. The bank expects the drawer of the draft to pro- 
vide it with funds to pay the acceptance when due and usually requires that col- 
lateral be pledged as security. An acceptance, in effect, substitutes the credit of 
the bank for that of the drawer. 
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The market for bankers’ acceptances in the United States is a post-World 
War I development. Prior to the passage of the Federal Reserve Act in 1913 
national banks were prohibited from creating acceptances. The law establishing 
the Federal Reserve System permits member banks to create acceptances up to 
100% of their combined capital and surplus and, with the permission of the 
Federal Reserve Board, up to 150%. The provision for an additional 50% ap- 
plies only to acceptances drawn to create dollar exchange. Bankers’ accept- 
ances, provided they meet certain requirements, are eligible for discount at the 
Federal Reserve banks. 

The following table shows changes in the volume of acceptances outstanding 
since the end of 1930. 


Bankers’ ACCEPTANCES OUTSTANDING—ENp or YEAR 
(in millions of dollars) 


1930 1,470 
1940 209 
1950 394 
1955 642 
1960 2,027 
1963 2,890 


The amount of acceptances outstanding at the end of December 1963, classified 
by transactions that they finance, is shown below: 


CLASSIFICATION OF BANKERS’ ACCEPTANCES OUTSTANDING—END oF DecemMBER 1963 
(in millions of dollars) 


Imports into United States 567 
Exports from United States 908 
Dollar Exchange 56 
Goods stored in or shipped between points in United States 41 
Goods stored in or shipped between points in foreign countries 1,317 

Total 2,890 


As the above table shows, the volume of bankers’ acceptances has increased very 
rapidly since 1955. This is due not only to the growth of international trade, but 
also to the widening of the spread between the rate of interest on acceptances and 
the prime bank rate. At the end of 1963 the prime rate was 442%, whereas prime 
bankers’ acceptances with a maturity of 90 days sold at a discount of 3.6%. Under 
these conditions, many borrowers preferred to finance certain transactions 
through acceptance credit rather than borrowing directly from the banks. 


Federal Reserve Banks and the Acceptance Market. The acceptance market 
was long under the domination of the Federal Reserve banks, which were the 
most important buyers of acceptances, both for their own account and for the 
account of foreign correspondents. However, the Federal Reserve banks now 
purchase acceptances only in relatively small amounts since the commercial banks 
prefer to hold them for investment of part of their idle reserves. Insurance com- 
panies and other corporations are also large buyers. 


Commercial Paper Market 


Commercial paper consists of promissory notes of large business concerns of 
high credit, standing, usually maturing in 4 to 6 months, which are bought and 
sold in the open market. Large companies often prefer this method of raising 
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temporary working capital to direct loans from banks. This type of credit instru- 
ment is considered a desirable medium of investment of short-term funds by 
banks and other lenders. 


Volume of Commercial Paper Outstanding. As indicated by the table below, 
the volume of commercial paper outstanding increased sharply in the postwar 
period. This reflected in part the widened spread between the commercial paper 
rate and the prime rate charged by banks, which induced many large corpora- 

-tions to expand the sale of their notes in the open market to supplement their 
lines of credit with the commercial banks. Another factor in the steep rise has 
been the rapid expansion of sales finance companies, the sales of whose paper 
directly to investors far exceed those of all other borrowers combined. 

The volume of commercial paper outstanding is shown in the following table: 


CoMMERCIAL PaPeR OUTSTANDING—END OF YEAR 
(in millions of dollars) 


1930 357 
1935 172 
1940 218 
1945 159 
1950 333 
1955 2,020 
1960 4,497 
1963 6,747 


Of the commercial paper outstanding at the end of 1963, that placed through 


dealers amounted to $1,928 million, and finance company paper placed directly, 
$4,819 million. 


FEDERAL FUNDS MARKET. This market provides a method whereby 
member banks may adjust their reserve balances with the Federal Reserve 
banks without borrowing from them. When a member bank’s reserves fall below 
the legal requirement, they must be replenished. The most obvious method of 
increasing reserve balances is by direct borrowing from the Reserve banks, but 
member banks are reluctant to do this. It is often possible to obtain temporary 
additional reserve balances, usually at lower cost, through the Federal funds 
market. 

Federal funds are sight claims on Federal Reserve banks or the United States 
Treasury. They consist of demand deposits with the Reserve banks, cashiers’ 
checks of the Reserve banks, and checks of the United States Treasury. The 
Reserve banks give immediate deposit credit for such claims. Thus, a bank that 
is deficient in reserves may temporarily increase its balances by exchanging its 
own cashier’s check for a check on a Federal Reserve bank drawn by another 
member bank possessing excess reserves. When the check on the Federal Reserve 
bank (Federal funds) is deposited with it, the account of the depositing bank is 
credited immediately whereas the cashier’s check must go through the clearing 
house and is not debited to the account of the drawer until the next day. Thus, 
the bank buying the Federal funds obtains an increase in its reserve balances for 
one day. Interest for one day is added to the cashier’s check given in payment for 
Federal funds. 

A Federal funds market has been developed in New York by a few money 
brokers who act as intermediaries in arranging the exchange of checks, charging 
at times a small commission for their services. The market rate on Federal funds 
is generally lower than the discount rate and is higher only in periods when the 
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Federal Reserve banks are endeavoring to restrict the volume of reserve credit 
outstanding. A rise in the rate for Federal funds is generally an indication of 
tighter money and credit conditions. 


NEGOTIABLE TIME CERTIFICATES OF DEPOSIT. In order to 
attract more time deposits, to offset the relatively sharp growth of demand de- 
posits, the leading New York city banks began in 1961 to issue negotiable interest- 
bearing time certificates of deposit. Their example was soon followed by banks 
in other financial centers and a new open market credit, instrument was thus 
created that has already attained considerable importance. In addition to do- 
mestic corporations, foreign banks keep some of their dollar balances in this form. 


Interpretation of Banking Statistics 


THE MOST SIGNIFICANT DATA. Analysis and forecasting of money 
market and credit conditions are based primarily upon the interpretation of cur- 
rently published banking statistics. The most significant data are found in the 
following statements: 


1. Consolidated statement of the Federal Reserve banks that appears in the daily 
papers on Friday. This statement offers important clues to prospective changes 
in interest rates. (Federal Reserve Statement, N.Y., Federal Reserve Bank.) 

2. Condition of Weekly Reporting Member Banks in New York and Chicago, 
H43, reflecting credit conditions in the leading financial centers. This statement 
also appears in the papers on Friday. 

8. Condition of weekly reporting member banks in leading cities, published 
Thursday. (Factors Affecting Bank Reserves and Condition Statement, H41.) 


1. Federal Reserve Statement 


The most important of these statements is the consolidated statement of the 
Federal Reserve banks (Fig. 7), which reveals changes in the amount of Federal 
Reserve credit outstanding, the amount of Federal Reserve notes in circulation, 
the movement of gold, and, above all, the credit policies being pursued by the 
Federal Reserve System. 

An explanation of the details of the Federal Reserve statement follows. 


ASSETS OF FEDERAL RESERVE BANKS. 


Gold Certificate Account. This shows certificates given by the United 
States Treasury for the gold taken over from the Reserve banks when the gold 
content of the dollar was reduced to 59.06% of its former amount on January 31, 
1934, under the provisions of the Gold Reserve Act of 1934; together with in- 
creases or declines resulting from inflows and outflows of monetary gold. 


Redemption Fund for Federal Reserve Notes. This is the amount of gold 
certificates deposited with the United States Treasury by the Federal Reserve 
banks for the redemption of Federal Reserve notes. Each Federal Reserve bank 
is required by the Federal Reserve Act to provide for the redemption of its 
Federal Reserve notes in Washington by maintaining with the United States 
Treasurer a deposit of gold certificates of not less than 5% of the amount of 
notes issued by it and not covered by gold certificates pledged with the Federal 


Reserve agent. 


Total Gold Certificate Reserves. This is the sum of the foregoing items. The 
Federal Reserve Act requires each Federal Reserve bank to maintain a reserve 
in gold certificates of 25% against Federal Reserve notes in actual circulation 


and total deposits. 
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Apr. 3, Mar. 27, Apr. 4, 
Asses 1968 ati Sin (APG Zai 
Gold certificate, accOUnby vis, mp jnoe sy-5y ye Ieper 14,338 14,338 15,196 
Redemption fund for F.R. notes ........... 1,265 1,268 levy 
Total gold certificate reserves......... 15,603 15,606 16,333 
(Gis Dy eee eens cieteuieniele rarnine SOE Aa eet A? 378 394 395 
Discourits: and AUVANCESe sc. cms coms + we sree 137 224 172 
Acceptances—bought outright .............. 49 49 40 
US. government securities: 
Bought outright— 
Bill sh St come circ terete aceite clo eee et core pele 2,668 2,252 3,211 
Certificates .... G¥RCH Sse ea FS 13,580 13,580 4,972 
Noiteiy 04k; cate ci ernest a en 10,524 10,410 16,933 
1 BYoys Co (sigs, pape ary ee Pe SR is er ee 4,299 4271 4,091 
Potalsbought: outnightinatims. Tes. et 31,071 30,513 29,207 
Held under repurchase agreement ......... 47 124 133 
Total U.S. government securities ...... 31,118 30,637 29,340 
Total loans and securities .,.....-.... 31,304 30,910 29,552 
Cash items in process of collection .......... 4,991 4,902 4,491 
Bank preniises: Free" OUTRO Bee ae 103 103 108 
Othercassetsy jcttace mone ws asta aoe eee ee 402 385 385 
OSL BEBEUS sass accir ys pe lela eo ine 52,781 52,300 51,264 
LIABILITIES 
Federal ; Reserve; notes. {.ji.n1o0, cab odes tener 29,598 29,424 28,130 
Deposits: 
Member bank reserves .. 25.50. ccc ee nes 16,501 16,410 17,289 
US. Treasurer—general account .......... 964 851 297 
MOREL ST ee Ree. See RN Te Sete tie 170 184 199 
Other doe cicpe tery tae ecko ers eee — 196 189 356 
MOtaAl Re POSslsie + aeeL eee oer le 17,831 17,634 18,141 
Deferred availability cash items ............ 3,766 3,679 3,486 
Other liabilities and accrued dividends....... 74 69 74 
Totals lialbihties wet. e sone 51,269 50,806 49 831 
Capita Accounts 
Capital paid in sites ewer Sareea eee 478 478 453 
Surplisucias. ter. sea ed aes Steen See 934 934 888 
Other capital accounts .......00000.0. 000005. 100 82 92 
Total liabilities and capital accounts 52,781 52,300 51,264 
Contingent liability on acceptances purchased sae abies 
for foreign correspondents ................ 84 83 102 
Ratio of gold certificate reserves to deposit 
and FR. note liabilities combined *....... 32.6% 32.8% 35.0% 


* “PR. note liabilities combined” includes $395 million of Federal Reserve notes of 
other Federal Reserve banks netted out of the consolidated statement shown above. 


Fig. 7. Consolidated statement of condition of the twelve Federal Reserve banks 
(in millions of dollars) (see continuation). 
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Marovrity DistrisutTion or Loans AND SgcuritrEs, Aprit 3, 1963 


(Acceptances and securities held under repurchase agreement are classified as maturing 
within 15 days in accordance with maxinrem maturity of the agreements.) 


US. government securities 


Discounts and Changes 
advances Acceptances Holdings during week 
Within 15 days 105 14 610 + 90 
16 days to 90 days 32 35 4687 a Of 
91 days to 1 year Baas ae 12,493 +165 
Over 1 year to 5 years - — 10,980 +142 
Over 5 years to 10 years — = 2,183 _ 
Over 10 years —s — 165 — 
Total 137 49 31,118 +481 


Fig. 7. (Continued) 


Cash. This includes United States notes (greenbacks), silver certificates, 
standard silver dollars, subsidiary silver, and minor coin. 


Discounts and Advances. This comprises bills discounted for member banks 
and advances on their promissory notes secured by U.S. government obligations 
or other acceptable assets. 


Acceptances—Bought Outright. These are bankers’ acceptances bought from 
dealers. 


U.S. Government Securities. This item represents by far the most impor- 
tant group of assets of the Federal Reserve banks. 


Total Loans and Securities. This is the total of the three preceding items. 


Cash Items in Process of Collection. These items are checks, drafts, and 
other so-called ‘cash items” deposited with the Federal Reserve banks by com- 
mercial banks for collection. 


Bank Premises. This shows the book value of bank buildings and building 
sites owned by the Federal Reserve banks for banking-house purposes. 


Other Assets. Miscellaneous assets such as reimbursable expenses, deferred 
charges, claims account, interest accrued, overdrafts, premium on securities, and 
foreign exchange holdings are included under this heading. 


LIABILITIES OF FEDERAL RESERVE BANKS. 


Federal Reserve Notes. This item shows the amount of Federal Reserve notes 
paid out by the Federal Reserve banks. 


Deposits: Member Bank Reserves. This total represents the reserves carried 
by member banks with the Federal Reserve banks. These deposits, although con- 
stituting part of the required reserves of member banks, may be drawn upon to 
meet current requirements, and in fact are actively used by member banks in 
connection with their check-clearing operations, transfers of funds, currency with- 
drawals, etc. 
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Deposits: U.S. Treasurer—General Account. Amounts held on deposit with 
the Federal Reserve banks by the United States Treasury are entered under this 
caption. The Federal Reserve banks act as fiscal agents for the Treasury and as 
such receive government funds on deposit and pay government checks, coupons, 
and maturing securities. 


Deposits: Foreign. Deposits of various foreign central banks and govern- 
ments, and of the Bank for International Settlements, with the Federal Reserve 
Bank of New York are recorded under this heading. Each of the other Federal 
Reserve banks is allotted a participation in these foreign bank deposits. 


Other Deposits. Clearing balances of nonmember par collection banks, de- 
posits of the International Bank for Reconstruction and Development, the Inter- 
national Monetary Fund, the International Finance Corporation, the Inter- 
American Development Bank, the United Nations, the special account of the 
Treasury (Exchange Stabilization Fund), funds collected for the account of 
other Federal Reserve banks, and miscellaneous deposits constitute this amount. 


Total Deposits. This represents the aggregate deposit liability of the Federal 
Reserve banks. 


Deferred Availability Cash Items. This includes checks, drafts, and other 
cash items, in process of collection, for which the Federal Reserve banks have 
given credit to member banks, clearing nonmember banks, and the United States 
Treasury in a deferred availability account. Final deposit credit subject to actual 
collection is given for these items in accordance with the Federal Reserve banks’ 
published time schedule. 


CAPITAL ACCOUNTS. 


Capital Paid In. Each member bank is required by the Federal Reserve Act 
to subscribe to the capital stock of the Federal Reserve bank in a sum equal to 
6% of its ewn paid-in capital and surplus. One-half of the subscribed capital of 
the Federal Reserve banks has been paid in and the balance is subject to call if 
and when deemed necessary by the Federal Reserve Board. 


Surplus (Section 7). Under the Banking Act of 1933, the net earnings of 
Federal Reserve banks, after payment of a 6% dividend on their paid-in capital, 
are to be “paid into the surplus fund” of these banks. From their inception in 
1914 through December 31, 1962, the Federal Reserve banks paid dividends 
totaling $530 million; paid to the Treasury, as interest on Federal Reserve Notes, 
$6,812 million, and a franchise tax of $149 million; and contributed $139 million 
to the capital of the Federal Deposit Insurance Corporation. The latter redeemed 
its stock by paying the above amount to the Treasury. 


Other Capital Accounts. This item includes the net of earnings, expenses, 
etc., that are closed out on December 31. 


Ratio of Gold Certificate Reserves to Deposit and Federal Reserve Note 
Liabilities Combined. This is the ratio of gold certificates held by the Federal 
Reserve banks to the sum of Federal Reserve notes in circulation and total de- 
posits. The legal minimum ratio is 25%. 


FEDERAL RESERVE CREDIT. Analysis of changes in the volume of 
Reserve bank credit outstanding, and the causes for such changes, is greatly fa- 
cilitated by a brief table, issued each week along with the regular Reserve bank 
statement, showing the amount of eredit extended by the Reserve banks to the 
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financial system, together with certain other items responsible for increases or 
decreases in the amount of reserve credit outstanding. This table, as of April 
3, 1963, is shown in Fig. 8. 


Averages of Daily Figures 


Week Change from 
Member Bank Reserves, Ended Week Ended Wednesday, 
Reserve Bank Credit, Apr. 3, Mar. 27, Apr. 4, Apr. 8, 
and Related Items 1963 1963 1962 1963 
Reserve bank credit: 
US. government securities 
Bought outright—system account 30,855 +336 +1,859 31,071 
Held under repurchase agreement 142 -+- 26 == i 47 
Acceptances—bought outright 50 =) al qa) 49 
Discounts and advances 
Member bank borrowings 174 = (Oy + 99 107 
Other 30 — = Shs 30 
Float 1,345 —208 + 316 15225 
Total Reserve bank credit 32,596 At +2235 32,529 
Gold stock 15,878 — — BI 15,878 
Treasury currency outstanding 5,578 ar ==) ils? 5,579 
54,053 + 44 +1,492 53,986 
Currency in circulation 34,525 +110 +1,475 34,624 
Treasury cash holdings 439 == lh) qF  ae 449 
Treasury deposits with F.R. banks 895 i119) + 495 964 
Foreign deposits with F.R. banks 189 qe 8 =i] 170 
Other deposits with F.R. banks 191 +17 = 160 196 
Other F.R. accounts (net) 1,074 =). a + 49 1,081 
37,313 — 6 +1834 37,484 
Member bank reserves: 
With F.R. banks 16,740 a ff) — 340 16,501 
Currency and coin (estimated) 2,850 — 59 =>) 267, 2,960 
Total reserves held 19,590 =e) a 7683 19,461 
Required reserves (estimated) 19,158 + 24 a 19,165 
Excess reserves (estimated) 432 eens) = 296 


On April 3, 1963, U.S. government securities held in custody by the Federal Reserve 
banks for foreign account were $7,292 million, a decrease of $49 million for the week 
and an increase of $1,556 million over those of the comparable date a year ago. 


Fig. 8. Changes in member bank reserve balances and related items (in millions 
of doilars). 


The above table shows that average member-bank reserves with the Federal 
Reserve banks for the week ended April 3, 1963, increased $50 million over the 
preceding week but vault cash (currency and coin) decreased $59 million, result- 
ing in a net loss of $9 million in reserves. This small decline resulted from sub- 
stantial offsetting changes in individual items. Items that reduced reserves were: 
a $253 million drop in float (reflecting an excess of debits over credits to member 
bank accounts with the Reserve banks resulting from check collections for the 
member banks); a rise in currency in circulation of $110 million; repayment by 
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member banks of $67 million of loans to the Reserve banks; an increase of $20 
million in “other” and “foreign” deposits with the Reserve banks; and a $1 mil- 
lion reduction in acceptances held by the Reserve banks—a total drop in member 
bank reserves of $451 million. 

Items that increased reserves were: outright purchases of U.S. government se- 
curities for account of the 12 Federal Reserve banks in the amount of $336 mil- 
lion, and an additional $26 million acquired under repurchase agreements from 
nonbank government securities dealers; a drop of $119 million in Treasury de- 
posits with Reserve banks and of $12 million in Treasury cash holdings; a 
decline of $4 million in “other Federal Reserve accounts (net) ,” and a $2 million 
increase in Treasury currency outstanding—an aggregate amount of $499 million. 
The net result was an increase in member bank reserves of $48 million (the table 
showing an increase of $50 million, because of the rounding-up of amounts of 
over and under $1,000,000). Since vault cash, which under the July 28, 1959, 
Act may at the discretion of the Federal Reserve Board be counted as part of 
the legal reserve, declined by $59 million, while required reserves increased by 
$24 million (member bank reserves above the required reserves) excess reserves 
were reduced by $33 million. It is the volume of excess reserves that determines 
the ability of the banking system to expand credit. 


Free Reserves. One of the most important clues to prospective interest’ rate 
changes, particularly short-term, is the amount of free reserves, which are total 
excess reserves less member bank borrowings from the Federal Reserve banks. 
For the week ended April 3, 1963, average free reserves amounted to $258 
million ($432 million excess reserves minus $174 million of member bank 
borrowings). In periods of active credit ease, excess reserves are large whereas 
borrowings of the member banks from the Federal Reserve banks are small, re- 
sulting in large free reserves. In periods of active credit restraint, the volume of 
excess reserves is small whereas member bank borrowings are large, usually ex- 
ceeding the amount of excess reserves. Under such circumstances the banks have 
“negative free reserves.” As a general rule, a large part of the excess reserves 
are held by small country banks since the large banks tend to be fully loaned up 
and invested. 


FEDERAL RESERVE CONTROL OF CREDIT. The Federal Reserve 
can influence the money market in a number of ways: (1) by discounting bills 
for member banks or making advances to them on their notes secured by govern- 
ment securities; (2) by buying and selling government obligations in the open 
market; (3) through raising or lowering member bank reserve requirements; 
(4) through raising or lowering the discount rate, ie., the rate charged member 
banks for loans, and (5) through the power of the Federal Reserve Board to 
permit the member banks to count part or all of their vault cash as legal reserves. 
In addition, the Treasury can exert considerable influence over the money market. 

The basis of Federal Reserve control over credit is the provision of the Federal 
Reserve Act requiring member banks to maintain deposits with the Federal Re- 
serve banks as reserves against their deposit liabilities. Reserve requirements 


against member bank deposits may be fixed by the Board of Governors within 
the following ranges: 


Against demand deposits 

Reserve: cities ob. ia ae2ue. os. detttoolled) sek 10-22% 
Country banks sci usoy. edand. sriwaslcs 7-14% 

Against time deposits (all member banks) .. 3+ 6% 
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When the Board of Governors of the Federal Reserve System raises reserve 
requirements, the volume of member bank reserves does not undergo change, but 
excess reserves are converted into required reserves. Similarly, when the Reserve 


Board lowers reserve requirements, some required reserves are converted into 
excess reserves. 


; Instruments of Credit Control. The Federal Reserve System has relied prin- 
cipally on two instruments of credit control—the discount rate, and open market 
operations. By raising or lowering the discount rate, Reserve banks make it 
more or less expensive for member banks to increase their reserve balances 
through rediscounting or borrowing. A change in the rediscount rate also sig- 
nifies to the market that the credit policies of the Reserve authorities are under- 
going a change. When the discount rate is raised, it is expected that the Federal 
Reserve will follow a policy of greater credit restraint, and when the rate is 
lowered, a policy of credit ease. At times, however, the changes merely reflect an 
adjustment to prevailing money market conditions. Through buying or selling 
government securities in the open market, the Reserve banks increase or decrease 
the volume of member bank reserve balances. As a rule, these two instruments 
of credit control are used together. For example, if the Federal Reserve au- 
thorities wish to check the expansion of member bank credit, they may sell gov- 
ernment securities. Payment for securities sold is made by checks on commercial 
banks, which results in debits to accounts of the member banks at the Reserve 
banks, and thus in a reduction of reserve balances. If, as a result of these transac- 
tions, member banks are forced to borrow from the Reserve banks, the latter can 
make borrowing more expensive by raising the rediscount rate. 

In addition to these principal instruments of control, the Federal Reserve Sys- 
tem has other means at its disposal through which it can influence the money 
market. Most important is the power of the Board of Governors to vary legal 
reserve requirements of member banks. By raising reserve requirements, the 
Board automatically reduces excess reserves that member banks have with the 
Reserve banks, or actually forces member banks to increase borrowings at the 
Reserve banks. A reduction in reserve requirements has the opposite effect. A 
type of qualitative or selective credit control is the authority to regulate loans 
on. securities by brokers and banks (Regulations T and U). 


Federal Reserve Wartime Credit Policy. Federal Reserve credit policy dur- 
ing World War II was designed to (1) stabilize the government security market, 
(2) maintain low interest rates, (3) facilitate the transition from a peacetime to 
a wartime economy, and (4) combat inflation. 

On September 1, 1939, the Board of Governors announced that the Reserve 
banks would make advances on equal terms to member and nonmember banks on 
government obligations at full par value. After Pearl Harbor, on December 8, 
1941, the Board issued a policy declaration that stated: 

The System is prepared to use its powers to assure that an ample supply of funds is 
available at all times for financing the war effort and to exert its influence toward 
maintaining conditions in the United States Government security market that are 
satisfactory from the standpoint of the Government’s requirements. 


On April 30, 1942, the Federal Open Market Committee directed the twelve 
Federal Reserve Banks to purchase all Treasury bills offered them on a 344% per 
annum discount basis. This fixed buying rate prevented the bill rate from rising 
above that level, and so pegged that interest rate effectively. Long-term rates 
were also held down through support of government bond prices. This policy 
was maintained until March 1951. 
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2. Statement of Weekly Reporting Member Banks 


The statement of reporting member banks reflects the position of the member 
banks in 106 leading cities reporting weekly to the Federal Reserve Board. 
These banks represent the greater part of the total banking resources of the 
country and two-thirds of the resources of all member banks. The statements as 
of April 3, 1963, and April 4, 1962, are shown in Fig. 9. 


ASSETS OF MEMBER BANKS. Loans and investments indicate the 
total amount of credit extended by the reporting banks. Loans constitute a 
direct extension of bank credit. The purchase of securities for investment like- 
wise involves expansion of bank credit, since either the seller of securities obtains 
a deposit credit on the books of the bank or the buying bank’s check is deposited 
in the seller’s bank. 


Change since 


Aprie; Mar. 27, Apr. 4, 


1963 1963 1962 
ASSETS 
Total loans and investments 130,729 == feP33) + 9,817 
Loans and investments adjusted ? 128,815 — 741 + 9,613 
Loans adjusted ? 81,130 — 200 + 7,256 
Commercial and industrial loans 35,248 + 40 + 2,184 
Agricultural loans 1,512 ae 2 + 2183 
Loans to brokers and dealers for purchasing 
or carrying: 
US. govt. securities 539 OP) ee) 
Other securities 2,632 ap 1s a alee 
Other loans for purchasing or carrying: 
US. govt. securities 92 = 8 nd, 
Other securities 1,432 =O) oe) 2 
Loans to nonbank financial institutions: , 
Sales finance, personal finance, etc. 3,928 i) PP, + 619 
Other 2,699 aa GS + 442 
Loans to foreign banks 674 ae SY) OG 
Real estate loans 15,944 si 2B + 2,320 
Other loans 18,367 = 1 § +1378 
Loans to domestic commercial banks 1,914 = ei + 204 
US. government securities—total 30,857 DAZ — 1,066 
Treasury bills 4,724 — 264 + 476 
Treasury certificates of indebtedness 1,750 ero = 614 
Treasury notes and U.S. bonds maturing: 
Within 1 year 2,507 = Be — 3,810 
1 to 5 years 14,219 => OO 
After 5 years 7,657 = as + 3,544 
Other securities _ 16,828 ese + 3,423 
Reserves with F.R. banks 12,381 + 29 ODO 
Currency and coin 1,533 —— 11%) qe lee 
Balances with domestic banks 3,103 ae 13} + 204 
Other assets—net 5,109 =e ap atts 
Total assets/liabilities 165,988 + 308 +10,646 


Fig. 9. Principal assets and liabilities of weekly reporting member banks (in 
millions of dollars) (see continuation). 
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LIABILITIES 
Demand deposits adjusted 2 61,811 — 6501 201 
Demand deposits—total ® 90,700 + 441 + 1,064 
Individuals, partnerships, and corporations 65,005 se oh ap BS) 
States and political subdivisions 4,772 == jul = 18 
US. government 3,684 + 1,350 ap Oe 
Domestic interbank: 
Commercial 12,072 +1,241 aP 5 
Mutual savings 596 se) 05s a2) 
Foreign: 
Govts., official insts., etc. 632 = 68 qe 8 
Commercial banks 1,044 clan oe a 1 
Time and savings deposits—total 4 53,418 a BL 8,122 
Individuals, partnerships, and corporations: 
Savings deposits 35,956 + 82 + 4,215 
Other time deposits 10,447 ae Of + 2,/43 
States and political subdivisions 3,839 a= lS ae @bil 
Domestic interbank 230 ap 83 ap ale 
Foreign: 
Goyts., official insts., etc. 2,685 + 45 + 5d 
Commercial banks 105 ae Al = ib 
Borrowings: 
From F.R. banks 48 > alley = 1) 
From others 2,563 = iy + 488 
Other liabilities 5,462 = 100 + 347 
CapitaL ACcoUNTS 13,797 + 60 + 644 


1 Exclusive of loans to domestic commercial banks and after deduction of valuation 
reserves; individual loan items are shown gross. 

2 Includes all demand deposits except those of U.S. government and domestic com- 
mercial banks, less cash items in process of collection. 

3 Includes certified and officers’ checks not shown separately. 

4 Includes time deposits of U.S. government and postal savings not shown sepa- 
rately. 


Fig. 9. (Continued) 


Commercial and industrial loans, sometimes termed business loans, are by 
far the principal type of bank loans. Loans to brokers and dealers and other 
security loans are divided into two categories: loans for purchasing or carrying 
government securities, and loans on other securities. Separated from other busi- 
ness loans are loans to nonbank financial institutions, particularly finance com- 
panies. Aside from loans, the principal earning assets of the banks are U.S. gov- 
ernment securities. 


LIABILITIES OF MEMBER BANKS. On the liability side, deposits are 
divided into various categories. Demand deposits have increased rather slowly 
since 1955, partly because many corporations and individuals have converted de- 
mand deposits into time deposits or short-term government obligations on which 
they receive a relatively high rate of return. On the other hand, time and sav- 
ings deposits have increased sharply. 

Domestic interbank deposits represent mainly balances maintained with cor- 
respondent banks, particularly in financial centers. Foreign deposits represent 
deposits of foreign banks and government institutions in the United States. 
Most of these balances are kept in New York City. Borrowings represent redis- 
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counts and borrowings by member banks from the Federal Reserve banks and 
loans made by one commercial bank to another. 


TURNOVER OF DEMAND DEPOSITS. The volume of deposits alone 
does not give a full picture of money supply conditions. It is necessary also to 
study the turnover or velocity of deposits. The Federal Reserve Bulletin pub- 
lishes regularly a table showing the amount of checks drawn and deposit turnover, 
which measures the actual use of deposits. The table below shows debits to de- 
mand deposits and the annual rate of turnover of demand deposits in New York 
and 337 other cities since 1950. The figures for New York City are greatly influ- 
enced by stock market and other financial transactions. Those in other cities 
reflect more accurately ordinary business turnover. Both in New York and else- 
where the turnover of demand deposits has increased sharply, partly because 
of the policy of credit restraint followed during periods of prosperity, which 
dampened the rise in the money supply, and partly because of the increased, skill 
of business concerns in economizing on holdings of cash. 


Bank Desits AND Deposit TURNOVER 


Debits to Demand Deposit Annual Rate of Turnover 
Accounts Except Interbank of Demand Deposits 
and Government Except Interbank and 
(in billions of dollars) Government | 
337 Other 337 Other 
New York Reporting New York Reporting 
Year City Centers City Centers 
1950 509.3 572.2 31.1 Vie 
1955 766.9 845.0 42.7 20.4 
1960 1,102.9 1,158.3 60.0 204. 
1963 1,556.0 1,423.0 848 29.0 


LOANABLE FUNDS. Deposits of member banks in the Federal Reserve 
banks constitute the basis for the nation’s credit system. The larger these re- 
serves, the more investments and loans commercial banks can make. Investments 
and loans by commercial banks, in turn, provide funds to corporations and indi- 
viduals. An increase in free reserves of member banks will thus largely determine 
the loanable funds and the trend of interest rates. 

The nation’s money supply consists of demand deposits, and currency. 
Monthly statistics on the money supply may be found in the Federal Reserve 
Bulletin. The volume of demand deposits and currency at the end of 1939, 1945, 
1950, 1955, 1960, and 1963 was as follows: 


Total Demand 
Deposits 
Adjusted and Demand Currency 
Currency Deposits Outside 
Outside Banks Adjusted Banks 
’ Gn millions of dollars) 
1939 36.2 298 6.4 
1945 102.3 75.9 26.5 
1950 Wey; 92.3 25.4 
1955 138.2 109.9 28.3 
1960 1445 115.1 29.4 


1963 157.4 124.5 32.9 
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Relation of the New York Money Market to the Interior 


POSITION OF NEW YORK. Althongh the financial importance of other 
large cities has increased in recent years, the outstanding position of New York 
in both national and international finance necessitates close financial relationships 
between New York and interior banks. Many banks establish correspondent con- 
nections with New York institutions primarily for the purpose of facilitating 
their clearing transactions; others enter into this relationship to have a larger 
institution from which they can obtain loans; and still others, particularly smaller 
banks not members of the Federal Reserve System, maintain their cash reserves 
with New York banks. Large city banks provide valuable investment advice, and 
trust, tax, operating, and other services to correspondents. They perform safe- 
keeping functions for out-of-town banks, frequently review investment portfolios, 
and execute foreign trade transactions. Under ordinary circumstances, therefore, 
the New York banks have surplus funds of a large number of interior banks. 

Businesses all over the country also maintain large deposits in New York 
banks. Deposits and withdrawals by business depositors are the major factor in 
the movement of funds from one area to the other. 


BALANCES WITH DOMESTIC BANKS AND DOMESTIC INTER- 
BANK DEPOSITS. Changes in the financial relationships between New York 
banks and the interior banks are reflected in the statement of New York City 
member banks. 

An increase in domestic interbank deposits indicates that New York banks 
have received additional funds from their correspondents, whereas an increase in 
balances with domestic banks reflects an increase in loans to, or deposits with, 
correspondent banks and represents a movement of funds to the interior. De- 
creases in these items have the opposite meaning. Ordinarily, one would expect 
that an increase in domestic interbank deposits would be accompanied by a de- 
crease in balances with domestic banks. However, this is not always the case, 
because, although certain interior banks may increase their deposits with New 
York institutions, other interior banks may increase their borrowings. 


CAUSES OF MOVEMENT OF FUNDS. A movement of funds between 
New York and the interior may be caused by a number of factors. If new se- 
curities are issued by New York banking houses and these securities are sold 
throughout the country, the result is a movement of funds from the interior to 
New York. Payment of principal, interest, and dividends by corporations also 
leads to a movement of funds between New York and the interior. 


Seasonal Influences. Seasonal changes in demand for credit have an important 
bearing on the financial relationship between New York and the interior. In the 
winter months, when the banks in the interior have idle funds, they invest in 
short-term government securities, and this may cause funds to flow to New York, 
where the larger government security dealers are located. 


Treasury Financing and the Money Market 


EFFECT OF TREASURY OPERATIONS ON MONEY MARKET. 
Treasury financing operations involve a larger volume of funds than any other 
type of operations, reaching on quarterly tax days and new financing periods a 
volume of several billion dollars. Hence, the effects on the money market are 
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necessarily of considerable importance. Through redemption and refunding of 
maturing obligations, payments of interest, the call of funds from depository 
banks, and the collection of income taxes, banking activities are vitally affected 
at a number of points. Notwithstanding these heavy shiftings of funds, there is 
usually little disturbance in the money market. This relative stability is due to 
the efficient mechanism for the handling of the huge volume of government funds. 

Treasury operations on the quarterly tax collection dates, April 15, June 15, 
September 15, and January 15, which coincide with interest payment dates on 
many government obligations, reveal the interrelations between the Treasury, 
the Reserve banks, and the money market. Payment is made by the Treasury 
by checks drawn on the Reserve banks, which are deposited by recipients with 
commercial banks and sent by the latter to the Reserve banks for credit to their 
accounts, thus resulting in an increase in member bank reserve balances. At the 
same time that these disbursements are made, the Treasury is also receiving 
checks drawn on commercial banks in payment of taxes and new issues of Treas- 
ury securities. As these checks are collected, member banks’ balances at the Re- 
serve banks are debited. Collections usually lag several days behind disburse- 
ments, and in order to cover the deficit, the Treasury may resort to borrowing 
from the Reserve banks. This borrowing takes the form of a purchase by the 
Reserve banks of a special one-day certificate of indebtedness that is renewed 
each day in decreasing amounts as collections come in. 


WARTIME CHANGES. During World II, when Treasury operations were 
multiplied many times over, the Treasury found it necessary to rely more heavily 
on the Reserve banks. To meet this situation, the Second War Powers Act 
in 1942 authorized the Federal Reserve banks to purchase directly from the 
Treasury direct or fully guaranteed obligations. However, the aggregate amount 
of directly acquired securities held by the Reserve banks at any time must not 
exceed $5,000,000,000. The Treasury availed itself of this privilege rarely, how- 
ever, and only on tax-payment dates did it borrow directly from the Reserve 
banks. 

To facilitate absorption of government securities by commercial banks, 
the Federal Reserve Act was amended to relieve member banks of the obliga- 
tion of maintaining reserves against government deposits in the so-called “War 
Loan Account.” This enabled them in many cases to purchase short-term govern- 
ment securities previously sold to the Federal Reserve banks. 


DEBT MANAGEMENT. Treasury borrowing and refunding operations are 
sometimes used to supplement Federal Reserve measures to influence interest 
rates. For example, since 1960 debt management has been utilized to keep up 
short-term interest rates even in periods such as 1961-1962, when the Federal 
Reserve authorities were following a relatively easy money policy. The aim was 
to maintain short-term rates at a level comparable with that prevailing in the 
leading European financial centers, notably London, in order to deter shifting of 
funds abroad to obtain higher yields. This was achieved primarily through of- 
fering large amounts of obligations with maturities up to one year. This policy 
also shortened the average maturity of the Federal debt. 


Advance Refunding. Since June 1960 the Treasury has been using the de- 
vice of advance refunding to lengthen the maturity of the public debt with 
minimum disturbance to the money and capital markets. Under this plan, the 
Treasury offers to exchange certain issues some months or years prior to ma- 
turity for new securities of longer maturity. For example, for obligations matur- 
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ing within 12 months and for securities with less than 5 years to maturity, new 
issues in the 344-16 year maturity range were offered, while holders of long-term 
bonds, which, owing to the passage of time, were within the 5-10 year maturity 
range, were offered in exchange new bonds with maturities from 12 to 40 years, 
generally at higher coupon rates. By using advance refunding, instead of offering 
new long-term securities, the Treasury avoids a sharp rise in medium- and long- 
term rates and does not compete for new funds with the private sector of the 
economy. 


Other Influences on the Money Market 


EFFECTS OF BUSINESS CYCLE. The business cycle strongly influences 
the money market. During the upswing of the business cycle, when trade and 
industrial activity are increasing, the money and credit situation is usually char- 
acterized by an expansion of bank credit and some stiffening of interest rates. 
Discounts of member banks with the Reserve banks may increase. 

In a period of declining business activity there is a tendency for bank loans 
to decrease and member banks repay their borrowings from the Reserve banks. 
These factors make for lower interest rates. 


PRICES AND BANK CREDIT. The cyclical movement of prices also influ- 
ences the money market. Rising prices usually reflect better business, which, in 
turn, requires more bank accommodation, both because of the expanded volume of 
industry and trade and the higher unit values. Contrariwise, a decline in prices 
usually accompanies a decrease in business activity and results in a contraction in 
the volume of bank loans. 


Relation of New York to Foreign Money Markets 


INTERNATIONAL POSITION OF NEW YORK MONEY MAR- 
KET. New York is one of the most important world financial centers, and the 
“New York money market therefore reflects to a considerable extent international 
as well as domestic financial conditions. Although the U.S. is a creditor on the 
international capital market to the extent of billions of dollars, it has become a 
large debtor on the short-term money market. 


THE POSTWAR CHANGE: BALANCE OF PAYMENTS DEFICIT. 
With the restoration of the economies of the leading countries abroad in the 
1950’s, the international position of the New York money market underwent a 
drastic change. Beginning with 1958 the balance of payments deficit of the U. S. 
increased sharply, accompanied by a substantial reduction in the gold stock. 
Although there was some improvement in 1961-1962, the situation became so 
serious as to warrant special measures by the government and the Federal Re- 
serve authorities. To prevent large-scale raids on the dollar, the Federal Reserve 
Bank of New York began to operate extensively in the foreign exchange markets 
and made swap arrangements with the leading central banks in Europe. The 
Treasury sold its obligations in foreign currencies to some governments and cen- 
tral banks in order to increase the supply of foreign exchange that could be used 
in emergencies. The aim of these operations was to stabilize the exchange value 
of the dollar and thus discourage speculative outflows of funds. (See also Sec. 
2, Money, The Banking System and Lending Institutions.) 

Restoration of the International Money Market. The return to external 


convertibility of the leading foreign currencies in 1958 and the restoration of the 
international money market created a new force in the American money market. 
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Aside from political considerations, short-term funds ordinarily flow from coun- 
tries with low interest rates to centers where interest rates are higher, particu- 
larly when the risk of loss stemming from exchange fluctuation can be eliminated. 
The resumption of operations in the forward exchange market, making it pos- 
sible to hedge against the foreign exchange risks involved in short-term transac- 
tions, removed a major deterrent to the free international flow of funds. 
Although the international money markets include all the leading free-world 
countries whose currencies are freely convertible into dollars, the largest flow: 
of short-term funds is between New York and London, since these markets 
can absorb huge amounts of funds without causing undue disturbances. Paris, 
Frankfort, Zurich, and Amsterdam are also important. money markets, but they 
lack the breadth and liquidity of New York and London. Hence, in order to 
prevent large outflows of funds, some of which are converted into gold, it has 
been considered necessary during the past few years to coordinate short-term rates 
of interest in the U.S., notably Treasury bill yields, with those prevailing in Lon- 
don, taking into account the cost of hedging in the forward exchange market. 
In September 1962, foreigners (not including international organizations) 
owned $19.7 billion of short-term dollar assets of which $11.7 billion, or 59%, was 
held for official accounts. This constituted the principal international reserve 
of many nations, particularly those that prefer to hold mainly short-term dollar 
assets rather than gold. Over $15 billion of U.S. government securities were held 
by foreign and international accounts, the bulk consisting of short-term obliga- 
tions. Foreigners are thus in a position to play an important role in the New 


York money market and to influence appreciably the movement of short-term 
rates. 


Effect on the U.S. Money Market. To the extent that a US. balance of 
payments deficit is not financed through export of gold, foreigners build up their 
dollar deposits or purchase additional short-term Treasury obligations and other 
money-market instruments. Bidding for these obligations tends to lower short- 
term rates, and if this trend becomes pronounced, it has to be counteracted by 
the Federal Reserve through open-market sales or by the Treasury through 
increasing the supply of short-term obligations. On the other hand, when foreign 
owners of dollar assets, because of apprehension about the future of the dollar or 
for other reasons, sell their dollar balances, some of them find their way to their 
central banks, which can convert them into gold at the fixed price of $35 an 
ounce (plus 4% handling charge) in effect since the passage of the Gold Reserve 
Act in 1934. 

Up to 1958 the credit policies of the Reserve authorities were guided entirely 
by domestic considerations. The differential in short-term rates between New 
York and European centers did not influence their actions, since practically all 
European currencies were surrounded by foreign exchange restrictions that, im- 
peded the free international movement of funds. Under present conditions, 
however, any appraisal of the probable trend of short-term interest rates must 
take into consideration not only the domestic economic outlook but also money 
market conditions in the leading foreign financial centers, and notably London. 


THE LONDON MONEY MARKET. London is one of the oldest and one 
of the most important money markets. It is the financial center of the sterling 
area and it has close financial connections with practically every country in the 
world. The organization of the London market is a development of many decades 


of international financing and differs in many respects from that of the New 
York market. 


RELATION OF NEW YORK TO FOREIGN MONEY MARKETS 1-929 


Financial Institutions That Make Up the Market. Financial London re- 
volves around the Bank of England, which is the institution of note issue and 
the central bank. The Bank of England differs from the Federal Reserve banks 
of this country in that it can deal with the public as well as with banks. The 
Bank has been government owned since March 1946. 

The joint stock banks and the acceptance houses, the bill brokers, and the dis- 
count houses are the other major financial institutions that make up the London 
money market. In England, the commercial banking business is largely concen- 
trated in the hands of the five large joint stock banks with headquarters in 
London and an extensive system of branches throughout the country. The ac- 
ceptance houses specialize in the creation of bankers’ acceptances that are dealt 
in by the bill brokers and discount houses. 


The Bill Market. The bill market, embracing primarily Treasury bills but 
also bankers’ and trade acceptances, is the most important section of the money 
market in London. The loan market is for the most part auxiliary to the bill 
market. Bills are bought and sold in the open market by bill brokers and dis- 
count houses, which carry their portfolios with funds borrowed from the joint 
stock banks, chiefly on a day-to-day basis. The joint stock banks do not borrow 
from the Bank of England directly. When in need of money, they call loans from 
the bill dealers, who in turn are forced to borrow from the central bank at 
higher rates. Thus, the discount houses constitute a buffer between the Bank of 
England and the joint stock banks. 


Balance of Payments Problem. After the return to external convertibility 
of the pound sterling at the end of 1958, Great Britain was confronted with an 
almost continuous balance of payments problem. In 1961, the problem became 
so serious that the Bank of England raised its discount rate from 5% to 7%. 

To enable the Bank of England to exercise greater power over the money mar- 
ket, it was authorized in 1958 to require the London Clearing Banks and the 
Scottish banks to make interest-bearing “special deposits” with it in amounts 
representing specified percentages of the banks’ deposits. 


BANK OF ENGLAND WEEKLY STATEMENT. The best indicator of 
the money and credit situation in London is the weekly statement of the Bank 
of England, shown in Fig. 10, which is reported regularly in The Economist. 

~The Bank of England, as indicated by the statement, is divided into the Bank- 

ing Department and the Issue Department. The Issue Department has no con- 
nection with the public and deals only with the Banking Department. Its func- 
tion is to issue notes to the Banking Department and to maintain the legal cover 
for the note issue. Notes issued in excess of the fiduciary issue, which is backed 
by government securities, must be secured 100% by gold. The fiduciary issue may 
be increased with the consent of the Chancellor of the Exchequer, The Banking 
Department conducts a general banking business. It accepts deposits, makes 
loans, discounts bills, buys and sells securities, and acts as fiscal agent for the Brit- 
ish government. 

An explanation of the various items of the Bank of England statement is given 
below. 


Issue Department. The liabilities of the Issue Department consist exclusively 
of Notes Issued, which are classified as: (1) notes in circulation, and (2) notes 
in the Banking Department. The Issue Department must maintain the pre- 
scribed legal cover for all notes issued regardless of whether they are in the hands 
of the public or in the Banking Department. The cover for the note issue is 
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BANK OF ENGLAND 
March 13, 1963 


Issurs DEPARTMENT 


4 £ 
Notes Issued: Government Debt ....... 11,015,100 
ire Cinculanionmsseemares 2,316,151,869 Other Gov. Securities ....  2,337,977,672 
In Banking Department 34,208,911 Other Securities .......... 745,425 
Coin Other than Gold Coin 261,803 
Amount of Fiduciary Issue 2,350,000,000 
Gold Coin & Bullion* ... 360,780 
2,350,360,780 2,350,360,780 
BANKING DEPARTMENT 
£ i 
Gapitall EEA ee OL. 14,553,000 Gov. Securities .......... 212,956,723 
Rest) Hh. Guu, Hew 3,945,240 Other Securities: 
Public Depositst ........ 13,069,613 Discounts and 
Other Deposits: Advances . 82,458,526 
Bankers ... 248,052,521 Securities ... 21,982,984 104,391,510 
Other Notes! tysnxet beet deceit £. 34,208,911 
Accounts. 72,784,396: - 320,\836:917 “Coin iiaget eee eee 847,626 
352,404,770 352,404,770 


* At 250s. 9d. per fine oz. 
{ Including Exchequer, Savings Banks, Commissioners of National Debt, and Divi- 
dend Accounts. 


Fig. 10. Bank of England weekly statement. 


shown on the asset side and consists of: (1) Government debt, a more or less 
permanent loan to the State, (2) Other government securities, (3) Other 
securities, the nature of which is left entirely to the discretion of the Bank, 
and (4) Silver coin. The total of these four items constitutes the cover for the 
fiduciary issue, whereas the fifth item, Gold coin and bullion, is the cover for 
notes issued in excess of the fiduciary issue. This amount, as the statement indi- 
cates, is an insignificant part of the notes issued. The gold, dollar, and other con- 
vertible currency reserves of Great Britain and of the sterling area countries are 
held by the Exchange Equalisation Account. 


Banking Department. The liabilities of the Banking Department consist of 
Capital, Rest or surplus, and Deposits. Most significant from the standpoint of 
the money market are the deposit accounts. Public deposits represent deposits 
of the British government, the savings banks, the commissioners of the public 
debt, and the dividend accounts. Other deposits are divided into Bankers’ de- 
posits and Other accounts. Although the British commercial banks are not re- 
quired by law to maintain reserves with the central bank, as in the United States, 
it is their practice to keep a reserve equivalent to 8% of their total deposits. The 
reserve consists of 5% in cash and 3% in balances with the Bank of England. 
Thus, an increase in Bankers’ deposits has the same significance as an increase 
in reserves of member banks with the Federal Reserve banks in this country. It 
means a broadening of the credit base and opens the way for credit expansion. 
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Other accounts represent deposits of individuals, business concerns, British banks 
operating chiefly in the Dominions and foreign countries, foreign central banks, 
merchant bankers, and financial houses. 

On the asset side, Government securities represent the government obligations 
purchased by the Bank of England in the open market. Through the buying and 
selling of government securities, the Bank exercises a strong influence on the 
money market, just as do the Federal Reserve banks. An increase in government 
securities held by the Banking Department means the placing of more funds in the 
market by the Bank of England, and it is reflected in an increase in bankers’ de- 
posits. Similarly, a decrease in the amount of government securities held by the 
Bank means a decrease in the amount of Bank of England funds in the market. 

Other securities are divided into two parts: (1) discounts and advances, and 
(2) securities. The item “discounts and advances” is generally interpreted to 
represent accommodation extended to the money market on its own initiative; 
an increase is an indication of more stringent conditions in the money market. 
Securities consist of miscellaneous items such as: domestic and foreign bills 
bought by the Bank, deposits kept with foreign central banks and the Bank for 
International Settlements, and advances made to foreign central banks. Notes, 
and gold and silver coin constitute the reserve—i.e., the ready cash on hand to 
meet demand for currency by the banks. The proportion is the ratio of the 
“teserve” to total public and other deposits. 
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BANKING AND LENDING INSTITUTIONS 


Money and Credit 


THE ROLE OF MONEY. Money is the keystone of modern economic 
life. Without money, our complex business civilization would be unable to func- 
tion. Its role today is almost as vital as that of language. 

Money has a long and colorful history. Its evolution has been accompanied 
by, and in many ways has made possible, great advances in trade, in the division 
of labor, in the specialization of production, in the development of resources, and 
in the introduction of new machines and techniques. But included in the story of 
money are panics and periods of catastrophic inflation. Thus, money has con- 
tributed immeasurably to mankind’s economic progress but when misused has 
also been responsible for great misery. 

The evolution of money and banking systems is not over. Many aspects of the 
subject are highly controversial today. Further experiments will be tried. Only 
through a knowledge of past experience and of the present structure of money 
and banking can a repetition of old fallacies be avoided and real progress achieved. 


Four Main Functions. The functions of money are often classified under 
four headings: (1) As a medium of exchange, money facilitates both the produc- 
tion and the distribution of goods and services. Without money, it becomes 
necessary to rely on direct barter, with all the backwardness such a system en- 
tails. (2) As a standard of value, money serves as a yardstick or common de- 
nominator for measuring the relative value of different goods. (3) As a standard 
for deferred payments, money permits transactions to be undertaken now al- 
though payment becomes due only at some specified time in the future. (4) 
Finally, money acts as an instrumentality for saving one’s purchasing power 
until some future date. 

Through these uses, money enables men to carry out the complex operations of 
a modern capitalistic economy, including the division of labor, the transfer of 
savings into productive enterprise, the making of computations of costs and 
profits to guide business decisions, and the appraisal of credit as the basis of 
earning capacity and wealth. 


DEFINITION OF MONEY. In modern economies, money is usually con- 
sidered to consist of currency and demand deposits, or bank accounts against 
which checks can be drawn. Only currency and demand deposits are used di- 
rectly in making payments. Savings accounts are not included in this concept of 
money, because in paying a bill with a savings account it is first necessary to 
convert the savings account either into currency or a check. 

Most transactions in the United States today are settled by means of bank 
checks. The amount of currency in circulation reflects primarily the needs of 
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‘4, Fractional money (or subsidiary coinage) is incialie or paper money 
paring denominations that are fractions of the standard money unit. Examples: 
garters, dimes, nickels, and pennies m the United Sizies. 

15. Representative money is paper money backed 100% by com or baiiion. 
Seti gold and silver certificates in the United States. 
6 Credit or fiduciary money i paper money backed by promises to pay by 
be iseuer, whether 2 government or 2 bank, rather than by ooms or bullion 
sample: Federal Reserve notes. 
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7. Fiat money is paper or coins whose value is fixed by government edict at a 
level that bears no relation to redemption or intrinsic commodity value. In the 
past, fiat money was often repudiated credit money—examples: continental 
currency of the Revolution or greenbacks issued during the Civil War. With the 
development of monetary management techniques, however, fiat money has fre- 
quently remained stable in value over extended periods of time. ; 

8. Legal tender is any money that a debtor is authorized by law to offer in 
payment of debts. In 1933 Congress gave to all types of money in the United 
States unlimited legal tender status. 


THE ROLE OF CREDIT. The term “credit” has different meanings even 
in financial usage, but it invariably refers to the use of a promise to pay in the 
future. Credit is thus an invaluable supplement of money in the modern economy 
—in fact, as has been seen, some types of credit, such as bank deposits and checks 
drawn against them, are commonly included in the monetary structure of a nation. 

Credit is based upon the confidence of the lender that the borrower will fulfill 
his promise to pay his debt. Confidence in the borrower depends upon his will- 
ingness to pay (character) and upon his ability or capacity to pay, which is 
determined by his present or anticipated future ownership of money or real 
wealth—i.e., by his capital and his earning power. In government credit, capacity 
to pay rests upon the taxing power. 

Credit is classified in different ways. Cash credit arises from loans of money; 
merchandise credit, from sales of goods for future payment. Installment credit 
provides for periodic payment of the sum due over a period of time. 

Creditors include banks, business concerns, individuals, and governments, and 
all of these groups are borrowers as well. Credit extended to business enterprises 
to finance the production and distribution of goods for sale is classified either as 
investment credit or as commercial credit. The former finances the acquisition 
of plant and equipment—i.e., the means of production—whereas commercial credit 
is used to pay for current operations: purchases of raw materials and the pay- 
ment of wages. 

Consumer credit, which has acquired great importance in recent decades, 
refers to credit advances made to individuals to enable them to acquire goods or 
services for personal consumption. This term does not ordinarily include loans 
secured by liens on residential property to finance home ownership or improve- 
ments. 


Real estate credit consists of loans secured by land and buildings, industrial 
as well as residential. 

Bank credit is used with two different meanings: (1) to describe loans or 
investments made by banks and (2) to refer to bank deposits. 

Credit performs the same cardinal function as money, serving as a means of 
payment. Credit greatly facilitates the production and sale of goods and perme- 
ates every section of the national economy. It is indispensable to economic 
progress. Thus, it is through such credit instruments as bonds and mortgage 
notes that the nation’s savings are channeled into industry for capital formation— 
Le., for investment in new productive plants and equipment. 


THE VALUE OF MONEY. Changes in the commodity price level indicate 
changes in the value, or the purchasing power, of money. For example, in the 
United States, retail prices on the average (as measured by the Consumers’ Price 
Index, compiled by the U. 8. Department of Labor) more than doubled in the 
twenty years ending in 1960. Thus, during that period, the purchasing power of 
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the dollar was reduced by over 50%. Until the mid-1930’s, the quantity theory 
of money was widely endorsed as an explanation of the price level. The theory 
holds that prices are determined largely or entirely by the volume of money out- 
standing. This theory has been criticized in that it omits the crucial influence of 
the velocity of turnover of money and the volume of production. The failure of 
the attempt to raise prices in the United States in 1933 by increasing the price of 
gold was a conspicuous example of the weakness of the literal quantity theory. 


Interaction of Major Factors Affecting Price Level. The interaction of 
the major factors affecting the price level has been expressed in the formula 
MV + M’V’= PT, where M is the volume of metallic and paper money out- 
standing, V its average velocity of turnover, M’ the volume of demand deposits, 
V’ its average velocity of turnover, P the price level, and T the volume of goods 
and services turned over. This formula expresses a truism, since all goods and 
services exchanged, at the prevailing price level, must be paid for with money. 
However, it helps to clarify the role played by each of these factors in major 
changes in the level of prices. Although data on the turnover of currency are un- 
available, statistics of the velocity of turnover of bank demand deposits, the 
principal element in the money supply, are compiled by the Federal Reserve 
System and published as Annual Rate of Turnover of Demand Deposits (Fed- 
eral Reserve Bulletin). 


INTERNATIONAL MONETARY SETTLEMENTS. There are two 
kinds of international money: (1) a national currency unit that is acceptable in 
a number of other countries as a means of payment, and (2) a medium that is 
generally acceptable in virtually all countries, namely, gold. 

Transactions in international trade are settled in the first instance by means of 
drafts or other credit instruments drawn in terms of some national monetary 
unit such as dollars, pounds, or francs. If every nation’s trade, service, and 
capital transactions with every other nation were always in precise balance, 
there would be no need for any type of international money. The credit instru- 
ments drawn between two countries would simply cancel out. But such a situation 
has never existed. Even if each nation’s transactions were balanced with all other 
nations taken collectively, it would owe money to some nations and be owed money 
by others. Settlements of such remaining balances between nations could be 
effected by payment in drafts drawn in terms of the monetary unit of one 
nation that is generally acceptable. Thus, during the nineteenth century the 
British pound sterling was widely used as the unit of payment between nations, 
and the London money market acted as a clearing house for a large part of the 
world’s trade. In the post-World War II years, the United States dollar became 
the principal international reserve currency used to settle international balances. 
- Shipments of gold accomplish this same end. However, gold is not as freely 
used as in the past because many nations with adverse balances of payments do 
not possess adequate international reserves, and to prevent depletion of gold and 
foreign exchange reserves they have instituted controls over foreign exchange 
transactions and foreign trade. International payments are discussed in detail in 
Section 3 (International Banking). 


The United States Money Supply 


EARLY MONETARY HISTORY. The first money of the United States 
consisted of notes issued by the Continental Congress. These became so nearly 
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worthless that the phrase “not worth a Continental” still survives. In 1792 
Congress adopted a bimetallic standard, defining the dollar in terms of both 
silver and gold at a mint ratio of 15 to 1 between them. This meant that at the 
mint gold was valued fifteen times as much as silver. Although bimetallism was 
not legally abandoned until 1873, silver dollar coins were virtually unknown and 
gold coins actually circulated only during the latter part of the period. A satis- 
factory bank note circulation was supplied for a time by the first Bank of the 
United States, founded in 1791, and the second Bank of the United States, 
chartered in 1816. State chartered banks also issued notes, but the banking laws 
of many states were lax and such notes often depreciated in value. 

To help finance its needs during the Civil War, the Federal government. re- 
sorted to the issue of fiat money—United States notes known as “greenbacks.” 
The bimetallic standard had been suspended with the suspension of specie pay- 
ments (redemption of paper money with coin) at the time. Also, to widen the 
market for government bonds and to end the abuses of state bank notes, the 
National Banking System was set up in 1863. State bank notes were taxed out 
of existence, and until 1914 national banks had a monopoly of bank-note issue. 
The bimetallic standard was ended by law in 1878, although currency was not 
redeemable at the time, and the country returned to an exclusive gold coin stand- 
ard in 1879, 

Expansion of silver production in the West and falling prices caused political 
agitation for the greater monetary use of silver as money. The Bland-Allison Act 
of 1878 and the Sherman Silver Purchase Act of 1890 required the Treasury to 
buy larger quantities of silver for coinage. In 1896 excitement ran high when 
Bryan campaigned for the presidency on a platform calling for the free coinage of 
silver at a fixed ratio of 16 to 1. He lost, and the Gold Standard Act affirmed 
the gold dollar as the standard. 


FEDERAL RESERVE CURRENCY. A major defect of the currency sys- 
tem before 1914 was its rigidity. When the public demand for currency increased, 
as in periods of financial strain, national banks could not issue more notes unless 
they had government bonds to pledge as collateral. The panic of 1907, when clear- 
ing house certificates were used as currency for a time because of a lack of 
national bank notes, emphasized the gravity of the problem. 

One of the express purposes of the Federal Reserve Act of 1913 was to provide 
an elastic currency. Member banks could draw currency from the Federal 
Reserve banks as needed, and could borrow from these institutions or rediscount 
eligible commercial paper with them if they did not have sufficient deposit bal- 
ances to do so. The Federal Reserve banks, in turn, could issue two types of cur- 
rency: Federal Reserve bank notes and Federal Reserve notes. The former, se- 
cured by government obligations, never became a permanent part of the currency 
because the latter proved to be adequate. Federal Reserve banks are now re- 
quired to maintain a reserve of at least 25% in gold certificates against Federal 
Reserve notes, the balance of the security being government securities or eligible 
commercial paper. 

It was intended that Federal Reserve currency would replace all other types of 
paper money. National bank notes, however, were not retired until 1935, and 
silver certificates and greenbacks are still in use as part of our permanent paper 
currency. 

The Federal Reserve Act with its later amendments has provided the country 
with a thoroughly flexible currency whose volume is responsive to changes in the 
public’s demands. The huge increase in currency in circulation that occurred 
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during World War II demonstrated the System’s ability to meet any demands 
for currency that are likely to arise in the future. 


THE NEW GOLD STANDARD AND DEVALUATION. As a result 
of the worldwide depression of the early 1930’s, as well as the accompanying 
hoarding of gold coin and bullion, the United States in 1933 called in from public 
circulation all gold and gold certificates and prohibited private ownership of gold 
without license. Thus, the old gold standard, codified by the Gold Standard Act 
of 1900, was abandoned. Active control over the money supply was assumed by 
the Treasury and the Federal Reserve System. However, the United States re- 
mained on the international gold standard for the settlement of international 
balances. Since 1934 the Treasury has sold gold freely to foreign governments 
and central banks at the official price of $35 an ounce. 

In an effort to achieve “reflation” of domestic. prices and bring about more 
employment, the United States in January, 1934, devalued the dollar by raising 
the price paid for gold by the Treasury from $20.67 to $35 an ounce (and reduc- 
ing the gold content of the dollar from 23.22 to 13.714 grains of fine gold). It was 
hoped that by raising the price of gold the United States dollar and goods would 
become cheaper for foreigners in their own currency. As a result, United States 
exports would be encouraged and imports reduced. Many foreign countries 
quickly imitated the United States devaluation, however, and the chief effect of 
devaluation was to stimulate gold production and its flow to the United States. 


SILVER OPERATIONS. The silver bloc in Congress succeeded in pushing 
through legislation that for decades required the Treasury to buy substantial 
amounts of newly mined domestic silver and thereby help support its price. 
Large stocks of silver were accumulated by the Treasury under Congressional 
mandate. In 1946 the Treasury’s buying price was increased to 90.5¢ an ounce. 

During World War II, silver was urgently needed by industry for war purposes 
and the Treasury found it necessary to ask Congressional authority to make the 
metal available from its stocks. Silver was released for war purposes not only to 
domestic industry but also to allied nations. 

Since 1946, the Treasury has been authorized to sell “free” silver—ie., silver 
not needed to back silver certificates—to domestic industry. In the early 1960's, 
a pronounced shortage of silver again developed. The private demand for silver, 
particularly by the electronics industry, coupled with Treasury purchases for 
subsidiary coin and storage, exceeded the available supply. In 1962, Congress per- 
mitted the Treasury to abandon its silver purchase program. Moreover, in an 
effort to release silver for coinage and other uses, a gradual program for converting 
the Treasury’s circulating silver certificates (mostly $1 bills) into Federal Reserve 
notes was undertaken. 


CURRENCY IN CIRCULATION. Figure 1 shows the composition of the 
bullion and currency supply of the United States at the end of 1962. 

Gold certificates are not in circulation. These certificates are in effect receipts 
issued by the Treasury for gold in storage in this country. The difference be- 
tween the total gold stock shown and the volume of gold certificates represents 
the overhang from pre-1934 when gold coins and certificates circulated freely. 

Federal Reserve notes, which are issued by the Federal Reserve banks, con- 
stitute the bulk of the currency. They are obligations of the United States and 
a first lien on all the assets of the issuing Federal Reserve banks. They are se- 
cured by deposit with the Federal Reserve agents of a like amount of gold 
certificates, eligible paper, or Treasury securities. Federal Reserve notes must 
have a minimum reserve of 25% in gold certificates. 
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Held in the Treasury 


For Held by 
As Security ~Federal Federal 
Total Currency Against Reserve Reserve 
Out- in Gold and Treas-- Banks Banks 
stand- Circula- Silver ury and and 
Kind of Currency ing tion Certificates Cash Agents Agents 
Vt AYU OW YO Ne VOGi hy TOV Me Oe 
Gold 15,978 mae (15,696) 282 a sk 
Gold certificates (15,696) : Sa see 12,880 2,816 
Federal Reserve notes 32,119 30,084 (aT 71 tnt 1,964 
Treasury currency—total 5,568 5,254 (2,215) 20 as _ 287 
Standard silver dollars 487 385 76 18 fee 8 
Silver bullion 2,139 eP. 2,139 Site Ts 
Silver certificates (2,215) 1,986 swe 229 
Subsidiary silver coin 1,759 1,739 Va} 3 Hee 17 
Minor coin 663 658 Nae 1 rn. 4 
United States notes 347 315 4 28 
In process of retirement 173 172 ee * ie 1 
Motalevis. P4s, eee 53,665 35,338 (17,912) 380 12,880 5,066 


* Does not include all items shown, as some items represent the security for other 
items; gold certificates are secured by gold, and silver certificates by standard silver 
dollars and monetized silver bullion. Duplications are shown in parentheses. 


Fig. 1. Kinds of United States currency outstanding and in circulation, December 
31, 1962 (in millions of dollars). (Source: Federal Reserve Bulletin, Washington, 
D.C.: Board of Governors, Federal Reserve System, February, 1963, p. 215.) 


The Treasury’s outstanding currency consists of the following: 


(a) “Standard” silver dollars are silver coins favored by some people over 
silver certificates. Full-weight silver dollars have not been coined since 1873. 

(b) Silver bullion represents the Treasury’s silver stock. 

(c) Silver certificates have until recently been issued by the Treasury and 
backed by its silver stock. These notes were placed in circulation through 
the offices of the Federal Reserve banks. 

(d) Subsidiary silver and minor coin constitutes the public’s “small change.” 

(e) United States notes, or greenbacks, are a heritage of Civil War days. Al- 
though this was originally fiat currency, the Treasury maintains a reserve of 
gold against them. 

(f) In process of retirement are Federal Reserve bank notes and national bank 
notes. Deposits of equal value lawful money have been set up to redeem 
outstanding notes as they are presented. 


BANK CREDIT AS MONEY. As previously indicated, demand deposits 
constitute the bulk of the nation’s money supply. Therefore, the Federal Re- 
serve System, because of its influence on the volume of bank deposits, plays a 
major role in the expansion of the money supply. At the end of 1962, Federal 
Reserve credit outstanding, mainly in the form of United States government 
obligations, amounted to $50 billion. 

It has been estimated that up to 90% of the nation’s business is transacted by 
means of bank credit. In recent decades the volume of bank deposits has been 
from five to eight times greater than the amount of currency in circulation. 
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Prior to 1933, the greater part of commercial bank deposits were created by the 
making of loans by banks. Since then, bank investments, especially government 
securities, have become a major factor affecting the volume of deposits. The 
growth of monetary gold stocks has also been an important factor at times. 

The Federal Reserve System provides a mechanism whereby bank credit, as 
well as currency, can be expanded in response to demand. When loans were the 
source of most deposits, the volume of bank credit was largely responsive to the 
demands of business and agriculture. Since 1933, however, and especially during 
World War II, the volume of bank credit has also reflected the T reasury’s credit 
requirements. In addition, the banks now finance, directly or indirectly, a large 
amount of credit to consumers. 


PRESENT MONETARY SYSTEM. The United States is now on the 
conditional gold bullion export standard. Gold is purchased freely by the 
Treasury at a fixed price of $35 an ounce, less 14 of 1% as a handling charge, but 
it is obtainable only for export subject to Treasury license. The international 
balances of the United States are settled either by gold or by the accumulation of 
dollar balances by foreigners. However, these dollar balances can be converted 
into gold only by foreign central banks or governments under a Treasury policy 
established in 1934. 

There is still required a gold certificate reserve of 25% against the note and 
deposit liabilities of the Federal Reserve banks. But domestic ownership of gold 
is prohibited except for nonmonetary purposes under license from the Treasury. 
Thus, the United States has abandoned the gold standard domestically and gold 
no longer exercises the automatic restraints upon our monetary and credit system 
that it did before 1933. The United States and other leading countries have, how- 
ever, adopted numerous techniques of monetary and credit management that are 
discussed in detail below and in Section 1 (Interest Rates and Money Markets). 


Banking Systems 


THE EVOLUTION OF BANKING. As early as 2000 B.c., the Babylonian 
temples were in the banking business, lending at high rates of interest gold and 
silver that had been left with them for safekeeping. Fifteen hundred years later 
Greek temples were depositaries and loaned temple funds at interest. Private 
banking also attained a high state of development in Greek and Roman times. 

One of the most famous banks in the modern sense was the Bank of Amster- 
dam, founded in 1609. Essentially a depositary for gold and silver, the bank’s 
income was derived from fees levied on deposits. It also devised a system whereby 
deposits could be transferred on the books of the bank by written orders that re- 
sembled modern bank checks. 

The Bank of England was granted a charter in 1694, in return for a perpetual 
loan of £1,200,000 to the government. The bank was successful from the start. 
Thanks to the prudent temper of the English, it avoided the speculative pitfalls 
that had wrecked John Law’s Royal Bank of France early in the eighteenth cen- 
tury, and has survived as a pillar of strength to this day. 

Throughout the eighteenth and nineteenth centuries, banking developed rapidly 
with the expansion of industry and trade. Each nation evolved distinctive forms 
reflecting its economic, political, and social structure. Privately managed banks 
predominated. During the nineteenth century, however, the policies of the Bank 
of England became increasingly public in character, foreshadowing the more 
recent growth of central and government-controlled banking. 
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THE ROLE OF COMMERCIAL BANKS. The banking business may be 
defined briefly as dealing in money and instruments of credit. The term “com- 
mercial bank” is usually applied to a lending institution that accepts demand 
deposits. In the United States it is distinguished particularly from mutual sav- 
ings banks and savings and loan associations, which accept only time deposits or 
their equivalent. 

Note issue was at one time a prime function of most commercial banks. Today 
paper money is issued in most countries only by the central banks. Note issue 
has become far less important than demand deposits, which are transferable 
from one owner to another by means of bank checks or drafts. 

Commercial loans constituted the chief business of the banks in most countries 
until recent years. Funds were advanced to manufacturers or merchants. on their 
own promissory notes, or drafts drawn on customers were. discounted. The bank 
thus substituted its own credit for that of the borrower or his customers. The 
credit of the bank is transferable and is generally accepted as a means of pay- 
ment. A bank loan thus transforms the credit of a borrower into money. 

In more recent years banks have become department stores of credit for com- 
merce, industry, trade, and consumers. In addition, banks make an important 
contribution to the nation’s economy through investments in public and private 
securities. During World War II, banks purchased large amounts of United States 
government obligations and thus helped to finance the Treasury’s deficits. Since 
the war the banks have greatly increased their investments in state and local gov- 
ernment obligations and mortgages. 

Thus, commercial banks play a vital role in modern economic life. They pro- 
vide the essential mechanism through which most payments are cleared; they 
create the deposits that are the medium for these payments; and they provide 
investment funds for the purchase of private and public securities. 


How Commercial Banks Create Deposits. Bank deposits increase when 
commercial banks make loans and decrease when loans are paid off. Similarly, 
deposits expand when banks buy securities, and contract when banks reduce 
their holdings of securities. ' 

When a person borrows from a bank, the normal procedure is for the bank 
to credit the borrower’s checking account for the amount of the loan, The 
moment that credit is entered on the borrower’s ledger sheet, bank deposits are 
increased. If the borrower then draws a check on his account for the full amount 
of the loan, the new deposit is transferred to the ownership of another at the 
same or more probably at a different bank. But when the loan is paid off, the 
borrower gives the bank his check for the amount due. This check reduces the 
borrower’s bank balance and thereby diminishes total bank deposits. 

Essentially the same thing happens when a commercial bank buys securities. 
The seller of the securities receives the bank’s own cashier’s check that he deposits 
with his bank. The bank that receives this check as a deposit naturally shows an 
increase in its deposits. Likewise, when a bank sells securities from its portfolio 
to a nonbank investor, the latter’s check in payment for the securities reduces his 
deposit balance with his bank. 

In addition to changes in bank loans and investments, other factors that affect 
the total volume of bank deposits are changes in (1) interbank deposits, (2) 
monetary gold stocks, and (8) currency in circulation. 

1. Interbank deposits, balances of commercial banks with other banks, are 
affected by a variety of factors, such as the extent to which interior banks prefer 
to keep excess cash with city correspondents instead of having such funds invested 
in securities. Interbank balances are frequently excluded from computations of 
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bank deposits, however, because for the banking system as a whole they represent 
a duplication of bookkeeping credits. 

2. Changes in a nation’s monetary gold stocks normally result in corre- 
sponding changes in commercial bank deposits. For example, when gold is im- 
ported into the United States, it is sold to the Treasury, which issues a check on 
its account at the Federal Reserve banks. The seller of the gold deposits. this 
check to the credit of bis account in his commercial bank, and total bank deposits 
are thereby increased. 

3. An increase in the amount of currency in the hands of the public reflects 
withdrawals of cash from banks by depositors, which reduces deposits. Con- 
versely, bank deposits increase when the public reduces its holdings of currency by 
depositing cash with banks. 


THE ROLE OF CENTRAL BANKS. Functions of central banks vary, but 
they usually include a monopoly, or near-monopoly, of note issue, discounting of 
paper or making direct advances to commercial banks, acting as fiscal agent for 
the government, open-market operations, foreign exchange dealings, services for 
foreign central banks, depositary for reserve funds of commercial banks, and 
controls over the volume of bank credit and bank lending policies. 

In the United States, where the central bank consists of the twelve Federal 
Reserve banks and the unifying Board of Governors of the Federal Reserve Sys- 
tem, adistinctive function is the supervision of certain operations of commercial 
banks and the administration of a great mass of regulations. 

The central bank is usually the basic source of the nation’s bank credit, and 
as a result exercises great influence upon credit conditions. Through discounting 
and lending, individual commercial banks can obtain funds to meet demands. of 
depositors or borrowers. Open-market operations, usually consisting of the pur- 
chase or sale of government securities, create or reduce the banks’ deposit balances 
at:the central bank in the same way that commercial bank purchases and sales of 
securities create and reduce their deposits. Open-market operations are thus an 
effective instrument for broadening or contracting the credit base of the entire 
banking system. 

The central bank has become the cornerstone of modern banking systems. 
Although the capital stock is sometimes privately owned, a central bank is in 
most respects a government agency. Its policies are designed to promote the 
broad public interest. 


Banking System of the United States 


EARLY BANKING HISTORY. The first bank in the United States was 
the Bank of North America, established by Robert Morris in Philadelphia in 1782, 
with a charter from the Continental Congress. Controversy arose over whether 
the Federal government or the states had authority under the Constitution to 
charter banks. The Supreme Court upheld the chartering power of the Federal 
government in 1819 and again in 1824, but in 1837 it upheld the constitutionality 
of state charters as well. 

In 1791 Congress chartered the first Bank of the United States, advocated by 
Alexander Hamilton. Its charter expired in 1811 and was not renewed. Political 
opposition to the bank sprang partly from fear of domination by foreign inter- 
ests that held a large part of the stock. A second Bank of the United States was 
established in 1816, but the renewal of its charter was vetoed by President Jack- 
son in 1836 because of his opposition to eastern financial interests. 
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Prior to 1838 a bank charter could be obtained only by special legislative act. 
The New York Free Banking Act of 1838 first provided for granting charters 
upon compliance with the statutory requirements. 

Free banking spread rapidly. But the laws of many states, especially in the 
Middle West, were lax and serious abuses developed. Speculators and swindlers 
founded “wildcat” banks that issued bank notes against little or no security. 
Depressions brought waves of bank failures. Gradually, state banking laws im- 
proved in a number of states, particularly with respect to the reserve required 
against outstanding bank notes, the chief form of bank credit in those days. The 
tradition of free banking is today firmly established. Free banking contributed to 
the rapid growth of industry and trade and encouraged new enterprise, but the 
price paid by the public through bank failures at times was high. (Trescott, 
Financing American Enterprise.) 

From the standpoint of stability, American banking history makes a sorry 
comparison with Canada and England. From the standpoint of offering equality 
of economic opportunity, however, the record here compares favorably with 
that of other nations. 


State and National Banks. The National Bank Act of 1863 provided for a 
system of banks to be chartered and supervised by the Federal government, 
rather than the states. These national banks could issue bank notes against gov- 
ernment bonds as security, and a prohibitive tax was imposed upon bank notes 
issued by state banks, which was calculated to eliminate state banking. Most of 
the banks then in existence did take out national charters, and came under the 
regulation of the Comptroller of the Currency in place of state bank super- 
intendents. 

State banking survived, however, and from 1885 to 1920 expanded rapidly. 
Inability to issue bank notes became less important with the increasing use of 
bank checks. Most state banking laws were considerably more “liberal” than the 
National Bank Act. By 1900, the number of state banks exceeded the number of 
national banks. 

The McFadden Act of 1927 was intended to equalize the status of national 
with state banks. It enlarged the powers of national banks to make real estate 
loans, permitted them to acquire branches where state banks possessed this au- 
thority, and relaxed several restrictive features of the National Bank Act. 

Today there are nearly 9,000 state-chartered commercial banks and 4,500 
national banks. Many of the state banks, however, are relatively small. National 
banks hold well over half of the combined assets of both types of institutions. In 
a sense, therefore, the United States has not a single banking system but fifty 


banking systems. Bankers refer to it as a “dual system” of state and national 
banking. 


THE FEDERAL RESERVE SYSTEM. In 1908, following the panic of 
1907, Congress created a National Monetary Commission to investigate thor- 
oughly the whole field of banking and currency and to recommend legislation. The 
eventual fruit of its work was the Federal Reserve Act of 1913, a most significant 
landmark in banking legislation. 

A current interpretation of the Federal Reserve Act, including later amend- 
ments, would state the objectives broadly as: (1) the establishment of an elastic 
currency and credit system, (2) the inauguration of a nationwide check collection 
system, (3) improved bank supervision, (4) aid in government financing, and (5) 
national credit management to achieve a high level of employment, avoidance of 
inflation, and economic stability with a sustainable rate of economic growth. 


2-13 


BANKING SYSTEM OF THE UNITED STATES 


(Weyshg sAIOseY [elepay ‘sIouIaAOD Jo parvog 


‘suonoung pue sasoding ‘wia3shg earesoy [elopeg ey], :901N0g) *s}d1}SIC] easeSey [eIepeyy Jo Salzepunog ‘z °31yq 


SONID YOuLIG SAIOSOY [eIOp2Z7 o SOND Yue osasoy ]esIpet © 
Wa}skg sAlSseY [eIOp2.7 SY} JO SIOUIOAOH Jo plrog © 
SOHOPIIST, YOuULIG SATOsoY [eIOpe.j Jo sollepunog SYOLNSIC, PAIOSAY [LIIPI,J JO SOLULPUNOG: ame 


puaseT 


s) i 
(Psnodrounyy 


f \ © 


SAIMOLIAMAL HONVUG YIFHL GNV SJOMWISIAC AAWASAN TVAAGIA AO SAIUVGNNOT 


¥ WALSAS AAMASAY IVUYAGAA AHL ‘ls 


2-14 BANKING AND LENDING INSTITUTIONS 


The Federal Reserve System consists of (1) the Board of Governors, (2) twelve 
Federal Reserve banks with twenty-four branches, (3) the Federal Open Market 
Committee, (4) the Federal Advisory Council, and (5) member banks. 


1. The Board of Governors is composed of seven members appointed by the 
President and confirmed by the Senate. It is the directing agency of the system. 
Members are appointed for 14 years, and a term expires every 2 years. One of 
the seven governors is appointed as chairman. 

2. The Federal Reserve banks, one located in each of the twelve Federal 
Reserve Districts (see Fig. 2), supervise the member banks in each district. Each 
bank has its own board of directors and officers headed by a President, but its 
policies are largely determined by the Board of Governors. 

3. The Federal Open Market Committee consists of the members of the 
Board of Governors and five Presidents of Federal Reserve banks, elected annu- 
ally. Assisted by a small advisory staff of economists and specialists, it formulates 
policies with respect to the purchase and sale of government securities by the Re- 
serve banks. 

4. The Federal Advisory Council is composed of twelve members, usually 
commercial bankers, one elected by the directors of each of the Reserve banks. 
Its function is purely advisory. 

5. Member banks, numbering about 6,000, include all national banks and those 
state banks that apply and are accepted for membership. 


The Federal Reserve Act provided for twelve regional banks rather than one 
central bank. This plan reflected the traditional American distrust of centralized 
financial control and was intended better to serve the diverse regional require- 
ments of the nation. Such decentralization was, however, found to involve serious 
disadvantages, and the tendency since 1933 has been to increase greatly the au- 
thority of the Board of Governors in Washington. 


The Board of Governors. The chief powers of the Board of Governors of the 
Federal Reserve System include: (1) reviewing discount rates of the Federal 
Reserve banks; (2) reviewing the decisions of the Federal Open Market. Com- 
mittee, whose membership is numerically dominated by the board in any event; 
(3) raising or lowering reserve requirements for member banks within a specified 
range; (4) setting margin requirements on bank loans made for the purpose of 
buying or carrying listed securities; (5) defining the types of securities that mem- 
ber banks may purchase; and (6) fixing maximum interest rates payable by 
banks on time deposits. In addition, the Board has broad discretionary authority 
that has been used as a basis for “direct action” in the shape of advice and in- 
struction to banks to influence credit conditions. The board also presents recom- 
mendations to Congress for new banking legislation. 

The board has its offices at the Federal Reserve Building in Washington, where 
it maintains a permanent research, statistical, legal, administrative, and super- 
visory staff. It issues a monthly publication, the Federal Reserve Bulletin, which 
is an invaluable source of authoritative data and statistics on money, banking, 
and business. The annual report of the Board contains an analysis of banking 
and economic conditions and trends, and summarizes the actions of both the 
Board and the Open Market Committee. (Annual Report of the Board of 
Governors of the Federal Reserve System.) 


Federal Reserve Banks. Each Federal Reserve bank functions under a federal 
charter. Its stock is held by member banks, which must subscribe 6% of capital 
and surplus to the stock of its Federal Reserve bank, of which sum only 50% is 
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ne in, the rest being subject to call. Dividends are limited to 6% on the amount 
paid in. 

_Each Reserve bank has nine directors, three of whom are known as Class A 
directors, three as Class B, and three as Class C. Member banks elect Class A 
and Class B directors, one director in each class being ehosen by small banks, one 
by medium-sized banks, and one by large banks. Class A directors are bankers, 
whereas Class B directors must be actively engaged in business or agriculture but 
not connected with a bank. Class C directors are appointed by the Federal Re- 
serve Board and may not be bankers. One of the Class C directors is designated 
as Federal Reserve Agent, whose special duty is to provide close liaison with 
the Board. 

The Federal Reserve banks are primarily bankers’ banks, and their deposits 
consist chiefly of the legally required reserves of member banks. They also hold 
deposits of the Treasury, of foreign central banks, and of nonmember banks 
whose checks they collect, but none for individuals or business concerns. Opera- 
tions include note issuance, investment in government securities, lending to mem- 
ber banks, examination and supervision of member banks, collection of checks, and 
the performance of a variety of essential services for commercial banks and for 
the government. 

Aside from representation on the Open Market Committee, the individual 
Federal Reserve banks have no major responsibility with respect to the formula- 
tion of credit policy. At times, nevertheless, their views have been very influential 
in shaping decisions of the Board of Governors. Their primary task is the imple- 
mentation of credit policies formulated by the Board. 

One of the functions of the Federal Reserve banks is to make temporary loans 
and advances to member banks. Federal Reserve credit is designed to accommo- 
date banks for a short period only, that is, to help them cope with sudden with- 
drawals of deposits or seasonal requirements beyond those that can reasonably 
be met from the bank’s own resources. To borrow from a Federal Reserve bank, 
a member bank may either rediscount eligible paper (such as short-term notes 
obtained by the member bank from commercial, industrial, agricultural, or other 
business borrowers) or it may issue its own promissory notes secured by eligible 
paper or government securities. The latter type of member bank borrowings are 
called advances as distinguished from discounting. In practice, member bank 
borrowings are mainly secured by United States Treasury securities. The interest 
charge on either method of borrowing is called the discount rate. 

The principal means used by the Federal Reserve System to influence the 
volume of bank reserves is the purchase and sale of United States government 
securities in the open market. By paying for purchases with a credit to member 
bank reserves, the nation’s credit base is expanded. Sales by the Federal Reserve, 
on the other hand, lead to a contraction in member bank reserve accounts as 
these are charged in payment for the securities sold. In addition, the System 
makes credit available on occasion to dealers in United States government secu- 
rities through repurchase agreements. These agreements provide for a pledge 
by the dealer to repurchase the securities within 15 days or less. To affect credit 
conditions, the Federal Reserve also buys bankers’ acceptances. 

During World War II, the Federal Reserve banks made large-scale purchases 
of United States government securities. This led to a tremendous expansion of 
member bank reserves and a vast wartime expansion of bank credit and currency 
in circulation. As shown in Fig. 3, in mid-1963, all Federal Reserve banks com- 
bined held $31,750,000,000 in government securities, or roughly 60% of their total 
assets. Cold certificates account for the bulk of the remainder. The banks’ prin- 
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cipal liabilities consist of Federal Reserve notes in circulation and the reserve 
balances of commercial banks. 


Collection of Checks and Other Services. A very important service per- 
formed for the entire commercial banking system by the Federal Reserve banks 
is the collection of checks drawn on banks throughout the country, deposited in 
banks located elsewhere than the towns in which the paying banks are located. 
The volume of checks handled by the Federal Reserve has grown rapidly over the 
years, the number today exceeding four billion a year and amounting to over $114 
trillion. All checks collected and cleared through the Federal Reserve must be 
paid at par—i.e., in full without deduction of any exchange charge by the paying 
bank. This check clearing service is provided without charge not only for member 
banks but also for all banks that agree to remit at par. Banks accounting for 
about 98% of all commercial bank deposits are on the Federal Reserve par list. 

Other services of the Federal Reserve banks include the collection of coupons 
and other items for member banks, telegraphic transfers of funds between mem- 
bers, the safekeeping of securities for banks, supplying currency to banks, receiv- 
ing and sorting currency returned from circulation, and the performance of certain 
tasks for foreign central bank correspondents. 

A substantial part of the personnel of the Federal Reserve banks is engaged in 
providing fiscal agency, custodianship, and depositary services for the Treasury 
and other government departments and agencies. Most of this work is connected 
with the issuance, exchange, and redemption of government securities and the 
payment of government checks and coupons. 


Federal Reserve Membership. All national banks are required to join the 
Federal Reserve System, but only the larger state banks, as a rule, have become 
members. The reasons why so many medium-sized and small banks have not joined 
the System are varied, most of them reflecting statutory restrictions and require- 
ments. Legal reserve requirements are one important factor. Also, the minimum 
capital requirement for member banks, which varies with the size of the place 
in which the bank is located, is usually higher than required by the state laws. 
Moreover, some of the services of the Federal Reserve banks are also available to 
nonmembers and many services are available from city correspondent banks. At 
the end of 1962, out of 13,400 commercial banks, only 6,000 were members. But 
the member banks controlled nearly 85% of all banking assets. 


MEMBER BANK RESERVES. In setting member bank reserve require- 
ments, a division was formerly made between Central Reserve City banks, 
located in New York and Chicago; Reserve City banks, banks in larger cities 
designated by the Federal Reserve Board; and Country banks, meaning all 
others. Effective July 28, 1962, the authority of the Board of Governors to classify 
cities as Central Reserve cities was terminated. As a result, only two categories 
of reserve requirements remained. On June 1, 1963, reserve requirements on 
demand deposits were 164% for Reserve City banks and 12% for Country banks. 
Required reserves on time deposits were a uniform 4%. 


Control of Credit Through Reserves. The primary role of legal reserves is to 
serve as a means of credit control, and varying reserve requirements within the 
statutory limits constitute one of the more important credit controls available 
to the Federal Reserve System. (See also Credit Control and Reserve Credit, 
page 30.) Changes in the amount of loans and investments of member banks 
cause corresponding changes in bank deposits, and therefore affect the amount 
of legal reserves required. In this way the volume of loans and investments is tied 
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to the quantity of reserve balances of member banks at the Federal Reserve 
banks. If reserve requirements averaged 20% of all deposits, for example, and 
member bank deposits equaled five times their reserves, member banks as a whole 
could not increase their loans and investments unless they obtained additional 
reserve balances. An additional $1 billion of reserve balances provided by the 
Federal Reserve would enable banks to expand credit to the extent of $5 billion. 
If, on the other hand, the volume of reserve balances should decline, member 
banks would be forced to liquidate investments or loans until deposits had de- 
creased by five times the decrease in reserve balances. 


Net Demand Deposits Time Deposits 
Central 
Reserve 
Central and 
Reserve Reserve Coun- Reserve Coun- 
City City try City try 
Effective Date Banks Banks Banks Banks Banks 
In effect Dec. 31, 1948 ........ 26 22 16 7 7 
1940-= Mais olla On casei eicintas octet 24 21 15 7 7 
dhunaet SO) diWdhie ly wan coce eae mere 20 14 6 6 
Pat oer tLe ae Se Pe 231% 1914 13 5 GN 
VANEC, UGS geen a eee 23 19 12 aA 5 
AUG 2D tart en: yng ad ear, 22% 18% ae 
ICD bse hae fenene ieee emits 22 18 ahi ee ee 
195 Jane tl ee Gee ee 23 19 13 6 6 
Jae 2oPi elo Sy seer bee 24 20 14 
1953 Juiliy Mk OG ee ee eT 22 19 13 a5¢ oa 
1954=sJune 016, 242. Maier oa 21 ah yar, 5 5 
Jnulliy: 29s Aue pligizeee caer. 20 18 12 
1958 Neb. 27-) Mariel sete ee 19% 17% 11% 
Miari20 Mr Aroriela tee pee 19 Liv 11 
Ap) Lishticvnassis wend 181% te 
Avr 24 ang. Ee 18 1614 
1960—Septs "ht. Asnakeee eee 17% Be Ate 
INV (24 See a ere ree one nae 12 
Deev es ..oas cae: 16% 
1962=—Octs Zora Nov tenet ah aes nee 
Iny effect. June. lp L963. ee Ae 16% 12 
Present legal requirements: 
Mim iin yt ofl Bes) a eee pr eee ete 10 7 3 3 
IVA AsSeI TION TE» geno uees von ta ae acate eee ea 22 14 6 6 


Fig. 4. Reserve requirements of member banks (per cent of deposits). 


Figure 4 shows reserve requirements for member banks from 1948 to 1963. The 
fluctuating requirements reflect the changing credit policies of the Federal Reserve, 
and, more recently, also the reclassification of Central Reserve City banks into 
Reserve City banks. In November, 1960, another modification in reserve require- 
ments became effective. All commercial banks were allowed to count as part of 
their legal reserves vault cash—i.e., cash held in the vaults of the commercial 
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banks. Formerly, only balances at the Federal Reserve banks were counted as 
legal reserves. 


Excess Reserves. Member bank reserves in excess of the amount required as 
legal reserves are referred to as excess reserves. The quantity of excess reserves of 
member banks is published each week. It is a significant barometer of credit con- 
ditions because it indicates the amount of leeway that the banking system has 
for increasing its loans and investments, 


THE FEDERAL DEPOSIT INSURANCE CORPORATION. The 
F.D.1.C. was organized in 1933 to restore public confidence in the banks and to 
protect bank depositors from losses due to bank failures. To enable it to keep 
failures to a minimum, the Corporation was given broad supervisory authority 
over all insured banks and discretion with respect to admitting banks to insurance. 
A new supervisory organization was thus superimposed upon the already complex 
American banking system. 

Membership in the F.D.I.C. is compulsory for all Federal Reserve member 
banks, but optional for nonmembers. Noninsured commercial banks, numbering 
a little over 300, hold less than 1% of the nation’s banking resources. Statistics 
on insured and noninsured commercial banks are given in Fig. 5. 


Number of Number of Number of 
Offices Banks Branches 


Total 25,930 13,439 12,491 
Total insured 25,549 13,124 12,425 
Members of Federal Reserve System 15,691 6,045 9,646 
National 11,142 4,503 6,639 

State 4,549 1,542 3,007 

Not members of Federal Reserve System 9,858 7,079 2,779 
Noninsured 381 315 66 


Fig. 5. Number of commercial banking offices in the United States according to 
insurance status, December 31, 1962. 


For a number of years the great majority of the mutual savings banks re- 
mained aloof from the F.D.I.C. During World War II, however, a considerable 
number of the larger mutuals, holding well over half of total mutual savings bank 
deposits, joined the F.D.1.C. 

Each deposit account is insured up to $15,000. The assessment funds paid by 
the banks are invested in government obligations. The very small losses from 
bank failures since the inception of the F.D.I.C. have enabled it to accumulate a 
very large reserve for future contingencies. 

- The F.D.1.C. has adopted a strict policy with respect to the admission of newly 
chartered banks to membership in the insurance fund, and has made diligent 
efforts to strengthen the banking system through its supervisory activities. It 
has therefore played an important part in helping to restore the confidence of 
the public in the banks. (See also Section 5, Banking Services and Procedures.) 


REGULATORY LEGISLATION. Banking statutes today are the product 
of an evolutionary process covering more than a century. Congress and the fifty 
state legislatures have repeatedly amended banking laws. It is not surprising, 
therefore, that the laws are voluminous and complicated. These laws impose 
restrictions on banking operations and delegate discretionary powers of regulation 


to supervisory authorities. 
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Between 1864 and 1913, Congress passed more than sixty laws amending the 
National Bank Act, chiefly on matters of detail. Since the establishment of the 
Federal Reserve System, Federal banking legislation has consisted largely of de- 
tailed amendments to both the National Bank and the Federal Reserve Acts. 

The Banking Act of 1933 was a reform measure aimed at correcting specific 
abuses revealed by the depression. It strengthened the powers of supervisory 
officials, increased controls over the volume and the use of credit, and provided 
for temporary insurance of bank deposits. 

The Banking Act of 1935 dealt chiefly with the enlargement of the powers of 
the Board of Governors of the Federal Reserve System in the field of credit man- 
agement. It also tightened existing restrictions on several banking operations and 
established the permanent system of deposit insurance. Some of the major legis- 
lation enacted in the post-World War II period is discussed in the following pages. 

Inconsistencies in Federal banking laws exist because Congress first legislated 
only for national banks, later passed some regulations applicable to state mem- 
ber banks as well, then extended some provisions to nonmember insured banks, 
and finally applied a few restrictions to all banks. 

The banking laws of the fifty states also contain diverse provisions, and some 
have glaring omissions and defects. The more flagrant weaknesses, however, have 
been largely corrected, particularly in the light of the bitter lessons of 1930 to 
1933. The banking laws of some states, especially in the East, meet high stand- 
ards, and in general the tendency has been to strengthen the legislation and to 
bring it closer to the standards set forth in the Federal laws. 

Some of the major types of bank regulations are summarized below. 


Mergers and Branches. In the decade ending December, 1962, the number of 
banks declined by 619. However, the total number of banking offices (head 
offices plus branches) increased by 6,175. These changes were largely the result 
of mergers and the growth of branch banking (see also discussion of Branch and 
Group Banking, below, page 21). 

National and state banking authorities exercise extensive supervision over all 
forms of multiple banking and also regulate bank holding companies. Federal 
and state laws apply to most types of branch expansion. State law determines 
the status of branch banking in each state for national- as well as for state- 
chartered banks. Most bank mergers fall under the Federal Bank Merger Act 
of 1960 that requires the approval of three Federal supervisory agencies to assure 
that mergers are in the public interest. Written approval is required from the 
Comptroller of the Currency if the proposed remaining bank is a national bank; 
from the Board of Governors of the Federal Reserve System if it is a state-char- 
tered member bank; and from the F.D.1.C. if it is a nonmember insured bank. 
Thus, this type of Federal control over mergers extended to all but the 315 non- 
insured, nonmember banks in the country as of the end of 1962. Each of these 
agencies, In passing upon a proposed merger, is to take into consideration the 
bank’s financial history and condition, the adequacy of its capital structure, its 
future earnings prospects, the character of its management, the convenience for 
and needs of the community to be served, and the probable effects of the proposed 
merger on banking competition. In addition, the one agency required to pass on 
the merger application must request reports from the other two supervisory 
agencies and from the Attorney General on the competitive aspects involved. 


Availability and Cost of Credit. Control of bank credit is the responsibility 
primarily of the Federal Reserve System, which exercises this function through 
its control over bank reserves as well as through the imposition of interest 
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rate ceilings on time and savings deposits. These regulations have a profound 
influence on the growth of commercial banks and on their competitive position 
vis-a-vis other financial institutions. 


Loans and Investments. The Federal Reserve System and state laws severely 
circumscribe the lending and investment practices of commercial banks for the 
protection of depositors. For example, banks generally cannot lend to any single 
customer more than 10% of their capital and surplus. Investments in common 
stock are prohibited and real estate loans are subject to restrictions. These regu- 
lations are discussed in detail in Section 5 (Banking Services and Procedures). 


BANK SUPERVISION AND EXAMINATION. Supervision of banks 
consists chiefly of the administration, interpretation, and enforcement of 
banking legislation. It is performed by a number of Federal agencies and by 
the banking departments of the fifty states. The objective of supervision is the 
maintenance of a sound banking system. 

Commercial banks must also submit to periodic detailed examinations of their 
condition, operations, and policies. These bank examinations are conducted by 
the Comptroller of the Currency, by the state banking departments, by the Fed- 
eral Reserve System for member banks, and the F.D.1.C. for nonmember insured 
banks. Ordinarily, the overlapping authorities cooperate in order to avoid dupli- 
cation (see Section 5). 


BRANCH AND GROUP BANKING. As we have seen, the status of 
branch banking is determined by state law, and the establishment, location, and 
number of bank branches are thoroughly regulated by Federal and state au- 
thorities. Branch banking refers to the operation of more than one banking 
office by a single banking corporation. American banks, like those of most other 
countries, operated some branches in the early stages of banking development. 
After the Civil War, however, branch banking was discouraged and for a time 
almost disappeared. Around 1900 interest in branch banking began to revive in 
some states, and in 1909 California enacted a statute that permitted statewide 
branch banking. Since then, branch banking has gained ground. A number of 
states have followed the example of California. Others have allowed the estab- 
lishment of branches only on a citywide or regional basis. Others prohibit 
branches entirely, or the courts hold this to be the case since the statutes are 
silent on the subject. National banks generally have the same branch banking 
powers as state-chartered banks in the same state. 

In the decade ending December, 1962, over 7,000 branches and additional 
offices of commercial banks were established. Of these 5,600 were de novo 
branches and 1,400 were conversions of existing banks into branches through 
merger and consolidation. 


Bank Holding Companies. These are corporations organized under the laws 
of some states to engage in the acquisition of the stock of subsidiary com- 
mercial banks. Bank holding companies can provide such important services to 
subsidiaries as centralized purchasing, legal, accounting and tax services, eco- 
nomic and investment advice, and other assistance to improve operations. A 
holding company is sometimes viewed as a means of circumventing restrictions 
on branching, but holding companies are also found in states with few or no 
restrictions on branch banking. Holding companies also have the advantage of 
being able to operate across state lines. In mid-1962, twelve holding companies 
controlled banks in more than one state. Bank holding companies are relatively 
most important in the Midwestern and Pacific regions. As a whole, they hold 
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about 8% of all commercial bank deposits. They are regulated by the Federal 
Reserve Board under the Bank Holding Company Act of 1956. 

Chain banking refers to ownership of stock in a number of banks by a single 
individual or group of individuals, as contrasted with a holding company. ites 
now relatively unimportant. 


THE BRANCH BANKING CONTROVERSY. Branch banking is a 
highly controversial issue in the field of banking. Vigorous opposition comes, 
naturally enough, from smaller banks who fear for their existence if large city 
banks are allowed to establish branches to compete with them. Numerically 
strong, unit bankers have considerable influence with legislatures. Opinion among 
city bankers is more evenly divided. Active support for branch banking has 
come from some economists, supervisory officials, and branch bankers. 

The argument is usually restricted to statewide or regional, not nationwide, 
branch banking. Only a few extremists contend that national branch systems 
like those of Canada and England should be regarded as models for a country as 
large and diversified as the United States. 

The debate may be summarized as follows: 


The Case for Branch Banking 


1. Service: Many small banks cannot afford to hire good management, whereas 
branch systems are able to employ and to train competent, experienced personnel. 
A branch system is better able to institute modern and efficient means of serving 
small depositors and small borrowers. 


2. Competition: Independent bankers who do provide good service have no 
reason to fear the competition of a branch bank. Being local men, they have the 
competitive advantage. The community is entitled to the wholesome competition 
provided by branch banking but at present many unit banks have monopolies over 
credit and other banking services in their localities. Laws prohibiting branch bank- 
ing simply perpetuate these unjustified monopolies at the expense of the public. 


3. Safety: Branch systems have greater financial resources, better management, 
and greater diversification of loans and deposits. During 1930 to 1933, there was not 
a single failure in Canada or in England where branch banking prevails. California, 
leader in branch banking, had a far better record than most other states. 

New branches, of course, would always require approval of the supervisory au- 
thorities. 


4. Effects on economy: Progress has been achieved in other industries by replac- 


ing small and inefficient units with larger and more efficient ones. This is the prin- 
ciple of branch banking. 


The Case Against Branch Banking 


1. Service: Branch banking produces cogs, not bankers. Restricted authority and 
subservience to a head office stultify initiative. A branch manager is a “hired man” 
of a distant corporation and does not have the same interest in the welfare of the 
community as the officer of an independent local bank. He tends to neglect the 
small depositor and the small borrower. 

2. Competition: As branch banking expands, unit banks tend to disappear and 
the community is deprived of the benefits to be expected from normal banking 
competition. 

3. Safety: The mere size of a branch system is no guaranty of financial strength: 
Branch banks in the United States and elsewhere have failed in the past. The ade- 
quacy of a bank’s capital is entirely relative. In fact, a fundamental weakness of a 
branch bank is its chronic tendency to expand just for the sake of expansion. 

4. Effects on the economy: Independent bankers have encouraged the growth of 
new local enterprise. Many a thriving corporation received its initial impetus from 
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the financial aid of the local banker. Unit banking prevents domination of credit 
by powerful groups. 


Possibilities in Branch Banking. Branch banking is neither panacea nor 
anathema. Properly regulated, it can be beneficial. Its development, however, 
should be gradual to assure competent management and to avoid disturbing 
established sound unit banks. Efficient independent banks can compete success- 
fully against branches, whereas, from the standpoint of public interest, inefficient 
banks do not deserve to be protected indefinitely against the better-service com- 
petition that branch banks can offer. In the long run, the public that is served, 
rather than the bankers, should be permitted to decide the kind of banking it 
wants. 


INTERBANK RELATIONS. Every commercial bank deals constantly 
with other banks in the course of its daily operations. It could not otherwise 
provide the broad banking services that are today required even in the smallest 
community. 

The necessity for interbank transactions has resulted in the evolution of a vast 
network of correspondent relations between banks. The average commercial 
bank maintains deposit balances with several large city banks. In return for these 
accounts, the city banks perform a wide variety of services for their correspond- 
ents. Some of these services are the same as those rendered by the Federal 
Reserve banks, such as the collection of checks and coupons and the safekeeping 
of securities. In addition, however, city banks offer advice regarding investments, 
credit information, foreign department services, trust services, and assistance in 
solving bank management problems. Correspondent relations play an important 
role in the efficient functioning of the banking system. 

Another example of interbank relations is the local clearing house. This is an 
association of banks in the same city or county, founded for the primary purpose 
of exchanging checks among the participating banks to facilitate their prompt 
collection. Beyond this mechanical function, clearing houses frequently act as an 
agency for united action on common problems such as service charges. 

Bankers have also organized associations along county, state, regional, and 
national lines. The largest is the American Bankers Association, New York, 
whose membership includes nearly all commercial banks. The A.B.A, maintains a 
sizable permanent staff of specialists in various fields of banking and functions 
as a trade association for the entire industry. 

The activities of bankers’ associations are manifold, including conventions, 
work with legislative committees, publications, special studies of monetary and 
banking problems, study conferences, and other educational activities. The 
American Institute of Banking, a section of the A.B.A., has chapters throughout 
the country that provide study courses for bank employees. The Stonier Gradu- 
ate School of Banking at Rutgers University, sponsored by the A.B.A., offers an 
intensive summer curriculum primarily for bank officers. A number of state 
associations have organized similar study conferences, usually with the coopera- 
tion of universities, members of the A.B.A. staff, and supervisory authorities. 


PROPOSALS FOR BANKING UNIFICATION. Proposals have been 
put forward from time to time for greater unification of banking. The Report of 
the Commission on Money and Credit, a privately sponsored study group, 
recommended in 1961 that all insured commercial banks be required to become 
members of the Federal Reserve System. Furthermore, the Commission recom- 
mended increased coordination of examining and supervisory authorities. At the 
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Federal level, it stated, there should be only one examining authority for com- 
mercial banks. Moreover, the Commission urged the revision of the National 
Bank Act to enable national banks to establish branches within “trading areas,” 
irrespective of state laws. 

A 1962 Report of the Advisory Committee on Banking to the Comptroller 
of the Currency also presented the majority view in favor of eliminating much 
of the present division of responsibilities for the supervision, examination, and 
regulation of banking operations. It also recommended allowing the establishment 
of branches by national banks within a 25-mile area even in states where such 
expansion is now prohibited. 

The Committee on Financial Institutions, appointed by the President of the 
United States, recommended in its report dated April 9, 1963, the adoption of 
compulsory membership for all banks in the Federal Reserve System. It also 
urged closer cooperation and coordination in the supervision and examination of 
commercial banks. 


Banking Trends 


THE DEPRESSION AND THE “NEW DEAL.” The collapse of the 
banking system during 1929 to 1933 marked the end of one era in banking history 
and the beginning of another. Many major present-day trends in banking date 
from 1933 and reflect the depression experience. 

During that period almost 10,000 banks failed. Far too many banks had been 
chartered, partly because of mistaken theories as to the virtues of unlimited com- 
petition in banking and partly because of the eagerness of state and national 
supervisors to add to the size and prestige of their respective systems. This had 
weakened the banking structure, lowered the quality of bank management, and 
led to unsound methods of competition. 

The mortality rate was especially high at first among state banks that had 
been established with very little capital. But as the depression deepened, banks 
of all sorts and sizes that a few years before had seemed impregnable buckled 
under the impact of the unprecedented declines in values and in business activity. 
Failures generated a vicious spiral of deflation. As more and more banks closed, 
public hysteria increased. Panic continued to mount until, in March, 1933, Presi- 
dent Franklin D. Roosevelt, in his first official act, imposed the “Bank Holiday” 
temporarily closing all banks. This act was made inevitable by the inability of 
the Federal Reserve banks to provide more currency at the time to meet the 
hoarding demand. Public confidence was then restored and a new era in banking 
was begun with the enactment of the Emergency Banking Act of March 9, 
1933, providing government capital to reopen banks and assuring adequate cur- 
rency in the form of Federal Reserve bank notes without gold backing. 


Banking Under the “New Deal.” Banking emerged from the holocaust vastly 
strengthened. In general, the weakest banks had failed and the fittest had sur- 
vived. Sales of preferred stock and capital notes to the Reconstruction Finance 
Corporation and deposit insurance added to the strength of the surviving banks. 
The Banking Acts of 1933 and 1935 had the same effect through such provisions 
as prohibiting the payment of interest on demand deposits and investment in 
securities that are “predominantly speculative.” 

During the 1920’s and before, a number of large banks had incorporated 
affiliates under the general corporation laws of the states to engage in underwrit- 
ing, selling, and trading of securities. Losses incurred by these affiliates had 
caused huge losses to many of these banks, leading to some of the worst failures. 
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The Banking Act of 1933 forbade banks to have security affiliates, and required 
the dissolution of those then in existence. 


TRENDS IN BANK LOANS. Up to the end of World War II, bank loans 
had been declining in relative importance among bank assets for several decades. 
A major decline in bank lending to business occurred during the great depres- 
sion of the 1930’s as a result of sharply curtailed financing needs. The war, to- 
gether with the official rationing of resources, again curbed the private demand 
for bank funds. Since 1946, there has again been an upswing in the utilization of 
bank loans but their composition has been changing profoundly. 


_ Postwar Changes. The principal changes have been the diminished relative 
importance of loans to business and the greatly increased importance of con- 
sumer and real estate loans. In the 1920’s, business loans made up well over 
half of the total loans, but by 1962 they were outstripped by mortgage loans. 
Consumer loans, which were insignificant in the prewar period, comprised about 
a fifth of the total in 1962. In contrast, because of the imposition of margin re- 
quirements, loans for purchasing or carrying securities have declined sharply in 
importance. Since the end of World War II banks have become veritable ‘“de- 
-partment stores” of credit, offering an unprecedented variety of loans and serv- 
e) Figure 6 below shows the distribution of commercial bank loans at the end 
of 1962. 


Percent 

Purpose of Loan Billions of Dollars of Total 

Total $176.4 100.0% 
Commercial and industrial 49.2 27.9 
Agricultural (except real estate) al 40 
For carrying securities 7.3 42 
Real estate loans 66.8 37.8 
Other loans to individuals 31.0 17.6 
To financial institutions ilibcil 6.3 
All other 3.9 22 


Fig. 6. Total gross loans of all commercial banks, December 31, 1962. (Source: 
Federal Deposit Insurance Corporation.) 


One reason for the relative decline in business loans was, of course, the nature 
of the postwar economy. Backlogs of huge unfilled consumer demands for cars 
and other durables had been carried forward from the depression and the war. 
- Housing had been a neglected sector of the economy in the face of a rising popu- 
lation, and the residential mortgage market leaped to the forefront of lending. 

The demand for business loans at commercial banks has also been reduced by 
the increasing amounts of funds being generated internally by corporations 
through undistributed profits and depreciation and other capital consumption al- 
lowances. These sources provided a cash flow of nearly $35 billion in 1962. 
Another reason large firms have resorted less to bank credit is their access to 
open market financing. 

Within business lending, the traditional “self-liquidating” 90-day loan began 
to decline in importance and term loans of several years’ maturity began to 
constitute a significant part of the loan portfolios of many banks. The so-called 
“real bills” doctrine, which formerly held sway and maintained that commercial 
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banks ought to make only short-term self-liquidating loans, is in the process of 
disappearing. Moreover, virtually continuous borrowing through short-term 
bank loans, which are renewed almost automatically at maturity, has become an 
accepted practice in commercial banking. ; 

Despite the changes outlined above, commercial banks are still by far the pri- 
mary source of short- and intermediate-term credit to business. According to 
a Federal Reserve Board survey, smaller firms with assets of less than $5 million 
obtain more than half of their borrowed funds from commercial banks. Medium: 
size firms in the $5 to 10 million asset category derive two-thirds of all borrow- 
ings from banks. The largest firms with assets of $100 million or more obtain 
about 40% of their credit from banks. 


THE GROWTH OF BANK INVESTMENTS. Between 1933 and 1951, 
there was a spectacular increase in the amount of securities held by commercial 
banks, as the following figures indicate: 


Loans and Investments of Member Banks 
(End of year figures, in billions of dollars) 
1930 1933 1940 1951 1962 


STC AMG RRM NA CURE! Van MRL OER DO $32 $16 $19 $49 — $119 

United States government securities ..... 5 8 18 52 53 

Other -sectrities. semeac ae ore ee ee 10 poet 7 11 24 
Total-loans:-and!-securitiess «ncssssse005 $47 $31 $44 $112 $196 
Securities as per cent of total ......... 31% 47% 57% 56% 40% 


The large deficits of the Federal government, especially during the war, led 
to the sale of large amounts of United States Treasury securities to the com- 
mercial banks. But with the ending of hostilities, member banks liquidated large 
amounts of governments to make room in their portfolios for loans to meet the 
pent-up private demands that had been accumulated over the previous 15 years 
of depression and war. Since the early 1950’s, bank holdings of United States 
government obligations have remained roughly unchanged. The declining pro- 
portion of governments was partly offset by the rise in holdings of other securities, 
primarily tax-exempt obligations of states and municipalities. Nevertheless, 
securities declined from 56% of total loans and investments in 1951 to 40% in 
1962. (The Commercial Banking Industry, American Bankers Association.) 


NEGOTIABLE CERTIFICATES OF TIME DEPOSIT. A major de- 
velopment of the postwar period has been the rapid increase in savings and time 
deposits at commercial banks, reflecting largely the expansion of individual 
savings and the intensive efforts of the banks to attract such savings by offer- 
ing higher rates of interest. Another significant development has been the 
emergence of negotiable certificates of time deposit issued to large corporate 
savers, 

Time certificates of deposit (C.D.’s) are negotiable receipts issued by large com- 
mercial banks evidencing a deposit for a specified length of time, usually under a 
year. In return for the promise to leave the funds on deposit, C.D.’s carry a stipu- 
lated rate of interest for which the Federal Reserve Board sets maximum rates. 
A secondary dealer-created market exists for the certificates of. most banks. 
The typical denomination is $1 million or more, although occasionally trades in 
lesser amounts take place. The growth of C.D.’s on any significant scale began 
only in 1961 but by early 1964 there were over $10 billion outstanding and 
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they had become a major money market instrument. Their continued acceptance 
will depend in large part on the maintenance of an interest rate ceiling that will 
make these instruments competitive in the open market. 


BANK EARNINGS. Although the net profit earned by commercial banks 
has risen in nearly every postwar year, the return on capital invested has re- 
mained roughly stable. Operating earnings of commercial banks have risen 
sharply as a result of four factors: 


1. The expansion of earning assets on which income is based. 

2. The sharp postwar rise in the level of interest rates. 

3. The shift in the composition of assets away from low-yielding governments 
to more profitable loans and investments, 

4. Increased receipts from charges and fees for various services. 


Largely offsetting these factors has been the steep increase in operating ex- 
penses, which increased more than fourfold between 1945 and 1959 because of 
the inflationary rise in salaries and other costs, the higher interest rates paid on 
deposits, and the expansion in the volume of business handled. In recent years, 
many banks have installed electronic computers that involve very high initial 
costs. (Crosse, Management Policies for Commercial Banks.) 


BANKING COMPETITION. Intensity of banking competition varies 
greatly in different localities. In many small communities there is but one bank 
that has a virtual monopoly over local credit. Its lending rates are sometimes 
relatively high. In some cities having a number of banks, competition among 
them is keen, whereas in other places there is considerable uniformity in such 
matters as lending rates, service charges, and interest rates paid on savings 
deposits. 

The excessive and uneconomic competition among banks that characterized 
the 1920’s has largely disappeared, partly because of the elimination of thousands 
of marginal and poorly managed banks that had aggravated that type of compe- 
tition. Today payment. of interest on demand deposits is prohibited and maxi- 
mum rates have been established by law for interest paid on time deposits. 
Generally speaking, competition in providing better service has replaced the 
earlier means of attracting new business. 

However, competition from other types of lending institutions has been in- 
ereasing since 1933. In particular, savings and loan associations have been ag- 
gressive in competing for real estate mortgages, often lending on terms more 
lenient than those permitted to commercial banks. They have also bid for say- 
ings at higher rates than banks can pay. 

Other institutions also compete with commercial banks not only in attracting 
savings deposits but also in making mortgage and business loans. These include 
mutual savings banks, life insurance companies, and the nonbank-administered 
pension and trust funds. Governmental agencies have been especially active in 
the field of agricultural credit. A marked slowing down in the growth of the 
money supply, due largely to Federal Reserve control of credit, has likewise had 
an adverse effect on the competitive position of commercial banks. As a result, 
the growth of commercial banks, as measured by the increase in assets, has 
seriously lagged behind that of most other financial institutions in the postwar 
period. These trends have also intensified the competition among commercial 
banks themselves. (The competition to banks from other lending institutions is 
discussed in detail in the last part of this Section.) 
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Monetary and Credit Management 


DEFINITIONS AND OBJECTIVES. Monetary and credit management 
by a government or central bank is designed to influence economic conditions by 
means of changes in the nation’s monetary system, the volume and uses of bank 
credit, and the level of interest rates. Although in the United States this func- 
tion is the primary concern of the Federal Reserve System, in recent years the 
Treasury’s debt management policies have had an increasingly important 
effect on the supply of and demand for funds, and therefore on interest rates. 

The broad objective of monetary and credit management is to promote eco- 
nomic stability at a high level of employment and production. To this end, 
specific measures may be adopted to raise, lower, or stabilize the price level, to 
curb excessive speculation, to maintain sound banking conditions, to expand 
foreign trade, to stimulate enterprise, to encourage or restrain consumer buying, 
to maintain an equitable relationship among various income groups, to maintain 
an orderly market for government securities, and to influence foreign exchange 
rates. In wartime, monetary and credit management seeks to assure the success 
of Treasury borrowing, assist the mobilization of the economy for war, and mini- 
mize the harmful aftereffects. 

The objectives and criteria of credit management must depend upon the eco- 
nomic conditions prevailing. “Stability of prices,” for example, is usually desirable 
but, as the experience of the 1920’s proved, steady prices do not always reflect 
sound economic conditions. Moreover, the ability of the money and credit man- 
agers to influence the price level is limited, and other objectives may be more 
effective in promoting economic stability. 

The role of credit policy is at times merely negative. In times of prosperity, 
the objective may be merely to prevent monetary and credit conditions from 
having a disruptive effect upon the economy. 


EXCHANGE STABILIZATION. Monetary policy also embraces such 
international aspects as the valuation of the nation’s money unit in terms of 
gold or of a foreign currency, foreign exchange controls, policy with respect to 
the purchase and sale of gold, and regulation of exports and imports of capital. 

Monetary depreciation frequently results from a drain on a nation’s gold 
stock, arising either from an adverse balance of trade or from a flight of capital 
induced by a loss of confidence in the stability of a currency. During the early 
1930’s, frightened capital fled first from one country and then another, causing 
monetary difficulties in much the same way that runs on banks contributed to 
bank failures in the United States. Depreciation, or devaluation, has also been 
carried out as a deliberate policy by many countries, both in the interwar and 
post-World War II periods, in order to stimulate exports and discourage imports. 
Members of the International Monetary Fund may not depreciate their cur- 
rencies in excess of 10% without the consent of the Fund. 

Upward revaluation of a currency has been far less common. In July, 1946, 
Canada and Sweden revalued their currencies in terms of the United States dollar 
to insulate their internal price levels from the effects of sharply rising prices 
abroad. In March, 1961, the West German mark underwent a 5% upward revalu- 
ation, designed to reduce a balance of payments surplus that put inflationary 
pressures on the domestic economy. 

For many years prior to the First World War, England occupied a position of 
leadership in international finance. After the war, the American dollar emerged 
as a strong competitor to the pound sterling for international supremacy. During 
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the 1920's and 1930’s, however, American policies with respect to war debts, 
foreign trade, foreign lending, devaluation of the dollar, and silver operations 
caused difficulties for many foreign currencies. These policies accentuated the 
tendency for many nations abroad to isolate their internal economies by the 
adoption of managed monetary systems and trade and exchange controls. 


The Period Following World War II. World War II drastically dislocated 
trade relations and caused severe currency inflation in most countries. American 
wartime “lend-lease,” relief shipments, and leadership in establishing the Interna- 
tional Monetary Fund and the International Bank for Reconstruction and 
Development marked the adoption of a policy of closer monetary cooperation 
with other countries. 

In the period after the Second World War, the United States followed a policy 
aimed at restoring the devastated productive capacity of Western Europe through 
the Marshall plan and other foreign aid programs. By running a balance of 
payments surplus, the United States sought deliberately to redistribute interna- 
tional reserves that in many European countries had become depleted. This 
period of the “dollar shortage,” however, gradually gave way to an uncomfortable 
dollar drain as productive capacities abroad were restored while the United 
States balance of payments deficit was sharply increased. The reason for this 
was that the net outflow of private United States capital, together with govern- 
ment aid and military expenditures abroad, exceeded the large positive balance on 
trade alone. As a result, the United States gold stock declined from $22.9 billion 
in 1957 to $16.2 billion in 1962, while short-term liabilities to foreigners reported 
by banks in the United States (excluding international organizations) rose from 
$134, billion to $20 billion. 

To deal with this situation, efforts were made to increase the excess of United 
States exports over imports, to reduce the outflow of capital, especially short-term 
capital seeking a higher return abroad, and to induce foreign countries to assume 
more of the burden of foreign aid and the common defense. In addition, steps 
were taken within and outside the International Monetary Fund to enlarge the 
supply of international reserves, and to discourage speculative pressure on the 
leading currencies. 

In the fall of 1961, the United States Treasury undertook a program of co- 
operation with the principal European central banks to increase the resources 
available to any participating nation whose currency experienced a major specu- 
lative attack. Subject to certain restrictions, the resources of the International 
Monetary Fund were increased by $6 billion. In addition, the United States 
Treasury began to deal in the foreign exchange market to reduce speculative flows 
of funds. In 1962, the Federal Reserve Open Market Account was authorized 
to negotiate a series of swap arrangements with foreign central banks. ‘These 

arrangements, providing for reciprocal credit facilities between the Federal Re- 
serve and foreign central banks, allowed each partner to draw on the currency 
of the other for a period up to six months. The measures adopted by the Treasury 
and the Federal Reserve were helpful in defending the stability of the dollar and 
other currencies. The international position of the dollar is further discussed in 
Section 1 (Interest Rates and Money Markets). 


THE MONEY SUPPLY AND THE PRICE LEVEL. The relation be- 
tween the supply of money, including bank deposits, and the price level has been 
studied for generations by economists and monetary authorities. The subject has 
been of particular concern in recent decades, when wide fluctuations in the price 
level promoted interest in stabilizing the value of money. Although changes in 
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the volume of money outstanding increase or decrease purchasing power, fluctua- 
tions in the commodity price level frequently do not correspond in degree, or even 
in direction, with changes in the quantity of money in circulation. Clearly, other 
factors than the mere quantity of money must be taken into account. For ex- 
ample, cash or deposits that lie dormant have no effect upon prices, so that 
changes in the velocity of turnover of money may be more important than 
variations in quantity. During the postwar period the velocity of turnover of 
the United States money supply has shown a marked increase and also exhibited. 
marked fluctuations, rising with economic activity and falling during recessions. 
The level of economic activity is also a paramount influence. When the em- 
ployment of labor and productive capacity is high, prices tend to rise because of 
the strong demand for labor and goods pressing against the available supply. ; In 
fact, bottlenecks and shortages are likely to develop in some industries even 
before the full employment of a nation’s labor and industrial capacity, thus push- 
ing up prices even in the face of some overall unemployment. Some economists 
stress the role of built-in economic rigidities and monopoly powers of both man- 
agement and labor in pushing up prices. These departures from pure competition, 
it is argued, often result in a cost-push type of inflation, especially at times when 
overall demands are high. With the restoration of competitive conditions inter- 
nationally, the view is widely held that price levels will be much more closely 
related among countries than was true in the decade following World War II. 


CREDIT CONTROL AND RESERVE CREDIT. Changes in member 
bank reserve balances have a dominant influence upon the banks’ lending and 
investing policies. Factors that change the volume of reserves are thus of prime 
importance in credit management. Reserve balances are expanded or contracted 
when Federal Reserve banks increase or reduce their advances or investments. 
When a Federal Reserve bank makes an advance to a member bank, it credits 
the latter’s deposit account and member bank reserve balances are thereby in- 
creased. When the member bank repays the advance, its check reduces its re- 
serve account at the Federal Reserve bank. 

When a Federal Reserve bank buys government securities in the open market, 
the dealer who sells the securities receives a check from the Federal that he de- 
posits in his commercial bank. The latter forwards the check to the Federal and 
its reserve account at the Federal is credited. When the Federal Reserve bank 
sells securities in the open market, the dealer’s check in payment serves to reduce 
the reserve balance of the member bank where the dealer has his checking ac- 
count. Federal Reserve banks can thus change the volume of reserve balances at 
will simply by buying or selling government securities. In addition, purchases 
raise quotations and thereby lower bond yields whereas sales have the opposite 
effects. 

Member bank reserve balances are also affected by changes in monetary gold 
stocks and in currency in circulation. When currency in circulation increases, 
member banks withdraw currency from Federal Reserve banks to replenish their 
vault cash, depleted by depositor withdrawals. Withdrawals of currency from 
the Federal reduce reserve balances of member banks. Conversely, when currency 
returns from circulation, member banks deposit it with Federal Reserve banks 
and their reserve balances are credited accordingly. 


TECHNIQUES OF CREDIT CONTROL. The chief techniques for credit 
control used in the United States are: (1) quantitative controls changing the 
volume of member bank reserves, and (2) qualitative or selective controls over 
the uses to which bank credit is put. 
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Quantitative Controls. Open-market operations have been by far the most 
important instrument of quantitative control in the United States. Except for a 
limited period when bankers’ acceptances enjoyed a broad market and afforded a 
medium for open-market operations by the Federal Reserve banks, United States 
government obligations have been used for this purpose. 

Under most circumstances, open-market purchases and sales of government se- 
curities by the Reserve banks provide a simple and flexible means of regulating 
the amount of member bank reserve balances. During the late 1930’s open- 
market operations were rendered ineffective for several years because excess re- 
serves created by gold imports exceeded the total security holdings of the 
Federal Reserve banks. 

Another very powerful, though less flexible, instrument of quantitative credit 
control is the power of the Federal Reserve Board to raise or lower legal reserve 
requirements of member banks. Changes in reserve requirements automatically 
increase or reduce the quantity of excess reserves, and thereby encourage credit 
expansion or contraction. 

For member banks that do not possess excess reserves, the discount rate of 
the Federal Reserve banks becomes a major instrument of quantitative control, 
since it determines the cost of obtaining Federal Reserve credit when it is needed. 
Moreover, changes in the discount rate tend to influence the entire structure of 
su ore rates and also exercise a strong psychological effect on the money 
market. 


Qualitative Controls. Qualitative credit controls seek to influence the quality 
(composition) of credit—i.e., the uses to which credit is put. The synonymous 
term “selective controls” is more descriptive, because it implies that certain types 
of credit are selected for special controls. Loans on securities, consumer credit, 
and home mortgages have been the chief areas in which qualitative controls have 
been employed in the United States. 

_ The purpose of regulating loans on securities by setting minimum margin 
requirements is to limit credit expansion to finance the purchase of securities and 
thus to moderate speculation in the stock market. Consumer credit regulation 
was designed to curb inflationary pressures by restraining consumer buying of 
durable goods through the setting of minimum down-payments and maximum 
maturities on installment purchases. Regulation of real estate credit followed 
the same general pattern. Control of consumer and real estate credit has not 
been in effect since 1952. 


FEDERAL RESERVE POLICY. Prior to 1928, Federal Reserve policy 
sought to promote economic stability chiefly by changes in rediscount rates 
and open-market operations. In 1928 and 1929, both quantitative and qualita- 
tive controls were used to curb the runaway stock market speculation of that 
time. The Board issued several warnings and attempted other “direct action” 
to curb the flow of credit into security loans, but its powers then were not ade- 
quate to check the expansion of speculative security loans. Adequate powers for 
this purpose were conferred on the Board in 1983 and 1934. 

During the 1930’s, the Board pursued an easy money policy to promote busi- 
ness recovery. However, there is little evidence that low interest rates during 
this period had a significant effect upon business. The Federal Reserve Board 
received power to change reserve requirements of member banks, within limita- 
tions, in 1935, when the inflow of gold from abroad created excess reserves. The 
Board raised reserve requirements in 1936 and 1937 to mop up excess reserves, 
and its action was followed by a decline in government bond prices and a reces- 
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sion. Opinions differed as to whether higher reserve requirements helped to 
depress business, but in any event excess reserves were soon higher than ever 
because of the continued influx of gold. Ae 

During World War II, credit policy was concerned primarily with aiding the 
Treasury’s financing program. To keep down the cost of the Treasury's bor- 
rowing, the Federal Reserve offered to buy Treasury bills from banks and dealers 
at a 34% yield and certificates of indebtedness at 7%. These securities thus were 
made the equivalent of cash, and whenever banks needed additional reserves: 
they sold short-term issues to the Federal Reserve. enet: 

Additional reserves were needed chiefly because of the huge expansion in cur- 
rency circulation and the rapid, persistent increase in the banks’ government 
security portfolios. Excess reserves were held around a billion dollars through- 
out the war period by the Federal’s open-market policy, but by the end of the 
war, United States government security holdings of the Federal Reserve banks 
had increased by some $22,000,000,000. 

Although the Federal Reserve System provided member banks with additional 
reserves to enable them to subscribe to new Treasury offerings, the Treasury 
sought to borrow as far as feasible from nonbank lenders, to limit the expansion 
of bank deposits. Commercial banks could not subscribe for new Treasury issues 
in the successive War Loan Drives, after the first two, and they could not pur- 
chase Treasury bond issues sold at the time until specified dates near their 
maturity. However, to obtain funds to subscribe to new Treasury issues, other 
investors, especially insurance companies and savings banks, sold billions of dol- 
lars of bank-eligible bonds to the commercial banks, which could readily absorb 
them, thanks to the open-market policy of the Federal Reserve, and thus ex- 
panded bank credit. 


Postwar Policy. When the war ended, the expanded money supply, wage in- 
creases, and widespread shortages of goods pushed commodity prices higher. 
The Federal Reserve System, however, maintained the rigid wartime pattern of 
low Treasury borrowing rates until the middle of 1947. 

The Federal Reserve authorities increasingly chafed under the policy of sup- 
porting the prices of Treasury securities. They argued that by constantly step- 
ping into the open market to buy Treasury securities, the Federal Reserve kept 
increasing bank reserves and became an “engine of inflation.”” The Treasury, 
however, favored the pegging arrangement because it resulted in a low interest 
burden op the debt and simplified the problem of marketing new securities by 
preventing a drastic decline in bond prices. 

In 1951, the Federal Reserve finally succeeded in breaking loose from Treasury 
domination by reaching the celebrated “Accord.” Under this agreement, the 
Federal Reserve was able to withdraw its support of bond prices and to regain 
use of its full arsenal of credit tools. These have been employed flexibly to pro- 
mote employment, price stability, and long-run economic growth. 

In the recessions of 1953-54 and 1957-58, the Federal supplied considerable 
amounts of reserves to the commercial banks, largely through open-market pur- 
chases of short-term Treasury securities and reductions in reserve requirements. 
As a result of this “active ease” policy, short-term rates were driven to very low 
levels. In the periods of business upswing following recessions the Federal Reserve 
reversed its policies and reduced bank reserves, primarily through open-market 
sales of Treasury bills. 

Following the onset of a recession in 1960, the Federal Reserve was confronted 
with a dilemma. Domestic economic conditions called for a decline in interest 
rates to encourage lending and investing. On the other hand, the deficit in the 
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country’s balance of payments was in part attributable to the outflow of short- 
term capital seeking higher rates of return in foreign countries. 

It was this situation that led to the abandonment of the “bills only” policy 
under which the Federal’s open-market operations had been confined to Treasury 
bills. The aim of the Federal Reserve was to hold up short-term rates because 
of the adverse balance of payments but to “nudge” down long-term rates to en- 
courage domestic economic expansion. Treasury bill rates remained around 2% 
in the recession of 1961 as a result of the Federal’s policy of buying longer-term 
securities in the open market and of the Treasury’s concentration, in new borrow- 
ing and refunding, on short-term obligations. 


CREDIT POLICY AND FISCAL POLICY. Fiscal policy is the govern- 
ment’s policy with respect to raising and spending money. With the great expan- 
sion of the financial operations of the government, fiscal policy profoundly 
influences interest rates and economic conditions in general. It is essential, there- 
fore, that fiscal and credit policies be coordinated, so that the two work toward 
common or at least complementary objectives rather than at cross-purposes. 
In addition, the Treasury’s debt management policies, especially with respect to 
the amount and types of the securities it issues, strongly influence interest rates, 
the quantity of bank credit, and the composition of bank investment portfolios. 


LIMITATIONS OF CREDIT MANAGEMENT. Credit management by 
the Federal Reserve cannot assure prosperity and stability since other factors, 
mostly unaffected by credit policy, frequently have great influence upon economic 
conditions. These include policies of other government agencies, international 
conditions, labor-management relations, administered prices, and activities of 
nonbank financial institutions. Credit management operates only within a re- 
stricted sphere—i.e., loans and investments of commercial banks—and it is only 
partially effective even within that area. It is also subject to the limitations of 
all forms of economic planning: the difficulty of diagnosing existing conditions 
correctly, of predicting future developments, of formulating a suitable prescrip- 
tion, and of forecasting its effects. 

Despite these limitations it is generally agreed that credit management is play- 
ing an increasingly important part in promoting economic stability and growth. 
And it does this with less regimentation than many types of economic planning. 
It does not directly dictate what business and consumers must do, but rather 
helps to mold the general framework and the financial conditions within which 
individual choice and judgment may function with comparative freedom. 


Other Lending Institutions 


FINANCIAL INTERMEDIARIES. One of the most striking facts about 
the American economy has been the increasing participation of institutions in 
financing business, consumers, and government. Figure 7 shows the net new 
supply of funds provided by financial institutions and others in the financial 
markets during 1961. These statisties include only the net annual increase in 
loans and investments and therefore exclude any funds furnished as the result of 
refinancing, debt repayments, or amortization. As may be seen, out of a total 
supply of $49.6 billion, savings institutions supplied $25.4 billion and commercial 
banks $15.9 billion. Noninstitutional suppliers cf funds furnished only $8.3 
billion. 


MONETARY CONTROLS OVER NONBANK FINANCIAL INSTI- 
TUTIONS. Because of the growing importance of nonbank financial institu- 
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Billions of 


Dollars 
Savings institutions 
Life insurance companies $ 5.6 
Corporate pension funds Saul 
State and local government retirement funds Dall 
Fire and casualty insurance companies 1.3 
Savings and loan associations 93 
Mutual savings banks 2.1 
Credit unions 0.4 
Investment companies 14 
Total $25.4 
Commercial banks 15.9 
Business corporations BY 
Other investor groups 
Federal agencies 0.9 
Brokers and dealers 1.0 
Other consumer lenders 0.4 
Other investors 0.7 
Residual: Individuals and others Tez 
Total Sources $49.6 


Because of rounding, figures may not add to totals. 


Fig. 7. Suppliers of funds in the financial markets, 1961. (Source: Reierson, 
“The Investment Outlook for 1963,’ Bankers Trust Co., New York.) 


tions, there has been considerable discussion as to whether Federal Reserve con- 
trols should be extended to cover their activities. The advocates of enlarging 
Federal Reserve powers usually rest their case on two main propositions: 

(1) Nonbank financial institutions are capable of creating liquid assets in a 
manner identical to the demand deposit creation by commercial banks. If a 
commercial bank demand deposit is shifted to, say, a mutual savings bank, the 
demand deposit is not destroyed. As soon as the mutual savings bank disburses 
the funds in the form of a loan or investment, the demand deposit returns to the 
commercial bank. But because of the original shift of the deposit to the mutual 
savings bank, there has been added lending or investing by the mutual savings 
bank that in turn stimulates economic activity. The source of this stimulus, how- 
ever, does not fall under the monetary controls of the Federal Reserve System. 
In the illustration, so far as the economy as a whole is concerned, demand de- 
posits (or the money supply) remain unchanged, although the velocity of turn- 
over of the money supply has increased. Moreover, a savings deposit has been 
created that, although not money in the strict sense, represents a highly liquid 
asset. 

(2) The asset growth of nonbank financial intermediaries, it is argued, has 
greatly outdistanced the asset growth of commercial banks. Since these interme- 
diaries can mobilize liquid assets—that is, can affect the velocity of turnover of 
the money supply—they weaken the effectiveness of monetary policies and bear 
some responsibility for the postwar inflation in the United States. 

The opponents of extending Federal Reserve controls over nonbank finan- 
cial institutions generally deny that financial intermediaries create credit as do 
commercial banks, and stress that these institutions are primarily intermediaries, 
acting as conduits for savings—that is, they transfer credit rather than create it. 
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It is also argued that empirical evidence does not offer support for the proposi- 
tion that monetary policy in the United States has in fact been offset or weakened 
by the operations of the nonbank financial intermediaries. 


LOANS TO BUSINESS. In the period since World War II, nonbank 
sources have become increasingly important as supplementary suppliers of short- 
term credit to business. Such credit is either extended directly by specialized 
concerns, notably factoring or finance companies, or through the purchase of 
open-market paper such as commercial paper and bankers’ acceptances. , The 
latter markets are discussed briefly below and in greater detail in Section 1 
(Interest Rates and Money Markets) and Section 5 (Banking Services and 
Procedures) . 


Commercial Paper. Open-market commercial paper consists of the unsecured 
promissory notes of large corporations whose credit rating is so high that their 
1.0.U.'s are immediately accepted for trading in the money market. Their 
promissory notes are issued in large denominations, usually for a period of 4 to 
6 months, and are sold through commercial paper dealers at a discount plus a 
small commission. Many concerns tend to favor commercial paper to supplement 
bank loans because their borrowing needs sometimes exceed the lending capacity 
of their banks and because the commercial paper rate is usually below the prime 
rate that the banks charge their best customers. Sales finance companies, by 
far the largest sellers, place their notes directly with banks and other lenders. 


Bankers’ Acceptances. Financing by means of bankers’ acceptances has also 
had a rapid growth since 1950. A bankers’ acceptance may be considered a pre- 
dated certified check, payable to the bearer at some future date. It arises pri- 
marily from international transactions and is used particularly in conjunction 
with a commercial letter of credit. Bankers’ acceptances are freely traded in 
dealer-created over-the-counter markets. The essential element making this pos- 
sible is the shifting of the credit risk to the accepting bank. 


Factors. Financial concerns that specialize in advancing funds by outright 
purchase of accounts receivable are called factors. In this so-called “nonre- 
course” situation, the factor, after passing on the credit acceptability of each 
account, assumes complete financial responsibility for the collection. The buyer 
of the merchandise is notified of the sale of the account and is requested to make 
his remittance direct to the factor. The cost of factoring consists of two parts: 
a straight interest charge for the cash advanced, which generally runs about 7% 
per annum, and a commission to cover the cost of investigating credits, book- 
keeping, collection of fees, and reserves for losses. The commission is frequently 
1 to 2% of the amount of the receivables. 


- Commercial Finance Companies. These concerns specialize in lending on 
the pledge of accounts receivable. In this arrangement, termed “with recourse,” 
the borrower retains liability for any delinquent account. Usually, the trade 
debtors are not notified that their account has been assigned to a finance com- 
pany since “nonnotification” financing is preferred to avoid giving customers the 
impression of financial weakness. 

Inventory loans can also be arranged with some finance companies on the 
basis of receipts for goods stored in a bonded warehouse or in a so-called “field 
warehouse”—i.e., a separate area set aside on the borrower’s premises and under 
the control of an independent warehouseman. The finance company advances a 
substantial proportion of the value of the inventory. As inventory is withdrawn 
from stock, either it must be replaced by a satisfactory substitute or the loan 
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reduced. In some instances, stored goods can be withdrawn against a “trust re- 
ceipt.” Banks are the principal source of inventory financing, whereas factors and 
finance companies are the major purveyors of credit secured by accounts re- 
ceivable. 


MORTGAGE LOANS. Widespread home ownership has made mortgage 
loans by far the largest single factor in the demand for long-term funds. In 1962, 
for example, net new extensions of mortgages on 1-4 family homes used $15.7 
billion, while multifamily, commercial, and industrial mortgages took another 
$8.6 billion. The total was $24.3 billion as compared with $5.5 billion in new cor- 
porate securities, $5.4 billion in new state and local government securities, and 
$6.6 billion in new United States Government issues. 


Distribution of Mortgage Debt. The total outstanding mortgage debt at the 
end of 1962 was $250 billion, including $168 billion on 1-4 family houses, $66 
billion on multifamily and commercial properties, and close to $16 billion on 
farms. As indicated in Fig. 8, financial institutions play a dominant role in 
providing mortgage credit, accounting for $198 billion of the total. 


Billions of Percent of 
Dollars Total 

Total er ND 100.0% 
Savings and loan associations 79.1 31.6 
Life insurance companies 47.0 18.8 
Commercial banks 34.4 13.8 
Mutual savings banks 32.3 12.9 
Individuals and all others 572 22.9 


Fig. 8. Mortgage holdings by financial institutions, December 31, 1962. 


Savings and loan associations typically provide nearly half of the total new 
flow of money into the mortgage market each year. This dominance has been 
the combined result of the rapid asset growth of these institutions as well as 
their preference for mortgages. At the end of 1962, 84% of savings and loan 
association assets consisted of mortgage loans. Mortgage investments have en- 
abled the associations to pay relatively high dividends on their deposit-shares, 
which in turn have attracted additional savings. 

Life insurance companies rank second in terms of mortgage loan holdings 
and third in the annual supply of new mortgage funds. The companies usually 
hold over a third of their assets in mortgages, with most of the balance in cor- 
porate bonds. 

Mutual savings banks also concentrate heavily in mortgages, now ranking 
second as annual suppliers of new mortgage loans. Since these banks are found 
in only seventeen states—mainly in New England and the Middle Atlantic 
States—their lending activities are also confined mostly to this area. 

Commercial banks, as previously indicated, have been rapidly increasing 
their participation in the mortgage market. This has resulted to a large extent 
from the notable growth in time deposits and the need to pay interest rates that 
are competitive with those offered on savings deposits by other institutions. 


The Home Mortgage Business. It is estimated that more than 75% of all 
residential real estate transactions involve the use of mortgage credit. In extend- 
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ing mortgage credit, lenders consider both the asset securing the loan and the 
credit worthiness of the borrower. 

Private mortgage companies frequently act as correspondents or intermedi- 
aries between mortgage borrowers and institutional lenders. They are usually 
authorized to act on behalf of the lenders by making stipulated types of mortgage 
loans in specified amounts. They often also service loans by receiving payments, 
collecting and remitting real estate taxes and property insurance premiums, and 
in other ways looking after the loan. Mortgage correspondents typically receive 
one-half of 1% of the loan balance for these services. 

Careful appraisal of real estate values is particularly important if the ratio 
of loan to market value is high. The percentage of value extended by any 
institution depends on law, tradition, and the investment policy of the particular 
lender. Legal restrictions on the maximum percentage of appraised value vary 
among different types of institutions as well as among states. For life insurance 
companies operating in New York State, for example, the maximum ratio per- 
mitted on residential dwellings is 75% whereas savings and loan associations are 
allowed to lend up to 90%. (See also Section 7—Security Analysis.) 


Types of Mortgages. The terms of a typical residential mortgage loan re- 
quire its monthly amortization—i.e., the repayment of principal and interest 
over the life of the loan. The widespread practice of amortizing mortgages has 
resulted from the dismal experience of the great depression of the 1930’s when 
many nonamortized mortgage loans had to be foreclosed at a time of drastically 
declining real estate values. 

An insured or guaranteed mortgage is one that has been insured to some 
extent against loss by a Federal agency (see below). 

Conventional mortgages are those made without benefit of any type of gov- 
ernment guaranty or insurance. In 1962, out of a total of $168.4 billion of out- 
standing mortgage debt on nonfarm 1-4 family homes, $106.4 billion was con- 
ventional, $32.3 billion Federal Housing Administration-insured, and $29.7 bil- 
lion Veterans Administration-guaranteed. 


Federal Agencies in Mortgage Finance. In 1947, Congress established the 
Housing and Home Finance Agency, which has under its jurisdiction several 
agencies. The two most important from the viewpoint of mortgage lending are 
the Federal Housing Administration (F.H.A.) and the Federal National 
Mortgage Association (F.N.M.A., usually called “Fannie Mae”). 

The purpose of the F.H.A. is to add the credit of the Federal government to 
that of the individual borrowing to buy or build a home. To promote the market 
for residential mortgages, the F.H.A. insures mortgage loans made for constructing, 
purchasing, or repairing homes by guaranteeing to pay any loss resulting from 
defaults in the form of F.H.A. debenture bonds. Since these debentures are 
guaranteed by the United States Treasury, the mortgage loan is in fact under- 
written by the Federal government. To be eligible for F.H.A. insurance, the loan 
and the property securing it must meet detailed specifications. The F.H.A. does 
not lend money but provides insurance for institutions granting mortgage loans 
under F.H.A. regulations. The insurance premium is 4%%. 

The introduction of F.H.A.-insured mortgages has encouraged lenders to extend 
some mortgage loans that otherwise would not have been made, to encourage 
easier credit terms and longer maturities, and to stimulate the demand for mort- 
gage loans during certain periods. The F.H.A. sets maximum interest rates on 
its insured mortgages. Because of the inflexibility of these interest rate ceilings 
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(514% in mid-1963 plus the 44% insurance premium), F.H.A. mortgages may sell 
at discounts when the market rate exceeds the F.H.A. maximum. é 

As part of the “G.I. Bill of Rights,” Congress authorized the Veterans Admin- 
istration to guarantee or insure private mortgage loans made to veterans. The 
V.A. assumes the “first risk” on mortgage loans up to a maximum of $7,500 or 
60% of the loan, whichever is less. Under the V.A. guaranty program, no In- 
surance premium is paid by either the borrower or lender. However, the V.A. 
also places a maximum authorization rate on V.A.-guaranteed loans. The permis- 
sible rate was 514% as of mid-1963. Because of this relatively low rate, V.A.- 
euaranteed loans have become less attractive to some lenders. [See Robinson 
(ed.), Financial Institutions. | 


Mortgage Loans for Non-Real Estate Purposes. In the postwar period, 
many home owners increased their equity through amortization payments while 
market values for residential properties were well maintained or even raised. This 
set of circumstances was favorable for enlarging mortgage debt on existing prop- 
erties, with the proceeds of the loans going to other uses, such as financing the 
college education of children. In 1962, for example, with residential construction 
outlays up to $2.5 billion, residential mortgage debt increased by $13.4 billion. 
Thus, the refinancing of mortgage debt appears to be playing an increasing 
role in the mortgage market and consumers are apparently financing more of 
their needs through mortgage loans. 

Mortgages created in connection with corporate bond issues are discussed in 
detail in Section 14 (Long-Term and Intermediate-Term Borrowing). 


CONSUMER LENDING. Consumer credit has been playing an increasingly 
important role in financing consumer expenditures during the postwar years. 
From a total of $27 billion at the end of 1952, total consumer credit outstanding 
rose to $63 billion at the end of 1962. During the same period, repayments on 
installment credit contracts rose from 10.6% to 13.2% of disposable incomes of 
consumers. The purposes for which consumers incurred this debt are indicated 
in Fig. 9. 


Billions of 


Dollars 

Total consumer credit outstanding $63.5 
Installment credit 48.2 
Automobile paper 19.4 
Other consumer goods paper 12.9 
Repair and modernization loans 3.3 
Personal loans 127, 
Noninstallment credit G39) 
Single-payment loans 5.6 
Charge accounts 56 
Service credit 40 


Fig. 9. Total consumer credit, December 31, 1962. 


As noted above, the single most important component of consumer credit con- 
sists of automobile paper. Other durable consumer goods, such as dishwashers, 
refrigerators, and TV sets, are also bought heavily “on time,” while in the decade 
ending 1962, personal installment loans outstanding more than tripled. Personal 
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services, including doctor bills, travel, and education, are being increasingly 
financed with installment credit. Noninstallment credit accounts for nearly a 
fourth of all consumer debt. It is split among single-payment loans, regular 
retail charge accounts, and service credits. ; Pe 


Sources of Credit. The Federal Reserve Bulletin (Board of Governors 
Federal Reserve System) contains each month statistical data on the sources 
and uses of consumer credit. The most important suppliers are commercial banks, 
sales finance companies, retail stores, credit unions, and consumer finance com- 
panies, as shown in Fig. 10. 


—————— a EE na tee eet eb eer yer ary eee erie 


Billions of Per Cent 
Dollars of Total 
Total installment credit outstanding $48.2 100.0% 
Commercial banks 18.9 39.2 
Sales finance companies 12.2 25.3 
Credit unions 5.0 10.4 
Consumer finance companies 41 85 
Retail stores 6.4 13.3 
All others 16 3.3 
Total noninstallment credit outstanding 15.2 100.0% 
Commercial banks 47 30.9 
Other financial institutions 0.9 59 
Retail stores Bl 33.6 
Credit cards 05 Bas 
Service credit 4.0 26.3 


Fig. 10. Suppliers of consumer credit, December 31, 1962. 


Commercial Banks. Although it was not until the end of World War II that 
commercial banks entered the field of consumer credit on a large scale, they are 
now the largest suppliers. They strive aggressively for this business and occupy 
a strong competitive position partly because of local branches, which make them 
easily accessible to buyers of consumer durables. Moreover, their rates for install- 
ment credit are often lower than those charged by other lending institutions. 

Commercial banks not only extend credit directly to consumers but also indi- 
rectly by making loans to sales and consumer finance companies. They also 
provide funds to finance companies through open-market purchases of their 
commercial paper. 


Sales Finance Companies. The expansion of sales finance companies paral- 
leled the growth of the automobile industry in the United States. Although auto- 
mobile paper still represents the major portion of their business, installment 
paper to finance the purchase of other consumer durable goods, especially house- 
hold appliances, is also handled on a large scale. 

Sales finance companies specialize in buying installment contracts from 
dealers. They also finance the dealer’s inventory of cars and appliances. Such 
arrangements are usually referred to as “wholesale financing” or “floor planning.” 

Several very large sales finance companies, such as Commercial Credit Com- 
pany, C.1.T. Financial Corporation, and General Motors Acceptance Corporation, 
operate on a national scale. They rank among the world’s largest financial insti- 
tutions and maintain hundreds of offices throughout the country and Canada. 
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Their capital is raised in a variety of ways. If the finance company 1s a sub- 
sidiary of a manufacturing concern or some other holding company, the basic 
source of equity capital is the parent company. Sales finance companies are also 
able to borrow heavily because of the liquidity of most installment contract 
loans. Aside from obtaining large lines of credit from commercial banks, the 
large companies are able to tap the open market by selling large amounts of 
commercial paper and debentures. In addition, sales finance companies borrow 
long-term funds from insurance companies through direct placements. 

The conditional sale (or lease in certain states), under which title does not 
pass to the buyer until final payment has been made, is the basis of sales finance 
company operation. If payments are not made when due, the finance company 
simply repossesses its own property. Most states have laws providing for the 
sale of the repossessed property at auction, and payment of the proceeds, after 
satisfaction of the debt and all costs, to the delinquent buyer. These laws, because 
of loopholes and lax enforcement, have proved of limited importance to financially 
embarrassed purchasers. 

Except in those states that have enacted special sales finance legislation, there 
is no legal limit on the rate of interest that can be charged for financing the 
sale of merchandise on the installment plan. Usury statutes apply only to inter- 
est charged for the loan or use of money, and merchandise rather than money is 
involved in these transactions. Relatively high rates of interest are charged, in 
part because of high operating expense in such financing. 

Sales finance companies operate on either a recourse or a nonrecourse basis. 
Under the recourse method, repossessed goods are turned back to the dealer, who 
reimburses the finance company on a previously arranged basis. Refinements of 
this method have been evolved, but in essence, it means that the finance com- 
pany does not assume the credit risk. This method is generally used by large 
finance companies. Smaller companies nearly all use, for competitive reasons, the 
nonrecourse method, under which they acquire installment notes unconditionally. 
In the instance of default, the finance companies assume the responsibility of dis- 
posing of repossessed merchandise themselves. The finance company must then ~ 
rely on the credit of the buyer and the value of the merchandise involved for its 
protection, rather than on the financial standing of the dealer as under the recourse 
method. 


Credit Unions. Credit union membership is predicated upon a common 
bond, such as employment, membership in a church or association, or living in 
the same community. Since passage of the Federal Credit Union Act in 1934, the 
number of credit unions has increased rapidly, and at the end of 1961, there were 
over 20,000 with nearly 12,840,000 members. Their $5 billion of installment 
credit outstanding at the end of 1962 was one-tenth of the nation’s total. Only 
members may supply funds to credit unions and borrow from them. Members’ 
deposits are evidenced by passbooks or by certificates of “savings shares” on 
which the credit unions pay dividends. In 1961, over half of the United States 
credit unions were paying dividends of more than 4% per annum on their share 
units. 

Most of the loans made by credit unions are consumer installment loans ex- 
tended to members at rates comparable to those charged by commercial banks. 
It is from the interest received from these loans that the credit unions are able 
to pay rates of return to their savings members averaging about 4%. They have 
thus become increasingly strong competitors for their communities’ small liquid 
savings, and increasingly large consumer installment lenders. Credit unions, espe- 
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cially in their role as competitors for savings, are more extensively treated in 
Section 4. (Credit Union National Association, Credit Union Yearbook, 1962.) 


Consumer Finance Companies. These are the so-called “small loan com- 
panies” that at one time were restricted to an upper limit of $300 per loan. With 
inflation, this limit has been raised by most states, with some now permitting as 
much as $5,000. Small loan companies make both unsecured loans (based solely 
on the borrower’s income and credit standing) and secured loans, based on a 
chattel mortgage against automobiles, furniture, and other durables. There are 
a number of very large companies, such as Household Finance Corporation and 
the Beneficial Finance Company, each of which has hundreds of offices. 

Most of the companies operate under the Uniform Small Loan Act drawn up 
by the Russell Sage Foundation and adopted, with various modifications, in some 
forty states. Designed to drive loan sharks out of business by furnishing small 
loans at reasonable cost, they are closely regulated. Although personal finance 
companies are exempted under the usury laws, the rates that they may charge 
and the amounts they may lend are limited in the Small Loan laws and vary 
slightly from state to state. Copies of contracts must be given the borrower, and 
charges are made on a flat basis on the unpaid balance due and collected each 
_ month, so that there can be no misunderstanding on the part of the borrower as 

to what he is paying or what he should pay for the loan. Fees and extra charges 
of any character are expressly forbidden, as a rule. 

The all-inclusive charge varies among the states from 344% per month on the 
unpaid balance to as low as 1% on the amount in excess of $200. Although these 
rates look high compared with the rates on commercial bank loans, they actually 
are low compared with “loan shark” rates of 520 to 1040% per annum that would 
be the alternative for many of their borrowers. Because of the very high costs 
per dollar in lending money in small amounts, these rates are not to be com- 
pared with the interest rates of commercial banks, for example, charged on loans 
of larger sums. These are character loans, co-makers or collateral ordinarily not 
being required. The borrower and his wife (if married) are required to sign the 
note. In addition, a chattel mortgage may be taken on the household furniture, 
but it is not filed and is of doubtful legal value. Personal loan companies rarely 
are willing to take the responsibility for breaking up a home by seizing pledged 
furniture. 


Industrial Banking. The term industrial banking is applied to the lending of 
money on co-maker notes. Starting in Norfolk, Virginia, in 1910, Arthur Morris 
developed a copyrighted note on which the borrower secured the signatures of two 
or more persons as co-makers. Accommodation endorsers thus became co-makers 
with consequent change in their legal and financial responsibilities. Such loans are 
used both for personal and small business purposes. In this method of lending, 
investigation fees and discount are deducted in advance. Penalty fees are charged 
for late payments and other contract infractions specified. 

Industrial banks have come more and more to resemble ordinary commercial 
banks, employing conventional lending methods as well as their characteristic 
type of loan. Most have now converted to commercial bank charters, in fact, and 
have dropped the word “industrial” from their names. Many of these, however, 
continue to specialize in consumer lending. 

Regulation W. During World War II, consumer credit was subjected to Fed- 


eral Reserve Regulation W in an effort to limit inflationary credit expansion. 
This control was again invoked in 1948-49 and during the Korean War, to curb 
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consumer demands at a time of inadequate supplies, but was terminated in 
1952. The regulation gave the Board of Governors power to set minimum down 
payments and maximum maturities on installment credit on cars and major 
appliances. 

Some economists have opposed selective credit controls because of their inter- 
ference with a free market and also because of doubts about their effectiveness. 
The proponents have argued that consumer credit has been a major influence in 
creating inflation and in aggravating the cycles in consumer and aggregate spend-. 
ing. 

Effective Rates of Interest. The precise computation of effective interest 
rates on installment credit is made difficult by the fact that payments not only 
vary in amount but also in their duration. Moreover, it is often difficult to dis- 
tinguish between interest and service charges, such as insurance. (See Ludtke, 
The American Financial System.) One formula that provides a close approxima- 
tion to the effective rate of interest is frequently employed: 


2xMxI 


Bont 35) 


where 


R = rate of interest per annum. 

M = number of installment payments per year (if monthly 12; weekly 52). 
I = dollar cost of the finance charge. 

P = the original balance of the loan (principal). 

n = number of total installment payments. 


Example 1. Assume a commercial bank lends $100 to be repaid over a year 
with a discount of $6. Find the rate of interest: 


2xX12X6 
R= $100 X (12+1) 111% 


Example 2. Assume a small loan company requires monthly payments of $9.90 


to repay a $100 loan over one year. This means 12 payments of $9.90 or $118.80 
in all. Thus the interest charge is $18.80. 
2 X 12 X 18.80 


R= $i00x G2+1) 7 34"” 


SECTION 


INTERNATIONAL BANKING 


CONTENTS 
PAGE Pace 
International Payments Financing of Foreign Trade 

they balance ‘of payments: ...-cc.sceiccie oe ee's 1 Risks in foreign trade financing 15 
HROICROERGOIG btae tacts co sccie dete cee olen sereerts 1 Financing by the exporter ........cscceccoses 15 
Payments: transactions. ~ sas. ccc os eons oaiss ct 2 Shipment on open book account .......... 15 
PUTCO ASE Ota SETVICES: ot cis.2.c)e aiaeinaeetests ate aes 2 Wonsignimentty poewaasecis st decsiecietinecas/ncteyteloteels 16 
Moreicnm exchange: Moak viscsscacceseocaetenne tee 2 Wollection le Arattus mcr: vleriscuiremsrarietelststteists 16 

Customer’s instructions to a bank for the 
Foreign Exchange Markets : collection of a GESit sChE 2) So hawinsuee wen 17 
‘ ; Financing by the importer .....0-...scceesss 18 
Aooek functions of foreign exchange Payment with (order ®...c.jch os see ee ornate ciate silo 18 
BRAT RIO UR errr ts .ss5,scoa saols pracn is ace aia a/ayoase soa aac 3 Partial payment in advance «....s..sscoecee 19 
The New Work market) cxcsche ocidecleseeeee 3 pees Be documents eee 19 
Foreign exchange sDLOKEr pat. seiticaatieraisterersseloy 4 Financing by the exporter’s bank ........... 19 
Quotation of rates of exchange ............ 4 Advance: ont drafts vanes «cise betinetelas erictste 19 
The international gold standard ........... 4 Discountmor naTatts! tech istaietseiae anicsemese es 20 
Open market and commercial rates ........ 5 Invelimmemioines Vill, sAdnncosoossdeso5esadon00004 20 
Types of exchange quoted ..............06s 5 Financing by the importer’s bank ............ 20 
Types of credit instruments ................. 5 Commercial letter of credit ..............+. 20 

Cable GRATISLOLSs “ole rsseiowAe erate erelensierore torereete = 6 Application and agreement for commercial 
Mail UNANSTOLS al ce perce re se weractnie © eleinvenstae’s 6 letterwofucreditaG,, 3) ne. ee 21 
Sight GL GS ae tarevsioie racers torsos eisieseuein eines oleae fevelons ois 6 A commercial letter of credit (f. 4) .... 22 
Time drafts ........... beet tenet eee eens puts Import and export letters of credit ........ 23 
Application for foreign check or mail Revocable and irrevocable letters of credit . 238 

WRIA GS WW) skndqgeonaoacbéngnpannoades Confirmed and unconfirmed letters of 
Future exchange transactions ..............+ 8 Se ete | MA. aN Shs Ras AA PCR fete ESE ai HES E 23 
The forward exchange market .............. 8 Revolving letter of credit ..........0e.+00s 23 
Speculation in exchange .............+++++000- 9 Assignable letter of credit ..........00.0006 23 
ATDItrage 2... 66 ee eee eee e eee ete ence eens 9 Authority to-purchase: ~ .. sasu. osloeeeas cscus 23 
Free vs. controlled currencies ..........++.++- 9 Documents attached to draft ......e.ececee 24 
Exchange control .............-sssseeeseees 10 Traveler's letter of credit) aus: sae c eee rents 25 
Example of elaborate controls .............- 10 A traveler’s letter of credit (f. 5) ....... 25 
SEF AVCLCES”, (CDECKS' saasyeute secrets ste ae tecinveseeie(ois le eres 26 
International Departments of Banks Traveler’s check (f. 6) 26 
American depositary receipt 26 


Operations of an international department .. 11 


ENVowaaCCOUNDS mSCCCIONisisle s1-ieie aisis|s/alsislerait- siereietee 11 
PLONOTS THM LCLLCLS) tie isic te aleisisivis is s\ale)slovere,elelolole.s wieaiaieisce 12 
Foreign exchange traders ........-.+++-++0e-- 12 
Commercial credit division ............s..+.. 12 
Ea viele SOC tLOM Mrcrsieierevercis «isrelelals cist sioferavateleit o74\eielel=\e 12 
Foreign Collections 42.5. .00.-cs.ens see e eens 12 
Foreign bookkeeperS ......-..+eeeeeeereeeeees 13 
(GUDIGS eset eee e ees ctiee her et acne res snes 13 
PO CUNAENOS)) Legere dieisiseioisi ots itil fe ojo ere, 4.0 ele eieisle)d @ sales ace 13 


Foreign Branches and Affiliates 


Foreign branches of American banks .......- 13 
The Federal Reserve Act ........+++++sseeee- 14 
Edge Act corporationS ........-.seeeeeeeeees 14 
Role of the Federal Reserve banks .......... 14 


Agencies and branches of foreign banks ..... 15 


U.S. Government and International 


Agencies 
Background | Use ckince siccteels «steele stoeis wielsisiee os 27 
Lhe UeSa) Exportslmporte Bank wsesnis nies 28 
The U.S. Agency for International Develop- 
rien ban CAADNLD 5) bare is see -eerrcver star stectec eta scare sitiow 28 
The International Monetary Fund and the 
IWiorld ees ani wien a naleaor rial «catenin ere 28 
The International Monetary Fund ........ 29 
Chen iotle @asankcty. skis See kneiian eames «ame 29 
The International Finance Corporation 
(ARG) Berane erence tne fe oer ctele careinre eels oe ee 29 
The International Development Association 
(QUI DYAENE nna eeaosee On ot dOb oe boc Onno OnoS 29 


The Inter-American Development Bank .... 29 


sd i % a a 
Tt iat oh 7 
are ia big be | 

~ ae i 
a jt, a ce 
Fr, °P. ‘4 
ut 
r A r 
‘) Coreg 
hs ; 
ie 


uv 
< t 
we 
1 
A 
er 
‘ 
a h i oe 
‘ We dy weve pee 
6 ; ’ : ores, } Th akon ‘i eye fies Ces Fe eee aee 
| rrr t : SS | TAS ined i9 = 714 Pe oa “ay 7 
( i is ; 
4 ’ fom lop 25 7 
: jen eite i inkl 9 
| ; Mae «J ate erent ead ego a 
‘oy ; 4 mute wht 1 he niacdNer pat ore * 
‘ = fe - § Kare be bitte 2 
- : - FH 
oe real A: Seid «pe wean ‘he Pgh 
iol Ki Be Fn nn ta Re 
io a ' a Svelema 
A / - f aa eolat letter 
iv ; 7 by at re ne x patote , 
t=, See 
ae 
at 
wh 
7s . . mer a tF é 
i V f HN tt ote 
— i t i 
. Me Pane “irl 
fin (thet ay 
‘ ‘ ‘ : we “ue 
} i ’ « * 
*? ; Serr uu 
y rh ee Opa bytes Tee onne 
> fe ¥ +47ee +1 dips | Clawnapes -_ 
A a 
: y if § ooo bn ee I : 
A 1 j © 4) arhowrd oeny beasy sora bate. | a ae 
‘ " ' if rete a4 yan Caasreres i 
i ig ua eee ah = Pe 


fis fcetd idiot fev : ast ? to, atrracin rage) Li 
: = ' “Ty «+ Hremewerdigels freon tly 
| Ree Emer hr 


4 
=aeVetbeetv ade 


Aba d Lf " 

ih ae g 

ee nate w 
rennails 


1 vy 


<Wi.tds seapaha 
We er fa 
47 AR nea ote 

Bes wee ee 

ibs 

~ tiny aka hae 


) Scat’ Giearth. anes a. alla ‘ban 
| ; ' Tncnt inte 4 mi AC’ oi) iae land 
. Pe airy seeioe 


+ be¥ Lee 


eehi 


SECTION .3 


INTERNATIONAL BANKING 


International Payments 


THE BALANCE OF PAYMENTS. The balance of payments has been 
defined by the United States Department of Commerce as “an itemized account 
of the commercial and financial transactions conducted within a stated period of 
time, by all the people of that nation with the people of all other nations.” 

Total payments or debits of a country must be balanced by an equal amount 
of receipts or credits. If payments to be made abroad by a country exceed its 
total receipts, it must cover the difference by drawing on its international liquid 
reserves, 1.e., foreign short-term assets, or by exporting gold, or by borrowing 
abroad. In the latter case it merely postpones the settlement by promising to 
pay at some future date. A country’s balance of payments is called favorable 
when it receives gold or foreign securities on balance in settlement of its net claims 
against the rest of the world. It is unfavorable when it exports monetary gold, 
reduces its liquid foreign assets, or borrows abroad to pay its net obligations to 
other countries. 

Items entering into the balance of payments are generally grouped into (1) 
current items, (2) unilateral transfers, (3) capital movements, and (4) changes 
in short-term foreign assets and monetary gold movements. Current accounts 
consist of imports and exports of commodities (foreign trade) and services (often 
called invisible items). Unilateral transfers are cash, goods, or services pro- 
vided to foreigners without a return payment. They are either official, such as 
reparations or economic aid, or private, such as immigrant remittances to rela- 
tives, or contributions to eleemosynary organizations. Capital movements are 
subdivided into short-term and long-term. 

The current items indicate whether or not a country is paying its way in its 
commercial transactions with the rest of the world. The capital accounts show 
how, in the absence of monetary gold movements, a favorable current-payments 
balance has been employed, or how a deficit on current account has been covered 
through borrowing or sales of securities abroad. (See Young, The International 
Economy.) 


Role of Gold. The function of gold in settling international accounts is sim- 
ilar to that of cash in domestic transactions. Just as every individual or business 
maintains a cash balance to meet obligations, so the central bank or treasury of 
each country holds gold or claims on gold abroad to effect international payments. 
Monetary gold movements must be distinguished from shipments of gold as a 
commodity. When a gold-producing country like South Africa exports newly 
produced gold, its monetary gold reserve is not affected. In fact, such gold ex- 
ports, so far as the balance of payments of the gold-shipping country is concerned, 
differ in no way from other commodity exports. But exports of gold exceeding 
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current production of the metal, as well as gold exported by nongold-producing 
countries, constitute monetary gold movements and reduce monetary gold re- 
serves of these countries. 


PAYMENTS TRANSACTIONS. Transactions entering into the balance of 
payments create the demand for and supply of foreign exchange of a country. 
Foreigners buy dollars, for example, to pay for the following current items: 


1. Exports of goods from the United States. 
2. Services rendered by the United States to foreigners. 
3. Interest, dividends, and profits earned by United States capital invested abroad. 


Americans buy foreign exchange to pay for: 
1. Imports of goods from abroad. 
2. Services rendered by foreigners to the United States. 
3. Interest, dividends, and profits on foreign capital invested in the United States. 


Foreigners buy dollars to finance the following capital and gold movements: 
1. Purchases of American securities and investment in real estate and industry. 
2. Purchases of foreign securities held in the United States. 
3. Amortization and repayment of dollar loans. 
4. Withdrawal of dollar balances from foreign banks. 
5. Gold exports from the United States. 


Americans buy foreign exchange to finance: 
1. Investment of American capital abroad. 
2. Repurchase of American securities held abroad. 
3. Amortization and repayment of loans contracted by Americans in other 
countries. 
4. Withdrawal by foreigners of balances with American banks. 
5. Gold imports into the United States. 


Purchase of Services. Payments for services rendered by one country to others 
include tourist expenditures, bills for freight, travel, and communications, insur- 
ance premiums, commissions, advertising purchased, rents, royalties, and bills for 
electric power transmitted across national borders. All these items cause a de- 
mand for and supply of foreign exchange. 

When an American visits Italy, he buys transportation, hotel accommodations, 
food, amusement, and personal services. These purchases. constitute Italian ex- 
ports (invisible) to the United States. The American tourist pays either with lire 
purchased in the United States or with American currency, i.e., actual cash or 
travelers’ checks and other dollar credit instruments. In the latter case, the tourist 
creates a demand for lire and a supply of dollars in Italy when he exchanges his 
currency or credit instruments into lire. 


FOREIGN EXCHANGE. Trade, travel, and other dealings between na- 
tions create the problem of making and receiving payments across political 
borders. Since one country’s currency is not legal tender in another country, a 
debtor must make payment in the currency of the creditor’s country, unless the 
creditor has agreed to accept payment in the currency of the debtor’s country. 

Foreign currencies and credit instruments stated in foreign money are called 
foreign exchange. A pound sterling note of the Bank of England is legal tender 
in Great Britain, but it is foreign exchange in the United States. Bank balances, 
bank drafts, remittances, telegraphic transfers, checks, and other payment media 
stated in foreign currencies constitute foreign exchange. 
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Foreign Exchange Markets 


NATURE AND FUNCTIONS OF FOREIGN EXCHANGE MAR- 
KETS. A foreign exchange market is a place where foreign exchange is bought 
and sold in large amounts. In continental European financial centers, foreign ex- 
change trading is conducted on the bourses (stock exchanges). In New York 
and London there is no foreign exchange market place in the literal sense. Busi- 
ness 1s transacted over the telephone—private wires binding together the impor- 
tant dealers and brokers—and the trading machinery is so efficient that dealers 
and brokers readily learn demand and supply conditions and quotations for a for- 
eign currency at any time. 

The leading foreign exchange markets are located in the international finan- 
cial centers, such as New York, London, Paris, Frankfurt, Amsterdam, and 
Zurich. In addition, many large cities throughout the world have markets for 
dealing in foreign exchange. Although widely separated by land and water, these 
markets are in constant communication with each other by cable, telegraph, tele- 
phone, and radio through networks of branches and correspondents maintained 
by large banks and foreign exchange dealers. Modern communication facilities 
have practically fused all financial centers into one great foreign exchange market. 
(See Fousek, Foreign Central Banking: The Instruments of Monetary Policy.) 


The New York Market. The principal foreign exchange market in the United 
States isin New York. Quotations for foreign currencies established there and 
listed in the daily newspapers provide the basis for foreign exchange transactions 
in smaller markets throughout the country, such as Boston, Chicago, St. Louis, 
San Francisco, New Orleans, and Seattle. Because the business day in Europe 
begins several hours before the American business day, foreign exchange dealers 
here have the advantage of knowing what developments have taken place in the 
European markets before they actually begin trading. Rates prevailing in foreign 
markets have an important bearing on those quoted by New York traders. 

The foreign exchange business of the New York market is transacted by the 
large commercial banks, branches, agencies, and subsidiaries of foreign banks, 
some investment banking firms, specialized foreign exchange dealers and brokers, 
and several small banks that specialize in selling immigrant remittances. By far 
the most important segment of the market is that comprising the commercial 
banks. They have the resources, trained personnel, and facilities for carrying out 
virtually every type of international financial transaction. 

When the world is politically and economically at peace and trade between na- 
tions is not unduly impeded by governmental regulations, when people are not 
prohibited or restricted in sending funds abroad, when tourists can travel abroad 
freely, these banks have a continuous influx and outgo of foreign exchange that 
increase and decrease, respectively, the balances they maintain with banks in for- 
eign financial centers. They acquire foreign exchange in whatever amount and 
form offered, such as interest coupons and dividend checks stated in foreign cur- 
rencies, foreign drafts and remittances, and foreign currency notes, which they 
forward to branches and correspondents abroad for collection and credit to their 
accounts. The large commercial banks are continually selling, against their bal- 
ances abroad, foreign exchange in the amounts and forms demanded, such as 
drafts, cable transfers, remittances, travelers’ and commercial letters of credit, 
and foreign currency notes. They must thus maintain in practically every country 
bank balances in amounts commensurate with the volume of business transacted 
with that country and with due regard to the degree of stability of that country’s 
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currency. These balances may fluctuate relatively little from day to day, since 
purchases and sales of foreign exchange tend to counterbalance each other. 


Foreign Exchange Brokers. Brokers act as intermediaries between buyers 
and sellers. They are in constant telephonic communication with large dealers in 
foreign exchange, and bring bids and offers together. Receiving an offer of ex- 
change at a stated price, the broker seeks a bid at a slightly higher figure; on 
receiving a bid at a certain rate, he seeks an offer at a slightly lower rate. In 
either case the seller makes delivery directly to the buyer at the higher rate, and 
pays the difference to the broker as his commission. 


QUOTATION OF RATES OF EXCHANGE. The price of a country’s 
monetary unit, expressed in the currency of another country, is called its rate of 
exchange. There are two generally used methods of quoting exchange rates: (1) 
the direct method, stating the number of units of domestic currency that will buy 
a unit, or multiple thereof, of the foreign currency; and (2) the indirect method, 
stating the number of units of the foreign currency that will buy a unit of the 
domestic currency. The New York exchange market quotes foreign currencies by 
the direct method, as commodities are quoted, namely, so many dollars or cents 
per one or 100 units of the foreign currency. In London, most exchange rates are 
quoted by the indirect method, so many units of the foreign currency for one 
pound sterling. For example, Swiss exchange may be quoted in New York at 
22.9 and in London at 12.23, which would mean that 1 Swiss frane costs 22.9¢ in 
New York, whereas in London 12.23 Swiss frances would buy £1. Consequently, 
in London the exchange dealers’ rule is “buy high and sell low,” the reverse of 
the principle followed in commodity trading. 

London adopted the indirect quotation method because the pound sterling, as 
the monetary unit of highest value, is exchangeable for multiples of the currency 
of other countries, and because this method makes possible quick comparison be- 
tween London exchange rates and foreign rates on London. Thus, when New 
York quotes £1 = $2.79 and London quotes $2.81 = £1 (instead of the direct 
method $1 = 7.1 shillings), no calculation is required to compare the two rates. 

If several countries use the same monetary unit, as do Great Britain, Ireland, 
and New Zealand, or the United States and Canada, exchange rates may be quoted 
in percentage deviations from par. 


The International Gold Standard. Exchange rates fluctuate, like prices of 
other commodities, in response to demand and supply changes. Under the inter- 
national gold standard, the range of such fluctuations is restricted by the gold 
points, since a currency on the gold standard is exchangeable for a fixed quantity 
of gold. Thus, the United States dollar contains 15 5/21 grains of gold, 9/10 fine, 
that is, 1/35 of a troy ounce of pure gold (1,000 parts fine). The dollar’s fluctua- 
tions are limited because at the upper gold point it becomes profitable to import 
gold, and at the lower gold point it is profitable to export gold. 

When another country adheres to the gold standard and permits free exporta- 
tion of gold, the value of its currency in terms of the dollar will not rise beyond 
mint parity plus the cost of exporting gold to it (the gold export point), nor 
decline below parity less the cost of importing gold from it (the gold import 
point). The cost of shipping gold includes packing and cartage to and from 
terminals or piers; transportation by land, water, or air; insurance; loss of inter- 
est while the gold is in transit, and the assay office commission. 

Whenever exchanges of gold standard currencies moved beyond the gold points, 
banks would buy the currency that had depreciated below the gold point for their 
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own account, convert it into gold, ship the gold, and convert the metal back into 
their own currency to produce a profit. The purchases of the depreciated cur- 
rency tended to bring back the exchange rate within the gold points, and the 
gold shipments would continue until this took place. The profit motive could 
safely be relied upon to stimulate gold shipments, and thus to maintain exchange 
stability within the gold points. Under the Emergency Banking Act of 1933, the 
Gold Reserve Act of 1934, and Treasury regulations, holding of monetary gold by 
residents of this country is prohibited and title to all monetary gold is vested in 
the U.S. government. Since February 1934 the Treasury has followed a policy of 
buying gold at home and abroad at $35.00 per fine troy ounce (less 14 of 1% 
handling charge and the usual mint charges) and selling gold at $35.00 an ounce 
(plus the handling and mint charges) to foreign governments and central banks 
for settlement of international balances and for all legitimate monetary purposes. 


Open Market and Commercial Rates. The foreign exchange rates quoted 
daily in the newspapers are the rates at which actual transactions in large, round 
amounts take place among foreign exchange dealers (“open market trading”’), 
and not rates at which dealers do business with individual customers (“ccommer- 
cial business”). The rate quoted to customers may be higher or lower than the 
published rate, and the difference—always in favor of the dealer—reimburses the 
dealer for his expenses and gives him his profit. The difference between open 
market and commercial rates varies with the size of the transaction; the larger 
the amount involved, the smaller is the deviation from the basic rate, and vice 
versa. When demand for foreign exchange, say for London exchange in the New 
York market, exceeds the supply, dealers will bid up the price of the pound 
sterling to induce additional sales by holders of London balances. Should the 
rate rise above par, it is said that London exchange is quoted at a “premium.” 
On the other hand, when the supply of London funds in New York exceeds the 
demand, dealers will drop the rate to bring out buyers. When the rate goes 
below par, it is said that the British exchange is at a “discount.” 

In the assessment of tariff duties on imported merchandise, rates of exchange on 
foreign currencies are used that are gathered at noon daily by the Foreign De- 
partment of the Federal Reserve Bank of New York and are certified to the 
Treasury Department. These official noon buying rates are also released to the 
public. 


Types of Exchange Quoted. The bulk of foreign exchange dealings is in 
credit instruments. Transactions in actual currency notes are only ‘for small 
amounts across the counter, and are of very little importance in the foreign ex- 
change market. 

Rates at which a bank or foreign exchange dealer buys and sells foreign cur- 
rency notes are based on the quoted rates, but take into account (1) the amount 
involved, (2) loss of interest while notes remain in the bank or in transit to and 
from the foreign countries, (3) the cost of shipment and insurance, and (4) a 
service charge. Since banks and foreign exchange dealers as a rule do not trade 
among themselves in foreign currency notes, there are no uniform quotations. 
Rates vary from bank to bank, depending on such considerations as the amounts 
of foreign currency notes at the disposal of the particular bank. Banks avoid the 
risk involved in holding large amounts of foreign currency by selling cable trans- 
fers or drafts and shipping the notes to the country of origin to cover such sales. 


TYPES OF CREDIT INSTRUMENTS. Credit instruments used in for~ 
eign exchange transactions may be divided into four main types: (1) cable trans- 
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fers, (2) mail transfers, (3) sight drafts, and (4) time drafts. Exchange rates 
quoted i in the open market and published 3 in the daily newspapers are, as a rule, 
rates for cable transfers. 


Cable Transfers. A cable transfer (telegraphic transfer or “T.T.”) is an order 
telegraphed by the seller of the exchange to a party abroad (usually a bank lo- 
cated nearest to the recipient of the funds), instructing him to pay immediately 
out of the seller’s account a specified amount of foreign currency to the party | 
named in the order (beneficiary), for account of the buyer. It is essentially a 
cash transaction; the buyer pays to the seller the agreed-upon amount in do- 
mestic funds and the seller on the same day, by cable, orders payment abroad. 
The seller receives domestic funds in cash and the buyer receives the funds 
abroad, usually on the same day or on the following or second business day if 
distance, available cable facilities, and time difference occasion some delay. Al- 
though the seller often retains the foreign funds for one or two days after he has 
received the equivalent in domestic funds, interest is not considered in setting 
the quotation. The cable rate includes the cost of the cable for transactions above 
a certain minimum amount; for smaller amounts the cost of the cable will be 
charged to the buyer as a separate item. Cables are sent in prearranged codes 
to reduce the cost, to assure secrecy, and to protect the parties against fraud. 
All cable transactions for a day with a particular correspondent will be sent in 
one message at the end of the day. The cable rate is generally slightly higher than 
the rate for other types of exchange. 


Mail Transfers. In a mail transfer, the bank selling the foreign exchange 
instructs its branch or correspondent abroad by mail to make payment to the 
beneficiary and obtain a receipt therefor. Since the bank receives the dollar 
equivalent at the time of the sale, whereas its account abroad is charged only at a 
later date, depending on the distance, the bank earns interest on its foreign cur- 
rency balance during the time it takes the mail transfer to reach its destination. 
Consequently, mail transfers sell at lower rates than cable transfers. The use of 
aw mail reduces the time required to transfer funds by mail and so narrows the 
differences between cable and mail transfer rates. The buyer of a mail or cable 
transfer receives no written instrument, but merely a confirmation of the trans- 
action. Cable and mail transfers are nonnegotiable. (See Fig. 1.) 


Sight Drafts. The most commonly used type of foreign exchange is the bill 
of exchange or draft. A draft is a written order issued by the drawer to a second 
party (the drawee) to pay to the order of a third party (payee), who may be 
the drawer, a certain sum of money at sight, or on a specified date, or at a future 
ascertainable date. Bills of exchange are employed in settling foreign obliga- 
tions mainly because they are negotiable, i.e., their ownership can be readily 
transferred by endorsement. Bills of exchange are classified on the basis of ma- 
turity dates into (1) sight drafts and (2) time drafts. A foreign exchange sight 
draft is a check, stated in foreign currency, on a foreign bank, drawn against the 
balance maintained in that bank by the seller of the draft. The buyer of the draft 
mails it to the payee. 

The buyer of a sight draft must arrange his purchase in time to allow the check 
to reach the payee on or before the date his obligation is due, if he wants to meet 
it promptly. The rate for sight drafts is lower than that for cable transfers, the 
spread between the two usually equaling the amount of interest that would be 
allowed, at the rate prevailing 1 in the country on which the draft is drawn, for 
the period that the draft is in transit. 
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Time Drafts. A time draft, also called long exchange or a long bill, is pay- 
able on a specified future date, usually after 30, 60, 90, or 120 days. Normally, 
the rate for time drafts, the “long rate,” is lower than that for sight drafts, since 
the drawer’s account abroad will not be charged until the draft is presented at its 
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Fig. 1. Application for foreign check or mail transfer. 


maturity date. The long rate is usually equal to the sight rate less interest at the 
rate prevailing in the center on which the bill is drawn. Time drafts of long tenor 
are thus quoted lower than those of shorter term. 

The demand for and supply of time drafts arise mainly in connection with 
foreign trade transactions. A New York importer of goods from France, obli- 
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gated by the terms of his contract to pay on receipt of the bill of lading with a 
30-day draft on a bank in France, will buy such a draft from his bank. Exporters 
as a general practice draw drafts on the importer or his bank payable so many 
days after sight, usually in the currency of the country of the party on whom the 
draft is drawn. When it is presented to the importer, he accepts it by writing 
or stamping across the face of the bill the word “Accepted,” the date of ac- 
ceptance, and usually the bank at which it will be paid, followed by his signature. 
By this act the bill becomes an acceptance, and the importer (drawee) assumes 
liability as acceptor. The exporter, if he elects, may hold the acceptance until 
maturity, thereby earning the interest it bears. In that event, the acceptance is 
customarily left for collection with the bank that presented the draft for ac- 
ceptance (the accepting agent). This is rarely done, however, because of possible 
loss from a decline in the exchange rate of the currency in which the acceptance 
is stated. The exporter prefers to sell the draft immediately to a bank or foreign 
exchange dealer. 


FUTURE EXCHANGE TRANSACTIONS. In a spot exchange transac- 
tion, performance takes place immediately in accordance with the custom of the 
market. A “future” or “forward” exchange transaction is a contract for the pur- 
chase and sale of foreign exchange at an agreed rate, delivery and payment to be 
effected at a stipulated future date. If both parties to the forward exchange con- 
tract are banks or exchange dealers, no money passes between them until the 
date of consummation of the contract. They merely exchange written contracts. 
If one of the parties is not a bank, or in transactions with financially weak dealers, 
the bank usually requires a cash margin as security for the performance of the 
contract. 

Forward exchange protects business men against the risk of loss from fluctua- 
tions in exchange rates, in dealings with foreign countries. An exporter in the 
United States who sells goods abroad in terms of a foreign currency on 3 months’ 
credit, and calculates the sales price at the current dollar rate for the foreign 
currency, can guard himself (“hedge”) against loss from a decline in the ex- 
change rate by selling the foreign exchange immediately for delivery 3 months 
hence. Similarly, an importer in the United States who buys merchandise abroad 
in terms of a foreign currency on 3 months’ credit can determine immediately the 
dollar cost of the commodities to him by purchasing at once future exchange, 
for delivery at the time payment will be due. The importer could also protect 
himself against currency fluctuation by buying a cable transfer for the required 
amount and lending out the foreign funds for 3 months. He will obviously employ 
the cheapest method. 

Not only exporters and importers but also others dealing with foreign coun- 
tries and desiring to avoid speculation in foreign exchange hedge by buying or sell- 
ing forward exchange. Thus, an American who intends to invest funds temporarily 
in Great Britain can, simultaneous with the purchase of spot sterling, sell future 
sterling, the delivery to coincide with the date of the liquidation of the investment. 
This combination of a spot and forward transaction is called a swap operation, 
the spot exchange being “swapped” against forward exchange. Swap operations 
are double transactions consisting of a simultaneous purchase of spot and sale of 
future exchange, to avoid loss from possible depreciation of the foreign currency 
in the interim. 


The Forward Exchange Market. This is composed of banks and dealers and 
absorbs the risk of exchange fluctuations in international transactions. Although 
their purchases and sales tend to cancel out to a large extent, banks and dealers 
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must take a position when the supply of forward exchange in a currency exceeds 
the demand, or vice versa. The banks and dealers who acquire a net long forward 
exchange position can hedge it, in turn, by borrowing an equal amount in foreign 
currency abroad, repayable when the forward contracts mature, and selling the 
exchange that represents the proceeds of the loan at the spot rate. The foreign 
exchange to be received from sellers of futures will be used to repay the foreign 
currency loan. The bank pays interest on the foreign currency loan, but earns 
interest on the domestic funds realized from the spot sale of the borrowed ex- 
change. Any difference in interest rates in the two financial centers is taken into 
consideration in quoting the forward exchange rate. By the same token, when a 
bank sells forward exchange on balance, it can avoid the exchange risk by buying 
spot exchange simultaneously and lending the money abroad for a period terminat- 
ing on the delivery date of the forward exchange, when repayment of the loan 
provides the exchange to cover the net forward commitment. 

; Banks obtain forward exchange also by buying time bills of a maturity coincid- 
ing with the delivery date of the forward exchange. When demand for spot ex- 
change of an individual currency increases, the banks can discount time bills in 
the foreign financial center and sell the proceeds as spot exchange. 

Rates for future exchange vary with supply and demand, as in the case of 
spot exchange. Future exchange may be quoted at a premium over spot. But 
when foreign exchange dealers and speculators expect a currency to depreciate, 
the forward rate is quoted below the spot rate, the discount reflecting speculative 
sales and compensation for the special risk assumed by the buyer. It is obvious 
that exchange restrictions in a currency that make spot transactions impossible 
automatically eliminate the forward market in that currency. 


SPECULATION IN EXCHANGE. An important factor influencing the 
foreign exchange market is speculation by dealers and brokers who go long of 
exchange when they expect a rise in the market, and sell short when in their 
judgment rates will go lower. Under normal conditions speculation in the foreign 
exchange market is very risky, the margin of profit being so small that only expert 
traders attempt to match their judgment against the trend of the market. When 
currencies fluctuate more widely, speculation in exchange attracts a large outside 
public following. (See Holmes, The New York Foreign Exchange Market.) 


Arbitrage. Banks and others who deal in foreign exchange must keep them- 
selves advised as to rate fluctuations in all the money markets of the world. 
With this information, they are frequently in position to arbitrage; 1.e., to buy 
exchange in one market and sell it in another to profit from price discrepancies. 
Sharp traders may buy and sell in several money centers simultaneously. They 
may buy or sell cable exchange in one or more countries against the sale or pur- 
chase of a different type of exchange in other countries. 

Because of the need for quick action and expert knowledge and the usual small 
margin of profit, arbitrage operations are generally confined to large banks and 
foreign exchange dealers having branches or correspondents in all of the principal 
money centers of the world. The economic effect of arbitrage is to keep the 
major foreign exchange markets of the world in alignment with each other, where 
exchange restrictions do not interfere. 


FREE VS. CONTROLLED CURRENCIES. When the currency and 
other media of payments of a country may be used without restriction by resi- 
dents and foreigners in international transactions, such a currency is termed free 
or convertible. Countries whose international payments and receipts are in ap- 
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proximate equilibrium, or that hold gold or foreign exchange reserves adequate to 
cover deficits in their international accounts, have an assured ability to maintain 
free and stable currencies. When a country’s total payments to the rest of the 
world exceed its aggregate receipts, when it has little gold and foreign exchange 
or does not want to part with gold owned, and when it cannot obtain foreign 
credits, the exchange value of its currency will tend to decline because the supply 
of that currency will exceed the demand for it. At this point the government 1s 
confronted with the alternatives of permitting its currency to depreciate and re-. 
taining a free currency (freedom of transfer), or abandoning the free transfer of 
currency, i.e., instituting exchange control with the object of maintaining a stable 
exchange rate. 


Exchange Control. Exchange control is exercised either by the government, 
the central bank, or a specially created authority. It consists of measures designed 
to limit the demand for and increase the supply of foreign exchange, thus regulat- 
ing the currency’s quotation. It may be provided that no payments can be made 
abroad without approval of the controlling authority, which apportions for- 
eign exchange to make payments for approved imports and certain expenditures 
abroad that are deemed necessary. Importation and exportation of securities and 
of domestic and foreign currency may be restricted or prohibited. Residents may 
be required by law to sell at an official rate all or part of the foreign exchange 
derived from exports and services performed abroad, and to put at the disposal 
of the authority bank balances abroad, foreign bills, currencies, and securities 
held at home and abroad, for which they are paid in domestic currency. For- 
eigners may be allowed to use balances to buy certain types of commodities for 
export, or may be limited to purchasing services with them and making specified 
types of investments within the country. 

An official foreign exchange rate may be established and maintained by ap- 
portioning available exchange in accordance with a scale of relative necessity. 
Since only a part of the demand for foreign exchange may be satisfied at the of- 
ficial rate, this encourages outside dealings at a “free” rate, often of a black mar- 
ket character. 

Beginning with the Austrian financial crisis of May, 1931, and particularly 
after the abandonment of the gold standard by Great Britain on September 21, 
1931, practically all countries instituted foreign exchange controls. The volume 
of trading in foreign exchange in financial centers decreased greatly, and transac- 
tions became very complicated, owing to the multiplicity and frequent changes 
of regulations. With the return of the leading free nations to external converti- 
bility (applying to foreign exchange acquired by nonresidents in current trans- 
actions) at the end of 1958 and the subsequent relaxation of exchange restrictions, 
trading in foreign exchange in the financial centers of the free world has increased. 
Most countries, however, still maintain foreign exchange controls of one kind or 
another. The most elaborate restrictions are thosein force in the less developed 
countries, which in general have an acute shortage of foreign exchange. The Vene- 
zuelan system is an example. 


EXAMPLE OF ELABORATE CONTROLS. The Venezuelan exchange 
regulations as of mid-1963 distinguish three types of foreign exchange: controlled 
official, controlled free, and uncontrolled free. Controlled official exchange in- 
cludes foreign exchange that must be sold to the Central Bank when derived from: 
(a) exports of hydrocarbons and other combustible minerals at 3.09 bolivares per 
US. dollar or equivalent; (b) exports of iron and other noncombustible min- 
erals; (c) salary payments to employees of oil and mining companies; and (d) 
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re-exports of merchandise originally imported at the official rate. The foreign 
exchange derived from “b,” “c,” and “d” is purchased by the Central Bank at 
3.33 bolivares per US. dollar. Controlled official exchange is sold by the com- 
mercial banks at 3.35 bolivares per US. dollar for: (1) payments for imported 
merchandise specified on the List of Controlled Market Imports; (2) certain 
debts to nonresidents officially registered with the Central Bank; (3) amortiza- 
tion, dividends, interest, profits, and rents on officially registered capital invest- 
ments; and (4) limited monthly remittances to university students abroad. 

The commercial banks may sell controlled free exchange at a rate fixed by the 
Central Bank (in April 1963, 4.50 bolivares per dollar). They may buy foreign 
exchange over the counter provided that it is not derived from the sources listed 
under controlled official exchange. Controlled free exchange may be sold for: 
imports of goods not on the “controlled” list; transportation, insurance, royalties; 
debts to nonresidents as well as amortization of foreign capital invested in Vene- 
zuela and profits, dividends and rents not entitled to the controlled official rate; 
and limited travel expenses and remittances. Uncontrolled free exchange is 
derived from other than controlled sources and may be freely bought and sold in 
the open market. Commercial banks are not authorized to sell uncontrolled free 
exchange. 


International Departments of Banks 


OPERATIONS OF AN INTERNATIONAL DEPARTMENT. Inter- 
national or foreign departments have been developed principally by banks lo- 
cated in large seaports and financial and manufacturing centers. Most banks in 
the United States handle foreign business that may come to them through large 
metropolitan correspondent banks. The latter in turn are represented by their 
own branches, affiliates, and correspondent banks in every important city of the 
world. 

The international department of a bank transacts three main types of busi- 
ness: (1) trading in foreign exchange; (2) financing foreign trade, including 
collection of drafts, issuance of letters of credit, travelers’ letters of credit, and 
travelers’ checks; and (3) services, such as making available to customers eco- 
nomic data on foreign countries, facts about their laws and trade customs, and 
credit information about foreign firms and individuals. As a rule the banks make 
no charge for these services, except for actual expense incurred in obtaining spe- 
cific information. 

The profit realized on exchange trading usually results from the difference 
between the prices at which the bank buys and sells foreign exchange, and from 
arbitrage between different types of exchange or between different markets. In- 
come derived from transactions of the second type is in the form of commissions 
charged customers. These commissions may be shared with the bank’s foreign 
correspondents. 

The organization of the foreign department varies from bank to bank, de- 
pending on the volume of business and functional and geographical specialization. 
The international department of a large New York City bank may be composed 
of the divisions or sections described below. 


NEW ACCOUNTS SECTION. This section obtains for the bank accounts 
of foreign banks and customers and establishes correspondent relations with 
banks abroad. It keeps records of all account arrangements, including required 
minimum balances, service charges, and interest; and analyzes the profitability 
of the accounts. It also determines the routing of collection items payable abroad 
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and passes special instructions received from depositors to the operating divisions 
of the bank. 


FOREIGN TELLERS. All payments and transfers ordered by cable, draft, 
mail, and over the window are effected by this section. If, for example, a foreign 
bank orders a payment made out of its credit balance to a firm in the United 
States, this section will either send its check (cashier’s, treasurer’s, or manager & 
thea) to the American concern or instruct its correspondent ieated 4 in the city 
of the payee to effect payment. If the payee maintains an account with the bank, . 
a foreign teller will credit his account and send him a notice of credit. Foreien 
tellers also receive and acknowledge payments to the credit of accounts of foreign 
depositors; and in some banks buy and sell foreign currency notes and coins at 
rates approved by the Foreign Exchange Traders division. 


FOREIGN EXCHANGE TRADERS. This division buys and sells foreign 
exchange in all forms and keeps a record of the bank’s foreign exchange position. 
It also undertakes arbitrage operations and concludes future exchange contracts 
and swap transactions. 


COMMERCIAL CREDIT DIVISION. This division contains the follow- 
ing sections: (1) foreign credit, (2) import letter of credit, (3) export letter of 
credit, and (4) loans. The foreign credit section maintains up-to-date credit 
files of foreign accounts; obtains credit information for the bank’s customers 
(mainly for exporters who want to know the credit standing of foreign importers) ; 
and submits periodically to the proper officials of the bank credit summaries of 
borrowing foreign banks and customers. It also answers credit inquiries from 
other banks regarding foreign accounts. 

The import letter of credit section opens letters of credit for American im- 
porters of goods. It keeps records of legal requirements of the various countries 
relating to the shipment of goods and making payments. It maintains a tickler 
system to assure payment at maturity of acceptances and other credit instru- 
ments under letters of credit. 

Exports of American goods to foreign countries are often financed through 
export letters of credit that originate in the countries of the importers. The 
export letter of credit section examines the shipping documents and drafts 
presented by American exporters under letters of credit. In many banks import 
and export letters of credit are handled by one section, which also accepts drafts 
drawn under letters of credit. 

The loan section handles loans to foreign customers and also makes advances 
against commodities stored in the United States for shipment abroad. 


TRAVEL SECTION. This section issues travelers’ letters of credit in both 
dollars and foreign currencies, and dollar travelers’ checks. It makes arrange- 
ments for the purchase of steamship, railroad, and air transportation for cus- 
tomers, and attends to other needs of the traveling public. It supplies domestic 
correspondent banks with letters of credit, and keeps records of travelers’ letters 
of credit issued on, or for, the account of the bank by foreign and domestic cor- 
respondent banks. 


FOREIGN COLLECTIONS. This section handles the collection of foreign 
credit instruments. It is usually divided into incoming and outgoing collections. 
Incoming items are those received by the bank from abroad for collections in the 
United States; outgoing items are sent by the bank to its foreign branches or cor- 
respondents for collection abroad. Items that require special treatment, such as 
documentary bills, and those that cannot be handled conveniently by the foreign 
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tellers are turned over to foreign collections. This section also takes care of con- 
signment shipments to be sold in accordance with the instructions of the foreign 
customers. 

Outgoing collections consist mostly of credit instruments arising from Ameri- 
can exports, and to a smaller extent of coupons payable abroad. A careful record 
is kept of all outgoing items, and nonreceipt of funds in due time is followed up 
by tracers. American exporters occasionally request the banks to make loans to 
them against the bills forwarded for collection abroad. 


FOREIGN BOOKKEEPERS. This section is divided into “vostro” or 
“their,” “nostro” or “our,” and general bookkeeping. The vostro books record 
the balances that foreign correspondents and customers maintain with the bank, 
whereas the nostro books record the balances that the bank keeps with its for- 
eign correspondents in foreign currencies. The general books record all assets 
and liabilities of the foreign department. 


CABLES. This section has charge of incoming and outgoing cables, radio- 
grams, and telegrams. It allocates costs of messages to the several divisions of 
the bank and customer accounts. It traces cables if no confirmation or answer is 
received within a reasonable time, and repeats mutilated messages. 

A subsection of “Cables” is the Cipher Key, which transcribes outgoing mes- 
sages into code form, deciphers incoming code messages, and sets up private codes 
for use between the bank and its foreign correspondents. It also authenticates 
cable payment orders and important messages by means of prearranged key 
words. 

Banks that do not maintain a separate translation section have translators in 
this subsection for translating cables and letters from foreign languages into Eng- 
lish, and vice versa. 


SECURITIES. This section buys and sells securities for account of foreign 
customers and correspondents. It is also in charge of safekeeping of securities and 
other important documents entrusted to the bank by foreign clients. 


Foreign Branches and Affiliates 


FOREIGN BRANCHES OF AMERICAN BANKS. Prior to World War 
I the role of American banks in international transactions was insignificant. 
London was the financial center of the world and the sterling bill was generally 
used in making international payments. A timely coincidence of two events, the 
outbreak of World War I and commencement of operations of the Federal Reserve 
System in 1914, prompted and enabled American banks to enter the field of inter- 
national finance on a large scale. The war brought to the United States a rapidly 
growing foreign trade and changed the country from a debtor to a creditor on 
international account. The number of foreign branches of American banks in- 
creased during the period 1914-1920 from 26 to 181, exclusive of 38 branches of 
the American Express Company, Inc., but began to shrink in 1920 with the col- 
lapse of the war boom. At the end of 1938, seven member banks were operating 
101 branches or offices in 66 cities located in 23 foreign countries or possessions of 
the United States. By the end of 1962, however, ten member banks had 122 
branches in 34 foreign countries and 23 branches in US. overseas areas and trust 
territories. Of the 122 branches abroad, 66 were in Latin American countries, 14 
in England, 9 in Continental Europe, 27 in the Far East, 3 in the Near East, and 
3 in Africa. 
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THE FEDERAL RESERVE ACT. The Federal Reserve Act authorized 
national banks to establish branches abroad and to create acceptances, and 
eranted the Federal Reserve banks authority to discount eligible bills for member 
banks and to buy in the open market eligible acceptances endorsed by the dealer. 

Section 25 of the Federal Reserve Act permits national banks with a capital 
and surplus of not less than $1,000,000 to establish branches abroad, subject to 
approval by the Board of Governors of the Federal Reserve System, and to in- 
vest an amount not exceeding 10% of their capital and surplus in the stock of © 
one or more banks or corporations federally or state chartered and principally 
engaged in international or foreign banking. A national bank is permitted to 
purchase the stock of such corporation provided the latter has concluded an 
agreement with the Board of Governors to the effect that it will conduct its busi- 
ness in such manner and under such limitations as the Board may prescribe. Cor- 
porations that have entered into such an agreement are referred to as agreement 
corporations. At the end of 1962, there were four agreement corporations in 
operation. 


EDGE ACT CORPORATIONS. A 1919 amendment to the Federal Reserve 
Act, Section 25 (a), permits the organization of “Edge Act” corporations “for. the 
purpose of engaging in international or foreign financial operations” either directly 
or through the agency, ownership, or control of local institutions in foreign coun- 
tries and insular possessions of the United States. Edge Act corporations must 
have a capital stock of at least $2,000,000, and a majority of. the stock must at 
all times be held and owned by United States citizens. Regulation K of the Board 
of Governors provides that only U.S. citizens may serve as directors. The corpo- 
rations may accept bills up to ten times their capital and surplus. They may not 
carry on any part of their business in the United States except such as, in the 
judgment of the Board of Governors, shall be incidental to their international or 
foreign business. Regulation K stipulates that an Edge Act corporation may be 
either a banking corporation or.a financing corporation and specifies the ac- 
tivities in which each type of corporation may engage. In March 1963, the Board 
of Governors announced a comprehensive revision of Regulation K providing 
for substantial liberalization of procedures and elimination of the distinction be- 
tween banking and financing corporations. 

At the end of 1962 there were 22 active Edge Act corporations, of which 11 
commenced operations in 1962. Of the 22 corporations, 10 were banking corpo- 
rations and 12 financing corporations. The home offices of 17 corporations were 
in New York City, two were in Philadelphia, two in Chicago, and one in Boston. 
Eight of the corporations had subsidiaries, branches, or affiliates in about a score 


of foreign countries. (See American Bankers Association, The Commercial Bank- 
ing Industry.) 


ROLE OF THE FEDERAL RESERVE BANKS. Section 14 of the Fed- 
eral Reserve Act authorizes the Federal Reserve banks, with the consent or upon 
the direction of the Board of Governors, to open and maintain accounts, appoint 
correspondents, and establish agencies in foreign countries. The Reserve banks 
are also empowered to open and maintain banking accounts for foreign corre- 
spondents or agencies, subject to consent of the Board. The Boston and Atlanta 
Reserve banks jointly established an agency in Havana in 1923, mainly to facili- 
tate the circulation of United States currency, but it was discontinued in 1988. 
The Reserve banks have preferred to enter into correspondent relations and spe- 
cial agreements with foreign central banks. 
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Because the Federal Reserve Bank of New York is located in one of the 
principal financial centers of the world, it acts as the agent of the Treasury in 
foreign exchange operations. It also acts as agent for the other Federal Reserve 
banks in their relations and transactions with foreign banks. The New York Re- 
serve Bank holds deposits, earmarked gold, and United States securities for for- 
eign central banks and treasuries. The Federal Reserve Act also granted the 
Reserve banks power to “purchase and sell in the open market, at home or 
abroad, either from or to domestic or foreign banks, firms, corporations, or indi- 
viduals, cable transfers and bankers’ acceptances and bills of exchange . . . 
eligible for rediscount” and to make loans secured by gold. 


AGENCIES AND BRANCHES OF FOREIGN BANKS. Since the end 
of World War I, when the United States assumed a leading role in international 
finance, many foreign banking institutions have established offices in the United 
States, mainly in New York City. The business of such offices is limited by state 
laws with which they must comply. In New York, foreign banks may open 
agencies or operate through subsidiary banking corporations. Agencies are not 
permitted to accept deposits and conduct a general banking business, but they 
may deal in foreign exchange, pay and collect bills of exchange, sell remittances 
to foreign countries, issue letters of credit, accept drafts, make loans, and transact 
other business incident to financing foreign trade. Subsidiary banking corpora- 
tions are organized as domestic corporations under state laws and are not subject 
to special restrictions because of foreign ownership. 

In 1960, the State of New York enacted a law permitting foreign banks, on a 
reciprocity basis and subject to licensing by the Superintendent and the Banking 
Board, to open in the state branches with full deposit privileges or to convert their 
agencies into branches, beginning January 1, 1961. At the end of 1962, there were 
25 agencies and eight branches of foreign banks operating in New York City. 


Financing of Foreign Trade 


RISKS IN FOREIGN TRADE FINANCING. Foreign trade involves 
peculiar risks not encountered in purely domestic business. These risks arise from 
the use of different currencies, distances between buyers and sellers that are usu- 
ally greater than in domestic trade, differences in customs and trade usages, tariffs, 
and governmental regulations. The currency risk can and should be shifted from 
the importer or exporter to banks. Distances tie up funds for a considerable 
time, so that financing is often required. Thus, a manufacturer in New York who 
has sold a quantity of goods to an importer in South Africa or Australia must 
not only finance the process of production but also carry the financial burden 
while the goods are in transit to their destination 3 to 6 weeks. On the other hand, 
were the contract to stipulate that the importer is to pay on the day the goods 
are turned over by the manufacturer to the common carrier, the importer would 
tie up his funds for weeks or months pending their sale. Normally, goods in transit 
in foreign trade can be financed by the banks, by methods usually differing from 
those in vogue in domestic trade. 


FINANCING BY THE EXPORTER. There are various methods by which 
the exporter may finance his transactions: 


Shipment on Open Book Account. If an exporter has maintained business 
relations with an importer over a number of years and the credit standing and 
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good faith of the importer are unquestionable, the exporter may agree to sell on 
an open account basis, as in domestic trade. Such an arrangement 1s extremely 
advantageous to the importer because it permits him to receive the goods and 
even sell them before making payment. The exporter runs the risk that in time of 
stress the importer may give preference to pressing domestic obligations, and 
efforts to collect by legal proceedings may prove difficult and expensive. Banks 
may be willing to grant exporters loans on the evidence of the sales contract and 
shipment of the goods. 


Consignment. An exporter may ship goods to his branch, agency, or resident 
salesman abroad and order sale of the goods while in transit or upon arrival at a 
fixed or the best obtainable price. Proceeds from the sale are then remitted to the 
exporter in his currency. The exporter then not only ties up his funds until the 
goods are sold and paid for, but also assumes the exchange risk. 


Collection Drafts. An exporter draws a draft on the importer at the time of 
shipment. Depending on the credit terms specified in the sales contract, the 
draft, drawn either in the exporter’s or importer’s currency as agreed, may be 
either sight or time, clean, or documentary. A sight draft is payable on presenta- 
tion, whereas a time draft is payable either at a specified future date or at a cer- 
tain period after sight. A clean draft is drawn by an exporter to collect an 
amount due from an importer for a shipment of goods. Such a draft is not ac- 
companied by documents and is used when the exporter has complete confidence 
in the integrity of the importer. Banks generally do not discount clean drafts 
unless the credit rating of the exporter warrants it. 

A documentary draft is accompanied by documents conveying title to the 
goods and may be either a D/P draft, i.e., documents against payment, or a 
D/A draft, that is, documents against acceptance. In a D/P draft the ex- 
porter turns over the draft, together with the documents, to his bank for collec- 
tion, with instructions not to release the documents to the importer until the draft 
is paid; in a D/A draft the bank is ordered to withhold documents until the im- 
porter has accepted the draft. The accepted draft—called trade acceptance— 
becomes a “clean” bill. : 

The exporter retains control of the goods when he employs a documentary 
draft, because the importer cannot obtain shipping documents from the collecting 
bank until he pays or accepts the draft. If a clean draft is used, the importer can 
secure the merchandise upon arrival of the documents by mail, even though the 
draft still has a period to run. 

If the distance between the exporter and importer is great, and the draft and 
annexed documents sent by mail steamer or air mail will reach their destination 
long before the goods arrive, it is customary to allow the importer to postpone 
payment or acceptance of the draft until the goods have arrived. 

A bank that undertakes the service of collection must receive detailed instruc- 
tions from the exporter (drawer) so that it may protect his interests in ac- 
cordance with the sales contract. The instructions are given on a printed form 
supplied by the bank (see Fig. 2). The instructions given in each instance are 
determined by the sales contract, the policy of the exporter, and any special re- 
quirements of the moment. Since the bank must follow instructions explicitly, it 
is advisable that the exporter designate a representative located near the importer 
(drawee), with instructions “in case of need, refer to.” This local representative 
knows the exporter’s policies, and reference to him implies that he may be trusted 
by the bank to modify original instructions to meet emergencies. 
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The exporter’s bank forwards the draft and documents with the exporter’s in- 
structions to its branch or correspondent bank in the country of the importer. 
Upon receipt of payment from the importer the foreign bank remits the funds 
to the exporter’s bank, which in turn makes them available to the exporter. In 
case of a D/A draft, the correspondent bank will hand over the documents to the 
importer upon his acceptance of the draft. On the due date, the correspondent 
bank presents the acceptance to the importer, and when it is paid remits the 
amount to the exporter’s bank. Although the exporter’s bank selects the corre- 
spondent abroad, the latter acts as the agent of the exporter and not of the bank. 


Date. 


From___ 
Address_ 


To: MANUFACTURERS HANOVER TRUST COMPANY, 44 Wall Street, New York 15, N. Y. 


[J For collection The following described draft(s) SUBJECT TO THE TERMS AND CONDI- 


We enclose 


TIONS PRINTED ON THE REVERSE SIDE HEREOF, which are hereby 
agreed to and accepted by us. 


(LD As collateral for an advance 
Forward through 


or through your correspondent. 


¥ Shy 


Cons.| Ins. | Crt. 


Uline lew! osies VARIOUS PLEASE NOTE all documents will 
be dispatched in one airmail unless 
specifically requested by you to 
forward them in two separate 


Documents 


Original 


Duplicate airmails. 
Please follow instructions marked “X” 
PROTEST (D Non-Payment (J Non-Acceptance CJ No Protest 
DOCUMENTS [_] Deliver against payment ([] Deliver against Acceptance 
FATE a es J (J Non-Acceptance (J Acceptance 
Ups cs { [] Non-Payment L] Payment 
5 ( Non-Acceptance LJ Acceptance 
Ly Cable Advice of { (J Non-Payment () Payment 
CHARGES oO All charges for our account fl All charges for account drawee 
| Airmail documents our expense LD Airmail documents drawee expense 
oO Do not waive charges f= Waive charges if refused 
PROCEEDS L) Remit by airmail at (J drawees expense (J our expense 
L) Remit by cable at (J drawees expense (J our expense 
INTEREST LJ To be collected at_______% per annum fro until 


approximate date of arrival of return remittance in New York. 
LOCAL CURRENCY  [_] Local Currency Deposit may be accepted (See Over) 


IN CASE OF NEED Refer to 
(| Who is authorized only to obtain honoring of draft as drawn. 
L_} Who is authorized to give instructions which may be followed in every respect. 


SPECIAL INSTRUCTIONS 
(J Please credit proceeds to our account at your office 
fl Forward documents by two separate airmails. 


COLLECTION NUMBER O. K. TO FILE 


By. 


Authorized Signature 
1360 7-62 


Fig. 2. Customer’s instructions to a bank for the collection of a draft. 
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Should the correspondent bank become insolvent or bankrupt before it has re- 
mitted the collected funds to the exporter’s bank, the loss will be borne by the 
exporter. 


FINANCING BY THE IMPORTER. The importer has three principal 
means for financing his operations. 


Payment with Order. This term means that the importer must pay for the 
goods at the time he places the order with the exporter. He would probably 


CONDITIONS APPLICABLE TO COLLECTIONS 


It is understood and agreed that you and your correspondents and their agents 
or sub-agents shall act as our agents and that you assume no responsibility except for 
the exercise of ordinary care in the selection of correspondents. You shall not be 
responsible for any act, error, neglect, or default, omissions, insolvency or failure in 
business of any correspondent, agent or sub-agent thereof. 

Neither you nor any of your correspondents, agents or sub-agents thereof shall 
be liable for failure to collect, loss of exchange, loss of interest or any other loss or 
damage due to any of the following events; delay or loss in transmission, delay in 
arrival of drafts, documents or proceeds thereof or of the underlying goods, or delay 
in giving notice thereof to us; errors, omissions, interruptions or delay in transmission 
or delivery of any message by mail, cable, telegram, wireless or otherwise, in cipher 
or otherwise, or errors in translation or interpretation of technical terms; declared 
or undeclared war, censorship, blockade, insurrection, civil commotion, breakdown or 
interruption of communication or because of any law, decree, regulation, control or 
act of public authority of a domestic or foreign government de jure or de facto or 
any agency thereof, whether rightfully or wrongfully exercised; or any cause beyond 
your or your correspondents’, their agents’ or sub-agents’ control. The undersigned 
agrees that any action taken or omitted by you or your correspondents with respect to 
the drafts described on the reverse side hereof or the underlying merchandise, if done 
in good faith, shall be binding on the undersigned and shall not put you or your 
correspondent under any resulting liability to the undersigned. 

If at any time you shall make any advances against or discount any of the drafts 
described on the reverse side hereof, you shall have all the rights and remedies con- 
tained in your letter of hypothecation and general assurance. If there shall be any in- 
consistency between the terms and conditions of the letter of hypothecation and general 
assurance and the conditions or instructions appearing on the reverse side hereof, 
the terms of the letter of hypothecation and general assurance shall be controlling. 

At your option, you may instruct your correspondents to advise you by cable, 
at our expense, of non-acceptance and/or non-payment, as well as payment, of any 
items discounted by you or against which you have made an advance. 

If an “X”’ appears in box on reverse side reading ‘‘Local Currency Deposit 
May be Accepted”, we authorize you as follows: 

In the event U. S. dollar cover is not obtainable because of exchange regula- 
tions, payment in local currency at the local rate of exchange prevailing at the time 
of presentment for payment of time or sight draft(s) may be accepted and documents 
attached to sight draft(s) released, provided drawee agrees in writing to pay on 
request to collecting bank the difference between the rate of payment and the rate 
when U. S. dollar cover becomes available. 


Fig. 2. (Reverse) 
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purchase from his bank a draft, on a bank located in the city of the exporter, or 
in the financial center of the exporter’s country. In normal times sales on such 
terms are rarely encountered in foreign trade, except when the credit standing of 
the importer is unsatisfactory or not known, The exporter receives payment be- 
fore he ships the goods, often even before he has manufactured them. The im- 
porter thus not only finances the entire transaction and assumes the foreign 
exchange risk involved, but pays over cash without security, except for the credit 
standing of the exporter. Should the order not be filled, should the goods be 
unduly delayed or prove to be of inferior quality, the importer’s only redress. is 
to bring legal action on the basis of the sales contract unless the exporter makes an 
adjustment voluntarily. 


Partial Payment in Advance. To protect himself against the contingency 
that goods ordered by importers might be rejected on delivery, an exporter 
may stipulate in the sales contract that importers must remit in advance a partial 
payment on the order as evidence of good faith and intention to pay the balance 
as agreed. Such provision is usually made when the order is for specialized 
equipment, or when the goods involved cannot be satisfactorily disposed of in 
the country of destination if the importer fails to take them as agreed. The 
partial payment by the importer should suffice to cover the cost of freight out 
and back, insurance, and other expenses incident to the shipment of goods abroad. 


Payment on Documents. When the contract stipulates payment on docu- 
ments, the importer must provide funds in the exporter’s country to pay for the 
shipment on the day the exporter turns over to a designated bank documents 
evidencing shipment of the goods ordered. The importer thus raises the funds, 
converts them into the currency of the country of the exporter, and carries the 
financing burden while the commodities are in transit. 


FINANCING BY THE EXPORTER’S BANK. The exporter’s bank may 
finance his transactions by the following means: 


Advance on Drafts. Under this arrangement, the financing is done jointly by 
the exporter and his bank. An exporter who is unwilling to have his funds tied 
up while the goods are en route to the importer may borrow from his bank a 
percentage of the amount of the draft. The draft on the importer and pertinent 
shipping documents, turned over by the exporter to his bank for collection, con- 
stitute collateral for the advance. In case the drawee (importer) fails to pay 
the draft when due, the bank has recourse against the drawer, whether the draft 
is made out to the order of the drawer (exporter) and endorsed by him to the 
bank, or to the order of the bank. Thus the credit risk rests upon the exporter 
just as when he hands the draft to the bank for collection only. After the draft 
has been paid by the drawee, the bank retains the amount of the advance plus 
interest and collection fees, crediting the balance to the exporter. 

The amount that an exporter can borrow upon foreign drafts depends upon 
the financial responsibility of exporter and importer, and the collateral behind 
the draft. The character of the merchandise shipped determines its value as 
collateral. Staple commodities not subject to rapid deterioration (cotton, wheat, 
wool) and traded on organized markets are obviously better collateral than 
perishable goods or manufactured articles requiring expert selling to be disposed 


of without loss. 
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Discount of Drafts. The bank may discount the draft drawn by the exporter 
on the importer when the credit standing of the exporter is high, and particularly 
if he already has a line of credit. The exporter then receives the face amount ot 
the draft, less interest and collection charges, unless custom requires the drawee 
to absorb all charges. 


Refinancing Bill. Under this arrangement, an exporter hands over to the 
bank the draft and documents for collection, and the bank allows the exporter 
to draw upon itself a time draft of a maturity identical with that of the draft 
upon the importer. The bank accepts the draft on itself, and this refinancing bill 
becomes a banker’s acceptance that the exporter can sell in the open market at 
a very low rate of discount. When the original draft has been paid by the im- 
porter abroad, the bank uses the funds to pay off its own acceptance at maturity. 


FINANCING BY THE IMPORTER’S BANK. The importer may finance 
transactions through his bank in several ways. 


Commercial Letter of Credit. This is a device that substitutes a bank’s 
credit for that of the importer by giving the exporter the right to draw drafts 
upon a designated bank, instead of upon the importer. Such drafts, upon ac- 
ceptance, become bankers’ acceptances that command a low rate of discount. A 
commercial letter of credit may be defined briefly as a notification issued by a 
bank to an individual or firm authorizing the latter to draw on the bank, its 
branch, or a correspondent bank for amounts up to a specified sum, and guar- 
anteeing acceptance and payment of the drafts if drawn in accordance with the 
terms stipulated in the letter. 

A letter-of-credit transaction may be illustrated by the following example. An 
importer in London purchases from an exporter in New York a quantity of goods, 
agreeing to make payment by a letter of credit. The importer applies to his 
bank in London for a letter of credit in favor of the exporter. If his credit stand- 
ing at the bank is satisfactory the importer is requested by the bank to fill out 
and sign an “application and agreement for commercial letter of credit.” (See 
Fig. 3. The agreement appears on the reverse side of the application.) In the 
application the importer asks the bank to open, by cable or mail, a credit for a 
stipulated amount to be made available to the beneficiary (exporter) by drafts 
drawn on the bank or its correspondent, upon delivery by the exporter to the 
drawee bank of specified documents evidencing shipment of goods ordered by the 
importer. 

The agreement usually provides that the importer must put up the funds to 
meet the acceptances in advance of their maturity. It stipulates that the bank 
is the owner of the merchandise and documents until the importer has met all his 
obligations to the bank. It provides that neither the bank nor its correspondents 
shall be responsible for the existence, character, quality, quantity, condition, pack- 
ing, value, or delivery of the property purporting to be represented by the 
documents. 

The importer’s bank will then instruct its branch or correspondent bank in 
New York to open a letter of credit in favor of the exporter under the conditions 
stipulated by the importer in his application. The New York bank, in turn, no- 
tifies the exporter that it will accept his drafts if drawn in compliance with the 
terms of the credit. This notification to the exporter, specifying conditions stipu- 
lated by the importer, constitutes the letter of credit. (See Fig. 4.) 
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APPLICATION AND AGREEMENT FOR COMMERCIAL LETTER OF CREDIT 


FIRST NATIONAL CITY BANK 
388 PARK AVENUE 
NEW YORK 23, NEW YORK 


(PLACE AND DATE) 


GENTLEMEN: 


THE UNDERSIGNED HEREBY REQUESTS YOU (AS ITS AGENT*) TO OPEN YOUR 8 cae eee CREDIT MER EINAPTEI ALL 
THE “CREDIT*), AS FOLLOWS, O REVocABLE : - la care 


IN FAVOR OF. 


(ADDAESE) 


FOR ACCOUNT OF. 


(ADDmmee) 


UP TO THE AGGREGATE AMOUNT OF. 


AVAILABLE BY________ttttt_t___m___DRAFT® DRAWN, AT YOUR OPTION, ON YOU OR ANY OF YOUR CORRESPONDENTS 
(SIGNIFY TENOR) 


FOR PER CENT. INVOICE COST, WHEN ACCOMPANIED BY THE FOLLOWING DOCUMENTS 
AS CHECKED: 


SPECIAL Customs INVOICE 
FULL ser OF “ON BOARD” OcKAN BILLS OF LADING, EVIDENCING SHIPMENT TO_ 


(OCEAN PORT OF DESTINATION) 
DRAWN TO ORDER OF FIRST NATIONAL City BANK 


|S a ee 
(MAME) (ADDRESS) 


COMMERCIAL INVOICE STATING THAT IT COVERS. 
MARINE INSURANCE POLICY OR CERTIFICATE 
WAR RISK INSURANCE ALSO REQUIRED 
OTHER INSURANCE 


(SPECIFY COMMODITY, OMITTING NON-ESSENTIAL DETAILS A® TO GRADE, QUALITY, PRICK, ETC.) 


(AF OTHER INGURANCE 18 REQUESTED, STATE RISKS TO BE COVERED) 


O OTHER DOCUMENTS 


INSURANCE TO BE EFFECTED BY. 


(IF EFFECTED BY SHIPPER, INSURANCE MUST BX 1S8UED IN THE CURRENCY OF THE CREOIT) 


BILLS OF LADING TO BE DATED NOT LATER THAN- 


BILLS OF EXCHANGE TO BE NEGOTIATED NOT LATER THAN. 


ADDITIONAL PROVISIONS TO BE INCLUDED IN THE CREDIT: 


= et 
FORTHWITH UPON THE OPENING OF THE CREDIT, KINDLY BE GUIDED BY WHICHEVER OF THE FOLLOWING 18 CHECKED: 
FORWARD THE ORIGINAL CREDIT INSTRUMENT BY [] AIR MAIL [) ORDINARY MAIL 


To. 


(NAME) (ADDRESS) 
DIRECTLY OR THROUGH YOUR CORRESPONDENT, AT YOUR OPTION, UNLESS OTHERWISE INDICATED HEREIN. 
CABLE ALL THE TERM® AND CONDITIONS OF THE CREDIT TO YOUR CORRESPONDENT REQUESTING THAT THE BENEFICIARY BE 
NOTIFIED OF THE OPENING OF THE CREDIT, UNLESS OTHERWISE INDICATED HEREIN, 


CHECK ONE 
O 


NOTIFY THE BENEFICIARY BY CABLE THROUGH YOUR CORRESPONDENT THAT YOU ARE FORWARDING THE ORIGINAL CREDIT INSTRU- 
MENT BY AIR MAIL, UNLESS OTHERWISE INDICATED HEREIN. 


SHIPPING DOCUMENTS FOR CUSTOM HOUSE ENTRY ARE TO BE 6ENT BY YOU T 
(MAME) 


(ADDRESS) 
FOR BANK USE ONLY 


CONTINGENT CREDIT PREPARED BY 
LIABILITY & CASH TO 

ADVISE CREDIT 
DOCUMENTS VS. THROUGH 


DRAFTS ON LICENSE NO. 


© THE WORDS ‘AS AGENT” APPLY OWLY WHEN THE APPLICANT 1@ A BANK O8 TRUST COMPANY 
om Bia (L) REY, 9-68 


Fig. 3. Application and agreement for commercial letter of credit. 


If the importer’s bank has substantial resources and is well known abroad, as 
for example Barclays Bank Ltd., London, it may send a letter of credit directly 
to the exporter in New York. The exporter then draws on Barclays Bank Ltd. 
in London and sells the draft to a New York bank, surrendering to it the letter 
of credit and the shipping documents specified therein. The New York bank will 
buy (negotiate) the draft only when the exporter is its customer or known to it, 
and the documents conform exactly to the stipulations. The New York bank then 
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She Hira Nubion Viltonal bly Bank of New Yo Lophe, 


CABLE ADDRESS“CITIBANK” Dor Wall IIL PDE Loh We} MY 


JRREVOCABLE CREDIT DATE 
ALL DRAFTS DRAWN MUST BE MARKED: 
DRAWN UNDER CREDIT NO. 


DEAR SIRS: 


WE HEREBY AUTHORIZE YOU TO VALUE ON 


FOR ACCOUNT OF 
UP TO THE AGGREGATE AMOUNT OF 


AVAILABLE BY YOUR DRAFT(S) AT INVOICE COST TO BE ACCOMPANIED BY 


BILLS OF LADING MUST BE DATED NOT LATER THAN 
BILLS OF EXCHANGE MUST BE NEGOTIATED NOT LATER THAN 


EXCEPT AS OTHERWISE EXPRESSLY STATED HEREIN, THIS CREDIT IS SUBJECT TO THE UNIFORM CUSTOMS: 


AND PRACTICE FOR COMMERCIAL DOCUMENTARY CREDITS FIXED BY THE THIRTEENTH CONGRESS OF THE 
INTERNATIONAL CHAMBER OF COMMERCE, 


WE HEREBY AGREE WITH THE DRAWERS, ENDORSERS AND BONA FIDE HOLDERS OF DRAFTS DRAWN UNDER 
AND IN COMPLIANCE WITH THE TERMS OF THIS CREDIT THAT SUCH DRAFTS WILL BE DULY HONORED ON DUE 
PRESENTATION TO THE DRAWEE, 


YOURS VERY TRULY, 


ASSISTANT CASHIER 
COM 809D (L) REV, 4-59 


ART 906 


Fig. 4. A commercial letter of credit. 


forwards the draft, letter of credit, and shipping documents to its correspondent 
in London for collection. Barclays Bank Ltd. must pay or accept the draft, unless 
the documents do not conform to the provisions of the letter of credit. 

A letter of credit not only shifts the burden of financing to a bank or the money 
market, but also gives the exporter a bank guaranty that he will receive cash or 
a bank acceptance once he has turned over the goods ordered to a common carrier 
for shipment to the importer in accordance with the letter of credit. An im- 
porter supplying a letter of credit is usually able to buy at somewhat lower prices 
than those quoted to open book account customers, since the exporter neither 
carries the burden of financing nor assumes the credit risk. 
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Import and export letters of credit. American banks usually distinguish 
between and handle separately import and export letters of credit. When an 
American bank, on the application of an American importer, issues a commercial 
letter of credit in favor of an exporter located abroad, it is termed an import 
letter of credit. An export letter of credit is one issued by a foreign bank in favor 
of an American exporter for the account of an importer abroad buying goods in 
the United States. 


Revocable and irrevocable letters of credit. A revocable letter of credit 
may be canceled by the importer’s bank before drafts drawn by the exporter 
under the letter of credit have been negotiated by the correspondent bank. Banks 
do not favor revocable letters of credit, some banks refusing to issue them because 
they may become involved in resulting litigation. The correspondent bank acting 
as agent for the importer’s bank (credit-issuing bank) assumes no obligation. An 
irrevocable letter of credit cannot be canceled by the importer’s bank for the 
period specified without the consent of the beneficiary. Exporters generally insist 
upon irrevocable letters of credit. 


Confirmed and unconfirmed letters of credit. When a correspondent bank 
located in the country of the exporter confirms a letter of credit to the exporter 
by obligating itself to pay or accept his drafts, it is called a confirmed letter of 
eredit. The confirmation binds the correspondent bank to honor drafts drawn 
under the credit even if the importer’s (issuing) bank should refuse or be unable 
to meet its obligation. An unconfirmed letter of credit does not give the exporter 
this additional security. Exporters insist on confirmed letters of credit when the 
foreign issuing bank is not well known. It is obvious that the correspondent bank 
will confirm only irrevocable letters of credit, since a bank would not guarantee an 
agreement that might be canceled at will by the issuing bank. 


Revolving letter of credit. If an importer maintains continuous business rela- 
tions with an exporter and receives repeated shipments of goods, a revolving 
credit in favor of the exporter is often used. A revolving letter of credit assures 
automatic renewal of the amount of the credit when it becomes exhausted. 
Revolving letters of credit are issued in various forms, of which three types are 
most frequently employed: (1) The letter of credit provides that when drafts 
drawn under the letter of credit are paid by the importer, new drafts in equal 
amounts may again be drawn, so that the stipulated maximum amount may be 
continually outstanding. Thus if the letter of credit is for $100,000 and the bank 
has honored the exporter’s draft for $20,000, the credit is reduced to $80,000. 
But after the importer has paid this draft, the full amount of the credit, or 
$100,000, again becomes available to the exporter. (2) The exporter draws drafts 
for the full amount of the credit, and when these drafts have been paid by the 
importer the original amount again becomes available to the exporter. (3) The 
exporter is permitted to draw drafts up to a stated amount for a specified period, 
say a month, corresponding to deliveries of goods forwarded periodically. 


Assignable letter of credit. A beneficiary may transfer this type of letter of 
credit to another party. An assignable letter of credit is employed by importers 
who maintain representatives abroad. It is issued in favor of the foreign repre- 
sentative, who is ordered to buy the goods specified by the importer. When the 
representative has contracted for the goods on the stipulated terms, he assigns 
the letter of credit to the seller (exporter). 


Authority to Purchase. The “authority to purchase” (abbreviated A/P), or 
“authority to negotiate,” is a letter or cable sent by the importer’s bank to its 
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branch, agent, or correspondent abroad, instructing him to buy an exporter’s 
draft drawn on an importer. The authority to purchase, used mainly in Far 
Eastern trade, shifts the burden of financing from the exporter to the importer's 
bank. Its operation is illustrated by the following example: 1 

An importer in China has bought goods from an exporter in San Francisco, the 
contract stipulating payment by a 90-day draft on the importer with an authority 
to purchase. The importer applies to his bank in China for an authority to pur- 
chase, specifying the amount, expiration date, shipping documents, and other: 
conditions. When the bank approves the application, the importer signs “a letter 
of guaranty” in which he obligates himself to accept and pay the draft, pledging 
the documents conveying title to the goods as collateral security. The bank then 
instructs its agent in San Francisco to buy the exporter’s draft drawn in compli- 
ance with the stated conditions. The San Francisco agent sends a notice (advice 
of authority to purchase) to the exporter, informing him of the terms upon 
which the draft on the importer will be purchased. After the exporter has de- 
livered the goods to the shipping company, he presents the draft with the re- 
quired documents to the agent and receives payment. The authority to purchase 
thus enables the exporter to sell the draft immediately without using up any of 
his line of credit with his bank. 

In contrast to the letter of credit, which gives rise to banker’s acceptances, the 
authority to purchase gives rise to a trade acceptance, with the importer as 
acceptor. Although under both methods the exporter is only secondarily liable, 
that is, only if the acceptor should fail to pay, it is obvious that an exporter is 
less likely to be called upon to pay a dishonored bank acceptance than a trade 
acceptance. The exporter may, however, be relieved from his lability by being 
authorized to endorse his draft on the importer with the words “without re- 
course.” Thus, if the importer (drawee) refuses to accept or pay the draft, the 
exporter (drawer) cannot be called upon to refund the money he received from 
its sale. But authorities to purchase authorizing the exporter to endorse “without 
recourse” are rarely issued. 

The authority to purchase may be revocable or irrevocable. In a revocable 
authority to purchase, the issuing bank has the right to cancel the authorization 
given to its agent to buy the exporter’s draft. In such circumstance the agent’s 
advice of authority to purchase contains a clause stipulating that the authority 
may be canceled by giving notice to the exporter. 


Documents Attached to Draft. A full set of documents accompanying an ex- 
porter’s draft under a letter of credit or authority to purchase consists usually of 
a negotiable bill of lading (two or more copies), an insurance certificate or policy, 
commercial invoice, consular invoice, certificate of origin, and other documents 
that may be needed to bring the goods into the foreign country such as an anti- 
dumping certificate, inspection certificate, or health certificate. The latter is often 
required for shipments of agricultural and livestock products. These shipping 
documents are ordinarily endorsed in blank or to the bank negotiating the ex- 
porter’s draft. To establish the indisputable legal right of the negotiating bank 
to the goods represented by the documents, the bank usually requests the ex- 
porter to execute a letter of hypothecation and general assurance. This instru- 
ment contains a number of provisions, of which the most important are those in 
which the exporter obligates himself to deliver to the bank all the necessary docu- 
ments, to indemnify the bank against losses and costs arising in connection with 
the draft, including loss from exchange fluctuations, and to pay the amount of 
the draft upon notice of protest. It grants the bank discretionary power to dis- 
pose at public or private sale, for its own and the exporter’s protection and for 
account and sole risk of the exporter, all or part of the merchandise represented 


FINANCING OF FOREIGN TRADE 3-25 


by the title-conveying documents, and to apply the net proceeds toward payment 
of the draft or drafts secured by these documents. 


TRAVELER’S LETTER OF CREDIT. This instrument provides safety 
and convenience in carrying funds abroad for foreign commercial travelers and 
tourists. An American tourist planning to visit a number of countries in Latin 
America could carry dollar currency, exchanging it for currencies of each nation 
on the spot, but this involves the risk of loss and theft, and actual currency may 
be quoted at a considerable discount. He could buy separate drafts on banks in 
each country, but he does not know just how much he will need. By buying a 
traveler’s letter of credit, he obtains a letter addressed by the American bank to 
listed banks abroad, requesting them to honor drafts drawn by the buyer of the 


letter up to a stipulated aggregate amount, and not later than a stated date. 
(See Fig. 5.) 


Seavelers Lelterof Credit 


N°_so00 $4,000... - NewYork,cotoher 92, 19~ 
Srour- Lorrespiondena 
Goriant 


PROUPST NOU sae ee eee ee eee ee ; 
fig ren Seb eet 
bas ; ceed LTO, , 


potlhhebastdrafer 
Hine saviors thet the defer ane haphad tryyors® 
SP UWCE, vandareiplainty marked, abdraun unlir— 
jaded New York, October 51, 19— 
chihing: Sop chen yourtindullenliont 
Wireman; Ge CIC, 
moe CL pnan, Sachs¥ bo. 


Fig. 5. A traveler’s letter of credit. 
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At the time of issue of the traveler’s or circular letter of credit, the buyer 
(beneficiary) is furnished with a list of the issuing bank’s foreign corre- 
spondents who will purchase, at the prevailing rate for sight exchange, drafts 
drawn in the currency of the country and on the bank named as correspondent. 
Comparison of the beneficiary’s signature on the draft with that forwarded to 
the correspondent banks serves as identification. The beneficiary may in addi- 
tion present his passport as identification. The bank officers’ signatures on the 
letter of credit are compared with those on file with the correspondent bank,,. 
which establishes the genuineness of the letter of credit. As a precaution against 
overdrafts, the amount of each draft negotiated is entered by the paying corre- 
spondent bank on the reverse side of the letter of credit, which is taken away 
from the beneficiary and returned to the issuing bank by the correspondent pay- 
ing the final draft that exhausts the amount of credit. The issuing bank charges 
the buyer a commission ranging from 144% to 1%. In addition, correspondent 
banks sometimes charge a commission for negotiating the individual drafts. 


TRAVELERS’ CHECKS. Tourists traveling abroad and at home can pro- 
tect themselves against the loss of cash by using travelers’ checks. These are 
issued by banks, express companies, and some tourist agencies. They are usu- 
ally promises to pay on demand even amounts, such as $10, $20, $50, and $100. 
(See Fig. 6.) 
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Fig. 6. Traveler’s check. 


The buyer of the checks signs each check at the time of purchase, and again on 
presentation for payment. Comparison of the two signatures establishes his iden- 
tity. Travelers’ checks are generally accepted as demand exchange, and in the 
United States may pass virtually as currency. The checks are sold for their face 
amount plus a commission of 1%. 


AMERICAN DEPOSITARY RECEIPT. The international departments 
of US. banks also facilitate purchases by Americans of foreign securities, thus 
making available dollar exchange for countries abroad. Although the technique 
of flotation and trading of foreign bond issues stated in U.S. dollars is similar to 
the procedure followed in the sale of domestic obligations, trading in stocks of 
foreign corporations differs greatly in its mechanics from the methods involved 
in this country. Aside from the different laws, regulations, customs, and expenses 
involved in dealing in foreign equities, the greatest obstacle is the European 
practice of issuing bearer stock certificates with annexed dividend coupons. 
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American investors, used to holding negotiable stock certificates registered in their 
names and receiving by mail dividend checks, stock dividends, subscription rights, 
voting proxies, and annual reports, are generally unwilling to hold bearer certifi- 
cates and to forego direct contact with the corporation. Moreover, obtaining in- 
formation about declaration of dividends and their collection and exchange into 
dollars is a cumbersome procedure. 

To overcome these difficulties, the Guaranty Trust Company of New York 
(now merged into the Morgan Guaranty Trust Co. of N.Y.), in cooperation with 
a number of leading brokerage firms in New York and abroad and with several 
stock exchanges, devised in 1927 an American Depositary Receipt (A.D.R.). This 
instrument is a negotiable receipt, registered in the owner’s name, for a stated 
number of shares of a foreign corporation issued by the trust departments of 
large New York City commercial banks (the Depositaries) upon receipt of no- 
tice from their branches or correspondents abroad that a certain number of 
shares of the foreign corporation has been deposited with them for account of the 
US. resident. The A.D.R. stipulates that the foreign securities will be held in 
custody as long as the A.D.R. is outstanding. A.D.R.’s are transferable at the 
office of the Depositaries with the same facility as domestic stock certificates. 
Dividends are disbursed by the Depositaries in dollar checks to the registered 
holders. When rights for additional stock offerings are issued by the foreign cor- 
porations to stockholders, they cannot be exercised by holders of A.D.R.’s unless 
the foreign corporation has registered the securities with the S.E.C. Conse- 
quently, the rights are sold abroad and the dollar proceeds are distributed to 
holders of the A.D.R.’s. 

Sale of foreign shares in the American market is completed by delivery of the 
A.D.R. in blank. Holders of A.D.R.’s may at any time demand delivery of the 
underlying shares or sell the shares in a foreign market, surrender their A.D.R.’s 
to the Depositaries here, and have the foreign shares delivered to a designated 
party abroad. 

There are outstanding American Depositary Receipts for stocks of over 200 
leading foreign companies domiciled in Australia, the Congo, Brazil, Federation 
of Rhodesia and Nyasaland, France, Germany, Israel, Italy, Japan, Mexico, the 
Netherlands, the Republic of South Africa, Sweden, and the United Kingdom. 
Foreign securities are traded regularly in New York, predominantly in the over- 
the-counter market, although most foreign dollar bonds and stocks of 25 foreign 
companies are listed on the New York Stock Exchange. At the end of 1962, the 
market value of the 271 foreign securities—stocks and bonds—listed on the Ex- 
change amounted to $7.8 billion, of which stocks accounted for $6 billion. On 
the American Stock Exchange, 34 foreign stocks and 10 foreign bond issues were 
traded. 


U.S. Government and International Agencies 


BACKGROUND. The huge financial resources required to rebuild the war- 
shattered economies of the belligerent countries and to promote the development 
of the economically backward areas after World War II could not be supplied by 
private capital alone. The postwar problems of foreign trade and investment 
were complicated by the lack of currency convertibility and by political insta- 
bility in many areas. To help solve these problems the U.S. government inau- 
curated a comprehensive foreign aid program and also participated in the 
establishment of a number of international financial institutions. U.S. and 
international agencies have played an increasingly important part in financing and 
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stimulating foreign trade and investment. Their major functions and operations 
are summarized below. 


THE U.S. EXPORT-IMPORT BANK. In 1934 the United States govern- 
ment entered the field of foreign banking by organizing the Export-Import Bank, 
which in 1945 was made an independent agency of the Federal government. The 
Bank is empowered to do a general banking business and to make any type of 
loan for the purpose of “aiding in the financing and facilitating of exports and 
imports and the exchange of commodities between the United States or any of 
its territories or insular possessions and any foreign country or the agencies or 
nationals thereof.” 

The Bank makes long-term loans to finance purchases of U.S. equipment, 
goods, and services for projects undertaken by private enterprises or govern- 
ments abroad. It also finances or guarantees payment of medium-term commer- 
cial export credits granted by exporters and, in partnership with private 
insurance companies, offers short- and medium-term export credit insurance. 
From its formation in 1934 to June 30, 1962, credit authorizations by the Bank, 
less amounts canceled, unused, or taken over by others, aggregated about $12 
billion. On June 30, 1962, outstanding loans totaled $3.9 billion and undisbursed 
loan authorizations, guarantees, and insurance $2.6 billion. 

To supplement its capital stock of $1 billion subscribed by the government, the 
Bank is authorized to borrow from the Treasury on a revolving basis up to $6 
billion outstanding at any one time. In September 1961 the Bank was authorized 
to provide insurance and guaranties on short- and medium-term export paper up 
to $1 billion. Although there is a ceiling of $7 billion on its lending operations, 
the Bank can handle a larger amount of business through participation by private 
banks in credits advanced and through sales by the Bank of paper from its port- 
folio without guaranty or endorsement. 


THE U.S. AGENCY FOR INTERNATIONAL DEVELOPMENT 
(A.L.D.). This agency was created in 1961 by combining the International Co- 
operation Administration (1.C.A.), the Development Loan Fund (D.L.F.), and 
certain other smaller units. The D.L.F. was incorporated in 1958 by Congress as 
an independent government operation to serve as an additional source of financing 
economic development in the free world and “to minimize or eliminate barriers 
to the flow of private investment capital and international trade.” The D.L-F. 
was authorized to enter into financing arrangements with US. and foreign private 
corporations, governments, or governmental entities and to provide partial or 
full guaranties to private lenders for approved projects abroad. The I.C.A. in- 
sures US. private investors abroad against losses resulting from exchange re- 
strictions on transfer of earnings and repatriation of capital and against 
nationalization, confiscation, or war damages. 


THE INTERNATIONAL MONETARY FUND AND THE WORLD 
BANK. A new approach to the solution of the recurrent troublesome problems 
of unbalanced international payments, currency depreciation, and exchange re- 
strictions was launched when the United Nations Monetary Conference at 
Bretton Woods, comprising delegates of 44 countries, adopted in 1944 two 
agreements to set up an International Monetary Fund (I.M.F.) and an Interna- 
tional Bank for Reconstruction and Development (World Bank). These agree- 


ments went into effect in 1946. (See Kreps, Money, Banking and Monetary 
Policy.) 
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The International Monetary Fund. The main functions of the Fund, for 
which an initial capital of $8.8 billion was provided, are to promote interna- 
tional monetary cooperation, facilitate expansion of international trade, pro- 
mote exchange stability, prevent competitive currency depreciation, gradually 
remove foreign exchange restrictions, and grant member countries foreign ex- 
change loans to correct temporary maladjustments in their current balance of 
payments. Each participating country may borrow foreign exchange from the 
Fund up to 200% of its quota. In return, it agrees not to change the par value of 
its currency except after consultation, but a change up to 10% of the initial par 
value cannot be objected to by the Fund. 

In February 1959, the I.M.F. increased the quota of each member country 50 
per cent. At the end of 1962, the I.M.F. had 82 member countries with an ag- 
gregate quota of $15.2 billion, of which $3.2 billion was subscribed in gold, $11.2 
billion in member country currencies, and $0.8 billion in subscriptions receivable. 
Under arrangements with ten leading industrial member countries, including 
the United States, the Fund was authorized to borrow from the ten participants 
additional foreign exchange up to $6 billion if needed to “forestall or cope with 
an impairment of the international monetary system.” The arrangements be- 
came effective in October 1962 and were to continue for four years with provision 
for extension. 


The World Bank. The World Bank had an initial capital of $9.1 billion, 
which was increased in 1959 to $21 billion. The Bank grants or guarantees long- 
term foreign currency loans to member countries unable to borrow elsewhere 
on reasonable terms for specific approved productive projects. 

As of June 1963 the World Bank had made loans totaling over $7.0 billion to 64 
of its 85 member countries. The largest loans were for transportation and power 
development. 


THE INTERNATIONAL FINANCE CORPORATION (1.F.C.). The 
I.F.C. was organized in 1956 as an affiliate with the World Bank to undertake, in 
association with private investors, long-term financing on an equity basis or 
through loans to productive private enterprises in member countries, particularly 
in less developed areas. The I.F.C. was intended to supplement the work of the 
World Bank by engaging in activities not permitted to the Bank. Unlike the 
latter, the I.F.C. does not require government guaranties. The membership of the 
L.F.C. on June 30, 1963, consisted of 73 countries and it had a paid-in capital of 
$98.2 million. Although this amount is small, the I.F.C. has also attracted to its 
projects private capital amounting to several times its own investments, 


THE INTERNATIONAL DEVELOPMENT ASSOCIATION (I.D.A.). 
This second affiliate of the World Bank was created in September 1960 for the 
primary purpose of making development loans to member countries whose 
balance of payments prospects would not justify their borrowing abroad on 
conventional terms. The Articles of Agreement stipulate that the forms and 
terms of the loans shall be such as I.D.A. “may deem appropriate.” So far all 
development credits have been made to member governments. The loans are re- 
payable in foreign exchange but on very lenient terms: over a 50-year period 
without interest. 

The initial capital of I.D.A. was set at $1 billion. By June 30, 1963, I.D.A. had 
76 member countries with a paid-in capital of $595 million and had signed credit 
agreements totaling $495 million. Its executive directors, management, and staff 
are the same as those of the World Bank. 
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THE INTER-AMERICAN DEVELOPMENT BANK. The Inter-Amer- 
ican Development Bank, of which all American republics, except Cuba, are 
members, commenced operations in October 1960. It is a regional bank designed 
to accelerate economic development in Latin America. The US. is the principal 
subscriber and the 19 Latin American countries are both borrowers and lenders. 
The authorized ordinary capital of the Bank is $813 million, of which $382 
million has been paid in and the remainder is subject to call when needed. The 
Bank makes economic development loans to private enterprises and public bodies: 
that are repayable in the currency in which the loan is made. In 1961, 73 loans 
totaling $294 million were authorized. 

The Bank has a Fund for Special Operations with its own capital of $146 
million completely separate from the ordinary capital. Since Fund loans may be 
extended “on terms and conditions appropriate for dealing with special circum- 
stances arising in specific countries,” the terms are usually more liberal than for 
ordinary loans. 

Under an agreement with the U.S., the Bank became the administrator of the 
Social Progress Trust Fund, set up to grant loans and technical assistance for 
social development. As administrator, the Bank is authorized to enter into com- 
mitments of up to $394 million, to be drawn from the U.S. Treasury as needed. 
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SECTION 4 


SAVINGS INSTITUTIONS 


Role of Savings Institutions 


DIRECT VS. INDIRECT INVESTMENT. Aside from mere hoarding, the 
saver has two major alternatives in the use of his funds. The first is direct invest- 
ment. He may engage in business alone or with others, acquire real estate, or 
purchase securities in the open market. If he prefers, he may take a creditor 
instead of an equity position and purchase mortgages or bonds. These securities 
he may acquire direct from the issuer, from investment bankers, or through stock 
brokers. In recent years, government bonds—for the small saver, government 
savings bonds—have bulked large among available investments. 

The other alternative open to the saver, and the principal avenue utilized by 
small savers, is that of indirect investment. The saver may entrust the task of 
employing his funds to one or more savings institutions designed to serve differ- 
ent types of savers. 


Principal Types of Savings Institutions. The principal savings institutions 
are: 
Savings banks, and savings departments of commercial banks. 
Savings and Joan associations. 
Credit unions. 
Trustees under both living and testamentary trusts, chiefly trust companies 
and trust departments of banks. 
5. Investment companies, including mutual funds. 
6. Life insurance companies, which also write annuities. 


PURPOSES OF THE SAVER. The saver redistributes his money income 
over time by restricting present spending for consumption or by utilizing income 
not required for consumption. In so far as saving is rational, it reflects the 
saver’s realization that his income may become inadequate at some later date in 
relation to needed expenditures. On the basis of the economic hazards (aside from 
inflation) that give rise to this uncertainty, the major purposes of the saver may 
be classified as follows: 


wwe 


1. Security 

a. Emergency, whether as added expense (such as maternity), reduced income 
(such as loss of job), or a planned contingency (such as education). 

b. Either maintenance of one’s standard of living by provision of a retirement 
income for old age or infirmity, or raising the future standard of living by 
providing a supplementary income. 

c. Provision for dependents after death. 

2. Provision of permanent assets, such as a home. 

3 Gratification of certain more temporary desires, such as a car, clothes, or a 
vacation. 

4. A large and growing part of saving is compulsory or contractual through 
pension plans, the social security system, and life insurance premiums, 
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5. Much personal saving—especially that done by the wealthy—is automatic. 
Income simply exceeds the desired level of consumption expenditure. 


Individuals undoubtedly save most frequently to provide security for them- 
selves and their families. As noted above, another important motive is to acquire 
specific durable assets (homes, autos, household appliances, etc.), although indi- 
viduals of substantial means save almost automatically. Savings of business 
concerns are far larger than individual savings. Business saving occurs through 
retention of earnings and the cash flow provided by asset depreciation and 
amortization. 


, SERVICES AND CHARACTERISTICS. Savings institutions are de- 
signed to meet the needs of different classes of savers. The differing character- 
istics of these institutions frequently reflect differences in the size-classes of the 
savers that they serve. Thus, the man of small means trying to protect himself 
against an emergency may regard the savings account as safest and most con- 
venient, whereas the man of larger means, eager for larger income or apprecia- 
tion, may seek out an investment company. Again, an individual desiring re- 
tirement income can turn to an annuity, whereas another, seeking to make 
financial provision for his dependents after his death, can turn to life insurance. 
But the exact fields of service of the various institutions, and the lines of demarca- 
tion between them, are not clear cut. In addition, over the years changing eco- 
nomic conditions and government activity have caused considerable change in 
their relative status. For example, mutual savings banks have lost ground to 
savings and loan associations and credit unions, which operate over a nationwide 
area, whereas the savings banks are concentrated mainly in the northeastern 
states; and savings and loan associations and credit unions can usually offer 
savers higher rates of return on their funds because of their specialization in 
mortgage and consumer financing. (Kreps and Lapkin, Improving the Competi- 
tion for Funds Between Commercial Banks and Thrift Institutions.) 


Change in Importance. The changing relative importance of leading savings 
institutions since 1920 is illustrated by the data in Fig. 1 (Facts and Figures— 
Mutual Savings Banking, National Association of Mutual Savings Banks), show- 
ing estimated savings of individuals in selected media in specified years. The 
figures clearly illustrate the more rapid growth of savings held by savings and 
loan associations and credit unions as compared with those held by commercial 
and mutual savings banks. In addition, at year-end 1961, assets of all investment 
companies totaled almost $26 billion, a nearly fourfold increase over the $7 billion 
of such assets in 1929. (Arthur Wiesenberger and Company, Investment Com- 
panies, 1962.) 


Savings Banking 


FUNCTION OF SAVINGS BANKING. Savings banks exist primarily to 
serve savers of moderate means. The savings funds placed with them find outlets 
mainly in mortgages and United States government securities. Savings banks thus 
offer a convenient means for accumulating savings and safe-guarding the principal, 
while providing a modest return and enabling the saver to recall his funds 
readily. 

TYPES OF SAVINGS BANKS. Savings banks are of several types: 

1. Mutual savings banks, owned by their depositors and operated for their 
sole benefit by self-perpetuating trustees. This type dates back at least to Rev. 
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Henry Duncan’s “Parish Bank,” established in 1810 at Ruthwell, Scotland, and 
reached the United States in 1816. It is confined to 18 states (and the Virgin 
Islands)—the six New England states, the five Middle Atlantic states of New 
York, New Jersey, Pennsylvania, Delaware, and Maryland; Ohio, Indiana, Wis- 
consin, and Minnesota; and Washington, Oregon, and Alaska. At the end of 
1962, there were 512 mutual savings banks with deposits of $41,335,600,000. 
(National Association of Mutual Savings Banks, Facts and Figures—Mutual 
Savings Banking.) 

2. Stock savings banks, which confine themselves to receiving savings de- 
posits but are owned by stockholders and operated for their benefit. Today, few 
such banks exist. 

3. Savings departments of commercial banks (both national and state) and 
trust companies, which were given impetus by the permission granted member 
banks by the Federal Reserve Act of 1913 to receive savings deposits, and which 
are now found in the great majority of such institutions. Many small banks have 
more time than demand deposits. Commercial banks have become strong com- 
petitors of mutual savings banks even in the latter’s own territory, especially 
since maximum legal commercial bank rates on time and savings deposits were 
raised by the Federal Reserve and the F.D.I.C. at the beginning of 1962. 

4, Industrial banks, typified by the Morris Plan, were akin originally in cer- 
tain ways to stock savings banks. At their inception around 1910 these institutions 
extended consumer loans repayable on an installment basis and obtained at least 
part of their operating funds from the sale of investment certificates or the receipt 
of time deposits; they thus sought to promote thrift as well as to provide loans to 
individuals. With the passage of time, however, they tended to enlarge their 
activities until now most have converted to commercial bank charters. 


MUTUAL SAVINGS BANKS. In the mutual savings bank, depositors re- 
ceive “interest-dividends” at a rate fixed or declared by the trustees of the insti- 
tution from time to time. Retained earnings are carried to surplus accounts, the 
purpose of which is to protect depositors in the same way as do capital stock, 
surplus, and undivided profits in the commercial bank. State laws generally re- 
quire that surplus be built up by setting aside a portion of earnings until it 
equals 10% of deposits. After surplus has reached a specified figure, additional 
earnings may be used to pay extra dividends. When the bank first opens its 
doors its sponsors advance funds to cover expenses and initial surplus; these ad- 
vances are repaid (with or without interest) as earnings rise. Each new depos- 
itor shares automatically the protection afforded by the bank’s previously accu- 
mulated surplus, thereby at once reducing correspondingly the extent or degree of 
protection enjoyed by each present depositor. Only as earnings are realized on the 
deposits he makes do his funds contribute to the growth of surplus. 


Management and Ownership. Management and ownership are distinct in the 
mutual savings bank, since the depositors have no voice in its operation. The 
bank is managed by a board of trustees whose rewards consist primarily of 
honor and prestige. Generally speaking, a high tradition of trusteeship has de- 
veloped over the years among mutual savings bank trustees; in the older mutual 
savings bank states, these trustee canons of performance have been crystallized 
into law. The result is that gainful relationships between a trustee and a mutual 
savings bank are rarely encountered, in spite of the fact that, in most states, the 
trustees of a mutual savings bank are a self-perpetuating body that elects new 
members only to replace those who die, resign, or are removed. 
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Savings Accounts. In an effort to confine the use of mutual savings banks to 
small savers and to avoid the disturbance resulting from sudden withdrawals of 
large accounts, state laws generally fix a maximum balance that may stand to 
the credit of a single depositor. In New York the figure was raised in 1920 from 
$3,000 to $5,000, in 1926 to $7,500, in 1951 to $10,000, and in 1962 to $15,000, ex- 
clusive of accrued dividends. The maximum for joint accounts is $30,000. A 
person may if he so desires keep accounts in more than one savings bank, or ac- 
counts for different members of his family in a single institution. The ownership 
of savings deposits is generally limited, however, only to individuals and nonprofit 
organizations. 

A savings account is evidenced by a pass book, which generally is presented to 
the bank by the depositor in person or by his assignee when a withdrawal is made. 
Banking by mail is permitted. The bank must by law reserve the right to require 
notice of withdrawal, usually 30 or 60 days, but in practice savings banks cus- 
tomarily pay on demand. 

According to the National Association of Mutual Savings Banks, New York, at 
the end of 1962, the average regular deposit account had a balance of $1,838; the 
dividend rate paid ranged from 214% to 434% annually, with 355 banks paying 
4%. The weighted average rate was 4.07%. 


Special Accounts and Services. Since World War I, the emphasis in savings 
has shifted from provision for old age and unforeseen emergencies to more definite 
and immediate objectives. In part, this is reflected in the attitude of the “regular” 
savings depositor, but it is also evidenced by the growth of special types of ac- 
counts. Thus, many savings club plans are now offered to provide, through 
periodic deposits, funds for vacation, travel, education, Christmas gifts, or the 
purchase of a home. Under industrial savings plans, the employer periodically 
receives for deposit in a savings bank a specified sum from the wages of those 
workers who wish to participate. School savings, first introduced in 1882, seek 

_ to promote habits of thrift among the young. School savings and club plans entail 
much clerical work, but are encouraged as a potential source of larger regular de- 
posits. At the close of 1962, school and formal club deposits accounted for less 
than one third of 1% of total deposits. 

Since 1907 some Massachusetts savings banks have offered life insurance and 
annuities at moderate rates in limited amounts. At present, savings bank life 
insurance is restricted to the states of Massachusetts, New York, and Connecticut. 
The banks writing life insurance are required to invest a minimum amount in 
their own insurance department and in a central fund. The plan, which has 
shown steady progress, seeks to eliminate lapses of policies and costly solicitation 
and other expenses to which ordinary industrial life insurance is subject. At the 
close of 1961, savings bank life insurance was available through 320 mutual sav- 
ings banks, and there were 828,000 policies outstanding with a total face value 
of $1.5 billion. (National Association of Mutual Savings Banks, Facts and Figures 
—Mutual Savings Banking.) 

Incidental services rendered by savings banks include giving advice on family 
budgets, renting safe deposit boxes, selling savings bank money orders, selling 
foreign exchange and travelers’ checks, and selling and redeeming United States 


government savings bonds. 
Investments of Mutual Savings Banks. Most of the 18 mutual savings bank 


states have enacted legislation regulating the investments of these banks. Thus 
they have sought to protect the depositor and, in some instances, also to favor 
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investment within the state. The New York State law has served as a model for 
a number of other states. As of 1958, it authorized the following classes of invest- 
ments: 


1. Bonds of the United States. 

2. State and municipal bonds. 

a. Bonds of New York, and bonds of other states that have not defaulted (for 
more than 90 days) within 10 years or for the payment of principal and. 
interest on which bonds the faith of such state is pledged. 

b. Bonds of municipalities in New York State; in states adjoining New York, 
provided they have 10,000 population and have not (for more than 120 
days) defaulted wtihin 25 years; and in other states whose bonds are legal 
for investment, provided they are 25 years old, have 30,000 population, and 
have not defaulted within 25 years. For cities with less than 150,000 popu- 
lation and $200,000,000 of real property as well as for counties in which such 
cities are located, certain additional requirements exist as to ratio of debt 
to assessed value of real property (in general for cities 12% and counties 
5%) and as to the power to levy taxes on realty without limitation of rate 
or amount. 

Bonds issued by public authorities in New York State. 

. Canadian bonds; obligations of the Dominion of Canada or any of its 
provinces or those for which the faith of the Dominion or its provinces 
is pledged for payment of principal and interest, provided that they are 
paid in United States funds, have not defaulted for more than 90 days 
within 10 years, and the issuing governmental unit’s debt does not exceed 
25% of the assessed value of the property within its jurisdiction. 

e. Obligations of any Canadian city with a population exceeding 150,000, pro- 
vided such obligations have not defaulted for more than 120 days within 25 
years, total indebtedness does not exceed 12% of assessed value, and the 
principal and interest are payable in United States funds. 


3. Railroad bonds, including equipment trusts. Mortgage bonds of railroads that 
have not defaulted on funded debt within the 5 preceding years and that 
operate 500 miles of road in the United States or have had operating revenues 
of $10,000,000 in each of 5 of the last 6 years, and that have covered fixed 
charges 2% times in each of 5 of the last 6 years, including the last year. In 
addition, either dividends equal to one quarter the fixed charges must have 
been paid in 5 out of the 6 preceding years, or fixed charges must have been 
earned 1% times in 9 out of the 10 preceding years, including the last year. 

Assumed and guaranteed bonds are admitted as well as direct obligations. 
Equipment trust obligations are limited to 80% of the cost of equipment and 
a 15-year maturity. Collateral trust bonds must be fully secured by other legal 
rail bonds of no longer maturity. From time to time, restrictions applying to 
the relation of earnings to fixed charges have been modified, notably since 
1931. 


4. Public utility bonds. 

a. Mortgage bonds of gas and electric companies that are at least 8 years old 
and have not defaulted within 8 years. Net earnings must have averaged 
2% times interest charges on funded debt for 5 years, as well as twice for 
the last year. Gross operating revenues must have averaged $2,000,000 a 
year for 5 years. 

b. Telephone company bonds are admitted under similar conditions, except 
that for the 5 preceding years gross operating revenues shall have averaged 
$5,000,000. Debt must not exceed a prescribed ratio to capital. Debentures 
are eligible under standards more rigid than for mortgage bonds. 

5. Land bank securities, 

a. Bonds of the Federal Land banks and debentures of the Federal Inter- 

mediate Credit banks. 


a9 
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b. Bonds of the Savings and Loan Bank of the State of New York and bonds 
of the Federal Home Loan banks. 

6. Real estate mortgages (including construction loans). 

a. First mortgages on real estate in New York State, or in an adjoining state, 
up to 66%% of the appraised value of improved property used for resi- 
dential, business, manufacturing, or agricultural purposes, up to 60% other- 
wise. 

b. Loans insured by the F.H.A. or guaranteed by the V.A. Latter guaranty may 
be as low as 20% if the mortgage is a first lien. 

c. Up to 80% on owner-occupied single family residences, constructed within 
2 years and located within 50 miles of the bank. (Limit 50% on value in 
excess of $15,000. Such mortgages must have monthly amortization and 
20-year maximum maturity.) 

7. Stock and debentures of a housing company, all of the stock or obligations of 
which is owned by one or more savings banks, under conditions prescribed by 
the State Banking Board. 

8. Promissory notes payable in 90 days, secured by obligations legal for savings 
bank investment, or by a savings bank pass book; and promissory notes of a 
savings and loan association. 

9. Bankers’ acceptances and bills of exchange of banks or of investment com- 
panies, eligible for purchase by Federal Reserve banks. 

10. Real estate, both banking house and lot, and that conveyed to the bank in 
satisfaction of debt, in lieu of foreclosure, or purchased under judgments, 
decrees, or mortgages. 

11. Securities or any other property acquired in settlements or reorganizations. 

12. Stock necessary to qualify for membership in the Federal Reserve Bank or 
the Federal Home Loan Bank, and stock and other securities of the Savings 
Banks Trust Co. and the Institutional Securities Corp., including participa- 
tions in F.H.A. mortgages on real property located in New York State or an 
adjoining state, held by the latter organizations. 

13. Obligations issued or guaranteed by the International Bank for Reconstruction 
and Development. 

14. Corporate bonds approved by the State Banking Board upon the application 
of at least 20 savings banks or the Savings Banks Trust Co. 

15. Stocks. Preferred stock, if the earnings over 5 years were 1% times fixed 
charges and preferred dividend requirements, and that high in either of the 
last 2 years. Guaranteed stock, if the earnings of the guaranteeing company 
were 14% times fixed charges over 5 years, and in either of last 2 years. Com- 
mon stock of companies registered on national exchanges, if dividends were 
paid in each of 10 years and earnings were sufficient over the 10-year period 
to pay the dividends. Stock of a registered investment company wholly owned 
by savings banks and limited to investments of types legal for savings banks. 

16. Corporate obligations not otherwise legal, but in an amount, together with 
stock investments, not to exceed surplus and undivided profits. 


In order to promote diversification, New York State has also set maximum 
limits for certain classes of investments: 


Mortgages and real estate, exclusive of F.H.A. in- 
sured loans, the guaranteed portion of G.I. loans, 


Bieri loxnalliee OwHNKObIOVER! a cao godsadslaoboasecousuauued 65% of total assets 
Housing company stock and debentures ........... 5% of assets 
RE ITORGMIDONGS! (TOR ENG, See tes siete wl aious 5 6 25% of assets (10% in one N.Y. 
corporation, 5% elsewhere) 
PuUBMichubiliby DONdS sme eae tele nee wos ss enn 25% of assets (2% in one gas 


and electric, 3% in one tele-~ 
phone company) 
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Bank deposits and acceptances ...........----+----- Smaller of 5% of savings bank’s 
deposits or 25% of deposi- 
tary’s capital and surplus 

Stock eScterstfor infin catigas tahitian aces Oo aa eects 50% of surplus and undivided 
profits. (1% of assets in any 
one company, and 2% of that 
company’s stock.) Common 
stock of the investment com- | 
pany referred to above, % of 
surplus and undivided profits. 

Canadian Government and municipal bonds ....... 10% of assets and 2% of assets 
in any one province or town 


In 1946 a new yardstick was introduced in New Jersey for qualifying railroad 
bonds as legal investments. Bonds could be bought under this law if coverage of 
fixed charges by the issuing railroad for the 3 preceding years was better than 
the average for all Class I railroads in the country, and if the percentage of gross 
revenues remaining after payment of fixed charges was greater than that for 
Class I roads as a whole. This law sought to permit savings banks to purchase 
bonds of financially stronger roads in bad times, when earnings and bond prices 
are low, as well as in good times when they are high. The fixed earnings yardsticks 
of other states admit to the legal list bonds of inferior quality in periods of large 
earnings, and force off the list during a depression intrinsically high-grade bonds 
because of a temporary decline in earnings. A single test of this kind cannot be 
applied satisfactorily to industrials because of their diverse character or to utilities 
because of their more uniform performance and wider safety margins. 


Investment Problems of Mutual Savings Banks. Long ago the qualities that 
a mutual savings bank portfolio should possess were stated as safety, liquidity (in 
the sense of reversibility of the investment, to provide cash through either sale, 
maturity, or loan), and yield. Different sections of the portfolio provide different 
qualities, and the relative emphasis shifts as conditions change. 

A brief review of developments in New York State since World Wars I and II 
provides a background for consideration of current investment problems: 


1. The 1920’s witnessed unprecedented growth in deposits (despite keen com- 
petition from other institutions), with high dividend rates and lucrative invest- 
ments. Government bond holdings and cash fell off, while mortgage loans 
mounted sharply. 


2. During the depression of the 1980’s savings bank deposits were swollen at first 
by an influx of temporary funds. In self defense, banks generally reduced divi- 
dend rates, and some limited the sum that they would receive from a single 
individual. After a drop in 1933, when withdrawals were restricted, deposits 
showed a small but steady gain. Investments reversed nearly every trend 
apparent before 1929. Mortgage holdings contracted as a result of drastically 
reduced lending and the rise of foreclosures; the process of cleaning up the 
mortgage picture and working off real estate thereby acquired continued until 
well into the 1940’s. Corporate bonds, particularly rails, fell sharply, but gov- 
ernments rose. 


3. In the World War II era, government bonds became the most important in- 
vestment for the large deposit growth. 


4. The postwar years show greatly increased competition for savings funds from 
commercial banks, savings and loan associations, and credit unions. Prior to 
1962 the Federal income tax liability on savings banks was almost nil; how- 
ever, the Revenue Act of 1962 increased the thrift institutions’ tax liability 
moderately. This increase may shift the investments of mutual savings banks 
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more toward tax-free municipal securities, of which they have previously held 
relatively small amounts. 


Fig. 2 shows the condition of the New York savings banks at the close of 1962. 


STATEMENT OF CONDITION OF 
NEW YORK STATE SAVINGS BANKS 


December 31, 1962 
(In millions of dollars) 


ASSETS 
CAshmanchoucmrony, Daniseeignis. ae... Aen ee ABE | OTR T ponte $ 556.3 
United States government obligations, direct and guaranteed ............ 2,693.6 
Obligations of state and political subdivisions .............2-.eseeseeees 300.9 
Octhersbondsgnotesmandudebentunes ms sain jre re oeadee ee eee ee 2,204.5 
Wom onaiie est OC KS gery a. Per ea ee can ty ep hee Re do ee en ee ed ser pene 429.7 
en estate amnOntOAr Cell OAS mRcen mtr eect th fe eee hoe ee eet, 19,804.6 
Ochermlogncstancdediscoumistcr tr act ca eek en any ete re eee: 331.5 
Banke nenisesmOwnede mastery terre tt Vine tt teens wise Aeemeeern Des ot ae AEE 180.1 
Othertrealiestate: hae Go Bese Oe Se eitats UAStOlS i rere bay 13.2 
OGHETHPASSE SHEN. SHEFIA.. PELL ce ae LE Umno kilts Fates eT 247.2 
BING ball ROASSC Us sapesrteesinten Maryn car areata Sat oe eee eee eet RTM. ween SCD et Gere $26,761.6 
LIABILITIES AND SURPLUS 

IReCIETE -GANAUERS) GLOSS, ead into e oe saeina ae oe Eee eee eas $23 866.0 

Christmas and@other clu Gepositsaes. sees: en. tee. 16.4 

Incustrial (payroll) depositse sac. sms sntien sates tates ere tae et ae 50.2 

SchoolesavinesmdepOsite se sete mein Sateen oe ie. te nie ees es 51.9 
(Other d posites ye eh erred Pe sate, She he ae ER es ote 12.1 $23,996.6 
Otheralvaloilities: eeraeac: ie ax Seescapsterts. sats ea uh ne Saake etas, Sort a §13.2 

* Sgoles ce amarmiainy 1nl. So anncooeh cnod aestan soon eae Su Gute $ 1,705.5 

irdayid eda pio tome Iles EA I ROR Po ahene aula 436.9 
@pnergeeneral nesenvicwaccOunts imately tn menos sorts metre 109.4 2,251.8 
MotalebiaoiiticsmandeSurplustemen se tees at as odes meee eck niece ie $26,761.6 


SUMMARY OF BOND INVESTMENTS 
(In millions of dollars) 


United States government obligations (direct and guaranteed)............ $ 2,694 
Sime ral ioommacayoaly (GOMES)! osass60cec00c 606q090000000 300 EeeonnudaOE 301 
@anadimnweovernmentso0ndSigg. eee ee eee rit mcrire ders eters 108 
TERR URNS eee ee ee OIRO tty hee stare Ete Re Iie DG ct ora Aan Oto atO a 255 
TRI CLES Roe arses ove ok Scene or ERS Oe AOE Chee ee ore eh tera 947 
Tern’ vig eel eae er ao eee ee eee oe Ce ae ey Per cnn orre cir 237 
International ipamleics se se Ake sci eee Me pe ate aman a ata athe eie ea ern 158 
Och ere eae Bere TANS OFT, SIMCOE. ERs SR Rat ROR» 499 

$ 5,199 


Fig. 2. Statement of condition of New York State savings banks. 


Despite increasing economic activity in 1962 and 1963, the general level of 
interest rates changed very little from preceding years. Yields on mortgages and 
Treasury bonds fell well below the 1959 level but remained above those of most 
earlier postwar years. Interest rate changes were in accord with the general 
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Treasury-Federal Reserve objective of maintaining short-term rates high enough 
to reduce the incentive to shift funds abroad, while fostering reduced long-term 
rates to encourage domestic economic expansion. This pressure on mortgage rates 
has given added incentive for mutual savings bankers to press for the application 
of the prudent man rule, which gives the savings institution wider discretion in 
selecting investments. At present, twelve states have statutes that entitle savings 
banks to invest a percentage of their deposits at their discretion or provide for 
supplementing the list of legal investments by action of some administrative 

agency. (Kreps and Lapkin, Public Regulation and Operating Conventions 
Affecting Sources of Funds of Commercial Banks and Thrift Institutions.) 


The Savings Banks Trust Company. The depression of the early 1930’s 
emphasized to savings banks the benefits of cooperating with one another. Mere 
amortization of mortgage loans and arrangement of maturities of bond holdings 
did not suffice, although membership in the Federal Reserve System and in the 
Federal Home Loan Bank System proved of limited significance. In July, 1933, 
the New York savings banks organized two institutions, owned entirely by them- 
selves, to provide centralized machinery, the Savings Banks Trust Company, New 
York, and the Institutional Securities Corporation, New York. 

The Savings Banks Trust Company receives deposits from mutual savings 
banks and can lend to them against suitable collateral, while the Institutional 
Securities Corp. may buy mortgages from them. 

Besides acting as depositary and correspondent, the Trust Co. acts as invest- 
ment consultant and trustee, as well as a reserve body and clearing house for in- 
formation on matters of interest to the Savings Banks Association of the State 
and its members. Its principal services are: 


1. Banking operations 
Depositary and correspondent. 
Paying agent for money orders. 
Custodian of securities, 
Agent or trustee in connection with readjustment of nonlegal securities, repre- 
senting members on various institutional group committees. 
Reorganization of mortgages and real estate. 
2. Specialized services 
Investment information. 
Analyses of securities proposed for legal list and recommendations to the 
State Banking Board of those deemed suitable. 
Analyses of bond portfolios for subscribers and rendering of continuous in- 
vestment service. 
Research on savings bank problems. 
Mortgage and real estate information. 
Agent for banks undertaking housing projects. 


The Institutional Securities Corporation. The Institutional Securities Cor- 
poration services mortgages and aids in the management, sale, appraisal, and 
inspection of real estate; through the sale of its debentures to the savings banks 
it provides an added opportunity for the investment of savings bank funds. De- 
partmental activities are: 


1. Mortgage and real estate servicing. 

2. Appraisal service 
On properties serviced. 
Special appraisals on portfolio analyses and new loan applications. “Screen- 
ing” of new loan applications for New York savings banks. 

3. Mortgage servicing of corporate-owned mortgages. 
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4. Corporate financing, in sale of debentures and short-term borrowing. 
5. Mortgage loans—national market 

Investigation and purchase of insured mortgages. 

Promotional efforts. 

Plans, procedures, and legal studies. 
6. Mortgage loans—New York City. 


_ Mutual savings banks in several other states have set up less elaborate organiza- 
tions of this type. In 1932 Massachusetts set up a Mutual Savings Bank Central 
Fund, and a year later added deposit insurance. Most mutual savings bank 
deposit insurance coverage today is provided by the F.D1.C., however. As of 
July 1960, well over half of all mutual savings banks, holding 85% of total mutual 
savings bank deposits, were F.D.I.C. insured. (Kreps and Lapkin, Improving the 
Competition for Funds Between Commercial Banks and Thrift Institutions.) 


Savings Bank Policy. The savings bank faces the question whether it properly 
is merely the holder of the cash reserves that its depositors maintain against the 
emergencies of life, or whether it should be more completely integrated with the 
individual’s financial plan. Savings bankers themselves differ as to the role their 
institution should play. Some banks have adopted “split” or differential dividend 
rates, designed to favor the saver as distinguished from the transient. A few, 
notably the Bowery Savings Bank of New York, have developed a composite 
plan; “packaged saving” as developed by that institution in 1945 applies regular 
deposits over a specified period to the accumulation of a bank account to be held 
against emergencies and a block of government bonds, with the protection mean- 
while afforded by a savings bank life insurance policy. Much emphasis is now 
placed, however, on “saving for a specific purpose” plans, such as vacations, taxes, 
Christmas, education, and large consumer purchases.. 


SAVINGS DEPARTMENTS OF COMMERCIAL BANKS. Bank fail- 
ures during the early 30’s focused attention upon the position of the savings de- 
positor in the commercial bank. There was, with rare exceptions, no complete 
departmentalization, nor were savings funds segregated from commercial funds 
and invested separately. Besides, investments were not restricted as was custom- 
ary in mutual savings banks. Thus the savings depositors of a commercial bank 
were ordinarily under a twofold handicap: not only were they without the invest- 
ment safeguards provided in a mutual savings bank, but their deposits were sub- 
ject to notice of withdrawal in the event of a run, whereas demand deposits 
were not. 

After the panic of 1907 certain states recognized a right of savings depositors 
to preferential treatment over commercial depositors and enacted remedial legis- 
lation. One state went so far as to require that separate capital and surplus be 
assigned to the savings department, and restricted the investment of the funds of 
that department. But in general segregation of assets for savings depositors was 
eriticized as weakening the bank. 

The establishment of the Federal Deposit Insurance Corp. in 1934 has stilled 
agitation for special protection to savings depositors. In so far as the Corpora- 
tion’s protection of $10,000 per individual account is regarded as inadequate or 
incomplete, the attack on the problem has been to emphasize measures to 
strengthen banks in general so that they will not fail. The Corporation has wide- 
spread powers of examination and may promote the merger of a weak bank 
instead of closing it. In order to reduce bank hazards, under the Banking Acts 
of 1933 and 1935 both the Corporation and the Federal Reserve Board were em- 
powered to regulate rates of interest paid on time deposits, the one for insured 
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nonmember and the other for member banks of the Federal Reserve System. This 
subject is discussed in greater detail in Section 5 (Banking Services and Pro- 
cedures). 


POSTAL SAVINGS. Government savings banks operated by the post office 
or by municipalities had long existed in European countries when postal saving 
was established in the United States in 1910. The system was at first made sup- 
plementary to existing banks rather than directly competitive with them, but is 
the view of bankers this is no longer true. In their view, too, the institution of 
Federal deposit insurance raises a question as to the justification for continuance 
of postal savings. 

Depositors must be individuals 10 years of age or over and may have but one 
account. The limit to the credit of one depositor was raised in 1918 to $2,500, 
exclusive of accumulated interest. Deposits are made in round dollars, and are 
evidenced by nontransferable certificates in denominations of $1, $2, $5, $10, $20, 
$50, $100, $200, and $500. Advance notice of withdrawals may be required, as a 
postmaster may be temporarily short of available funds. Both deposits and 
withdrawals may be made in person, through a representative, or by mail. A 
withdrawal by mail involves money order fees. 

The maximum rate of interest that can be paid on postal savings deposits 
held for one year or more is 4% per annum, and, on deposits held for less than 
one year, 344%. Currently, postal savings deposits are earning 2% per year, 
compounded semiannually. 

The Postal Savings System is administered by the Postmaster General and the 
Board of Trustees of the System. The former designates the post offices to act 
as depositaries, supervises their operations, and manages the Washington office. 
The Board, composed of the Postmaster General, the Secretary of the Treasury, 
and the Attorney General, has charge of the investment of deposited funds. A 
reserve of 5% of deposits in lawful money is maintained with the Treasurer of 
the United States. A small sum is deposited with qualified depositary banks, but 
the bulk of the deposits is invested in United States government securities. 

At the end of 1962, the Postal Savings System held an estimated $600,000,000 
in deposits, which declined steadily for 16 years in a row from a peak of $3,416,- 
000,000 in 1947 (see data in Fig. 1 on page 2.) Congress has been urged re- 
peatedly in recent years to terminate the Postal Savings System because adequate 
facilities for the small saver are now provided by banks, savings and loan associa- 
tions, and United States savings bonds. 


Savings and Loan Associations 


GENERAL CHARACTERISTICS. Savings and loan associations are 
mostly cooperative institutions that seek to encourage thrift and to foster home 
ownership. Dating back in the United States to 1831, they are also known as build- 
ing and loan associations and (in Massachusetts) as cooperative banks. Al- 
though nationwide in scope and growing rapidly in the newer states, 40% of the 
associations are found in four states—Pennsylvania, Illinois, New Jersey, and 
Ohio. They may be chartered and supervised either by the state in which they 
operate or, since 1933, by the Federal Home Loan Bank Board. Almost one-third 
of the total number (including the larger associations) possess a Federal charter; 
more than half of these were organized originally under state law but relinquished 
their state charters. At the end of 1962, there were about 6,400 associations with 
assets close to $94,221,000,000. (United States Savings and Loan League, Savings 
and Loan Fact Book, 1962.) 
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OPERATIONS. The associations raise their capital chiefly by issuing shares. 
Under the old terminating plan, the shares matured at a specified date and the 
association was dissolved. Members joining after the association had started paid 
in the then book value of the shares. The serial plan admitted members in 
groups, each group constituting an independent series of shares that paid no 
accumulations and had its own maturity date. The permanent plan now in gen- 
eral use permits members to join at any time. 


Types of Accounts. There is considerable variation in the terminology used 
by savings and loan associations to describe their accounts; however, there are 
three basic types: savings accounts, bonus savings accounts, and investment ac- 
counts. 

A savings account—sometimes referred to as a regular savings account— 
of a savings and loan association is very similar to a savings deposit in a com- 
mercial or mutual savings bank. A passbook is issued to the savings account 
holder upon his initial deposit and dividends are added to his book at regular 
intervals. Additional deposits or withdrawals may be made by the holder of the 
account at his discretion. Many people make no distinction between a time 
deposit in a bank and a savings account in a savings and loan association. 

Nearly all savings and loan associations offer plans to encourage systematic 
savings. A bonus savings account is a form of systematic saving in which the 
holder agrees to a definite plan of saving with the understanding that, upon 
completion of the plan, the savings and loan association will pay a bonus divi- 
dend in addition to the regular dividend. The holder of the account then either 
withdraws the funds or transfers them to another form of savings account. The 
holder may also withdraw from the plan before it is completed. Some savings 
and loan associations impose a system of fines to encourage holders of systematic 
savings accounts to stick to their original plans, but this penalty system is used 
much less often than it was some years ago. 

Investment accounts, which are called paid-up savings certificates by some 
savings and loan associations, are designed for investors who have accumulated a 
sum of money. Certificates or shares are issued, usually in denominations of $100 
or $200, to evidence the investment of funds. Dividends on the accounts are either 
mailed to the registered owners of the certificates or applied directly to other 
savings accounts that they hold in the association. The certificates are redeem- 
able at the option of the holder. 

Legally, savings and loan associations can require written notice of withdrawal 
before making payment to a holder of any one of the three types of accounts; 
however, in practice, the associations do not impose this requirement. If, in an 
emergency, an association does require notice of withdrawal, there are technical 
provisions that are unique to savings and loan associations. These provisions 
would permit them to stretch out the repayment period so that withdrawals could 
be paid in an orderly manner. Generally, in a state-chartered savings and loan 
association, the withdrawal requests are numbered as received, and, after the 
end of the notice period, the requests are honored in sequence up to a given dollar 
amount, depending upon the availability of funds. For example, if the limit were 
set at $1,000, all withdrawal requests would be honored in turn up to $1,000. If 
a savings account exceeded this amount, the unsatisfied portion would still be 
subject to withdrawal, but the request for the balance would be placed at the 
bottom of the list. This procedure would continue for as long as account holders 
requested additional withdrawals and the association had sufficient funds. Insur- 
ance coverage would not begin until the association was placed in receivership. 
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The one outstanding exception to this general procedure is found in New 
York State. A law passed there in 1958 requires that all state-chartered savings 
and loan associations pay out savings left with them (as requested) on 60 days’ 
notice. If they do not, the associations will be declared insolvent and insurance 
coverage will take effect immediately. pies 

Members of a mutual savings and loan association may exercise voting privi- 
leges similar to those of stockholders of a corporation and are permitted to cast 
one vote for each $100, or fraction thereof, of the participation value of their — 
share accounts. A borrower member is entitled to an additional vote as a bor- 
rower, but no member may cast more than 50 votes. The association is governed 
by a board of from five to fifteen directors (approximately one-third of whom are 
elected each year for a 3-year term), which in turn elects the officers. In addition 
to raising funds through share accounts, Federal associations may borrow a sum 
not exceeding half their share capital, but advances from sources other than a 
Federal Home Loan bank may not exceed 10%. 


LOANS AND INVESTMENTS. Savings and loan associations invest the 
bulk of their funds in loans on real estate. Federal associations are restricted, 
either by law or the standard charter, to first mortgage loans for not more than 
$35,000 on one- to four-family dwellings (including combined home and business 
properties), located within 50 miles of their offices; loans running between 5 and 
20 years must call for monthly amortization but may be made for as much as 
75% of the appraised value of the property, whereas loans running for less than 
5 years need not be amortized but may not exceed 50% of the appraised value. 
However, 15% of the total assets may be placed in loans that do not meet the 
basic requirements as to size, location of property, or amortization. 

The following types of loans are also permitted: 


1. Loans authorized under the Servicemen’s Readjustment Act of 1944 (G.I. bill 
of rights) by those associations that have amended their charter to permit 
such loans. 

2. Loans insured by the Federal Housing Administration that do not violate any 
of the provisions of See. 5¢ of the Home Owners Loan Act. This serves to limit 
maturities to 20 years and to eliminate improvement loans under Title I, but 
loans up to 90% of appraised value can be made under item 3 below. 

3. Loans under other plans and for greater percentages than the basic 75% and 
50% mentioned above, with the approval of the Federal Home Loan Bank 
Administration. The latter has prepared a list of plans; these are geared to 
multiple dwellings and include various combinations of maturity, nature of 
property, amortization, and per cent of appraised value that may be lent. An 
association may amend its charter so as to permit its directors by resolution to 
adopt any such Administration plan. The basic purpose is to broaden service 
to borrowers in metropolitan areas, in which competition for mortgages is 
keen. 


Although V.A.-guaranteed mortgage loans and F.H.A.-insured mortgage loans 
are permitted, these loans comprised only 11% and 5%, respectively, of total 
savings and loan association assets in 1962, as compared with 68% for conven- 
tional mortgage loans. (United States Savings and Loan League, Savings and 
Loan Fact Book, 1962.) 


Non-Real Estate Loans and Investments. Loans may also be made to 
members against their shares. The Federal law limits such loans to 90% of their 
repurchasable value. Finally, Federal associations may invest without limit in 
direct or fully guaranteed obligations of the United States, obligations of or stock 
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7 Federal Home Loan banks, and in other securities approved by the Administra- 
ion. 

The direct reduction lending plan is employed by the Federal associations. 
This plan was initiated about 1910 to replace the earlier system whereby borrowers 
subscribed to installment shares which, when paid in full, were tendered in pay- 
ment of the loans. 

Savings and loan associations have been strong competitors of both savings 
banks and commercial banks in mortgage lending and in attracting savings funds. 
Because of the nature of their earning assets, they are able to pay relatively high 
interest rates to savers. 


FEDERAL HOME LOAN BANK SYSTEM. The Federal Home Loan 
Bank Act provides a central banking mechanism for savings and loan associa- 
tions. Under the Housing and Home Finance Agency, the Home Loan Bank 
Board supervises the Home Loan Bank System and the Federal Savings and Loan 
Insurance Corp. There are 12 Federal Home Loan banks; Federal savings and 
loan associations are required to be members and state chartered building and 
loan associations, savings banks, and insurance companies may become members 
or nonmember borrowers. The government provided the bulk of the initial capital 
of the Home Loan banks, which have issued consolidated debentures to supple- 
ment the deposits of their members and their own capital. The Home Loan banks 
keep an amount equal to their capital and current deposits from members in 
United States government obligations, in deposits in banks and trust companies, 
in advances running one year or less, and in securities legal for trust funds in the 
state in which the bank is located. Chiefly, however, they make either short-term 
loans to care for the temporary needs of their members or long-term amortized 
loans to provide funds to supplement their members’ home financing program. 

Advances are made to member associations against home mortgages, direct or 
fully guaranteed obligations of the United States, or stock in the Home Loan 
bank. Loans to one institution may not exceed 12 times its stock holdings in the 
bank. Acceptable mortgages are restricted as to size ($20,000) and maturity (20 
years) ; 65% of the unpaid balance is lent in the instance of amortized and 50% 
of unamortized mortgages. The result is to make unavailable as security for loans 
from the bank mortgages that modify the basic pattern of Federal savings and 


loan association lending. 


SAVINGS AND LOAN INSURANCE. During the 1890’s and again in the 
early 1930’s safety and liquidity became major problems for savings and loan 
associations. In 1934, insurance of savings and loan accounts was adopted to solve 
these problems. The Federal Savings and Loan Insurance Corp. was created 
(with capital of $100 million subscribed by the Home Owners Loan Corp.), with 
which Federal savings and loan associations must, and approved state chartered 
associations may, insure their share accounts. The admission fee is $400 per mil- 
lion; the annual premium is 42 of 1% of aggregate insurable accounts plus other 
obligations to creditors. One additional annual assessment of equal amount is per- 
mitted to cover losses and expenses, but has not been made to date. When the 
Corporation’s reserves reach 5% of its potential liabilities, premium payments 
cease. 

The maximum amount insurable per share account is $10,000. Shareholders 
in an insured association in default are now protected in a manner similar to 
depositors in closed insured banks. They receive either cash or accounts of equal 
amount in other insured associations. The Corporation does not insure immediate 
liquidity of insured accounts, but rather protects shareholders against ultimate 
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loss in the event of insolvency. Only indirectly, by lending to, or purchasing assets 
from, insolvent associations, or making contributions to them, as well as through 
careful supervision, does the Corporation seek to prevent defaults and thus to 
assure liquidity. 

On December 31, 1959, the Corporation had assets of $348,650,000 almost en- 
tirely composed of United States government obligations. At that time, it in- 
sured accounts amounting to approximately $48,128,000,000 in 3,979 insured in- — 
stitutions, both Federal and state chartered, with assets of about $59,550,000,000. 
(United States Savings and Loan League, Savings and Loan Fact Book, 1962.) 


Credit Unions 


FUNCTIONS AND OPERATIONS. A credit union is defined by the 
Bureau of Federal Credit Unions as “a cooperative association organized to pro- 
mote thrift among its members and to create a source of credit for useful pur- 
poses.” Its members pool their savings by purchasing shares. Unlike the savings 
and loan association, however, lending is not for home building but for other per- 
sonal needs, and closely resembles consumer installment lending by commercial 
banks. 

Credit unions have been common in Europe. The first in the United States 
was set up in 1892 in Massachusetts, which enacted the first legislation in 1909. 
In 1921 the Credit Union National Extension Bureau was formed and drew up 
a standard law for enactment by the states. Credit unions are also, since 1934, 
chartered by the Federal government, successively by the Farm Credit Ad- 
ministration, the Federal Deposit Insurance Corp., the Federal Security Agency, 
and the Bureau of Federal Credit Unions of the Department of Health, Educa- 
tion, and Welfare. The Federal Act is typical and the description below refers to 
its provisions. 


Organization and Membership. Credit unions are organized chiefly to serve 
groups of 100 or more persons having a close, common bond of occupation, asso- 
ciation, or residence, such as employees of a company, members of a church, or 
residents of a small community. At the close of 1961, 85% of the 20,047 reporting 
credit unions were accounted for by groups whose common bond was through 
employment by the same employer. According to the Credit Union Na- 
tional Association, there were 20,902 active credit unions in the United States at 
that time, with a reported membership of nearly 12,839,000 and assets of 
$6,301,000,000. 

Members of Federal credit unions are elected by a board of directors and pay 
a membership fee of 25¢. Each member agrees to save at least 25¢ per month 
toward the purchase of a $5 share. In most instances savings may be withdrawn 
at any time, but 60 days’ notice may be required if the board deems it necessary. 
Dividends on shares are limited to 6%; they are voted annually by the majority 
of the members voting at the annual meeting, on recommendation of the board, 
from the balance of earnings remaining after expenses are paid and a reserve of 
20% of net earnings (and all fees and fines) is set aside for bad loans. Dividends 
are paid only on shares fully paid on December 1 that are outstanding on Decem- 
ber 31, in proportion to the number of whole months they are fully paid; they 
may either be paid or credited to members’ accounts, at the board’s discretion. 
In 1961, only 2.9% paid dividends of 2% and below, and 56.6% paid 4% and 
above. Most credit unions now provide life insurance without extra charge, based 
on the amounts the member saves and borrows. This has reduced the previously 
extremely small losses of credit unions to almost nothing. Only about % of 1% 
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of the loans prove to be uncollectable. (Credit Union National Association, Credit 
Union Year Book, 1962.) 

The credit union relies heavily for its success upon the close contact among 
and the interest of an active membership. Thus each Federal credit union has 
an educational committee to enlist active membership participation, besides a 
board of five or more directors, officers, a credit committee of three or more 
members, and a supervisory (auditing) committee of three members. Much of 
its service is volunteered by the members or provided by the employer. Its 
importance probably lies more in the training it affords members in business 
methods, self-government, and prudent management of family finances, than in 
its accumulation of large amounts of capital. 


LOANS AND CHARGES. Loans are confined to members for provident and 
productive purposes. The interest charge may not exceed 1% per month on 
unpaid balances, but small fines may be assessed for delinquency; the maximum 
charge on a $100 loan repaid in twelve equal monthly installments is $6.50. The 
term may not exceed 2 years, and partial repayments are usually required every 
pay day. The maximum loan is ordinarily $100 if unsecured and $200 if secured, 
but a credit union with an unimpaired capital and surplus in excess of $2,000 can 
lend 10% of that sum to one borrower. Funds that are not loaned are either de- 
posited in a bank insured by the F.D.I.C., invested in direct or fully guaranteed 
obligations of the United States, invested in shares of Federal savings and loan 
associations, or loaned (up to 25% of unimpaired capital and surplus) to other 
credit unions. At the close of 1961, 75.6% of the assets of credit unions were in 
loans to members. Their reserves equaled 6.7% of outstanding loans and 147.7% 
of delinquent loans. (Credit Union National Association, Credit Union Year Book, 
1962.) 

“The object of the credit union is not profit,” says the Bureau of Federal 
Credit Unions, “but service to its members.” It is typically small in size; at the 
close of 1961, half of all credit unions had less than $100,000 in assets, and 90% 
had less than $500,000. The median asset holding for all credit unions in the 
United States was $92,000. 


Taxation of Banks and Mutual Thrift Institutions 


FEDERAL TAX PROVISIONS. For Federal income tax purposes, com- 
mercial banks, as “capital stock” institutions, are treated differently from 
“mutual” institutions—mutual savings banks, most savings and loan associa- 
tions, and all credit unions. And one category of mutual institutions—Federal 
credit unions—is treated differently from the others. 

Federal credit unions are fully exempt from all Federal, state, and local 
taxation, except property taxation. Their tax-exempt status derives from §23 of 
the Federal Credit Union Act of 1934, as amended, which states: 


The Federal credit unions organized hereunder, their property, their franchises, 
capital, reserves, surpluses, and other funds, and their income shall be exempt from 
all taxation now or hereafter imposed by the United States or by any State, Ter- 
ritorial, or local taxing authority; except that any real property and any tangible 
personal property of such Federal credit union shall be subject to Federal, State, 
Territorial, and local taxation to the same extent as other similar property is 


taxedsn..>- 


Mutual savings banks and savings and loan associations were also originally 
exempt from Federal income taxation, on the premise that (like credit unions) 
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they were not operated for profit but were instead mutual, nonprofit, self- help 
associations. In 1951, however, Congress removed them from the list of tax-exempt 
organizations nnder $11 of the Internal Revenue Code and made them, lke 
commercial banks, subject to the regular Federal corporate income tax. By ee 
same revision of the Revenue Code, however, the mutuals were permitted, 1 
computing their income subject to tax, to deduct: 


(1) All amounts paid as interest or dividends to depositors or shareholders, or 
credited to their accounts; and 

(2) All amounts added to reserves for bad debts until the amount of such re- 
serves, when added to undivided profits and other reserves, equals 12 percent 
of the total deposits or withdrawal accounts of its depositors at the close of 
each year. 


Commercial banks were (and still are) likewise permitted, in computing their 
taxable income, to deduct all amounts paid as interest to depositors; they are not 
permitted to deduct amounts paid as dividends to shareholders, however. 
Nor was this the only difference; another lay in the differential treatment for 
Federal income tax purposes of additions made out of earnings to bad debt re- 
serves. In this respect, a commercial bank is permitted only 


(1) To accumulate through deductions from taxable net earnings a bad debt 
reserve no greater than three times its actual average loss experience over a 
20-year period; and 

(2) In a given tax year, to deduct from taxable net earnings for addition to its 
bad debt reserve an amount no greater than is yielded by applying its average 
20-year bad debt loss ratio to its outstanding (noninsured or -guaranteed) 
year-end loans. 


This differential Federal income tax treatment was one of several factors that 
resulted in a strikingly different allocation of income as between commercial 
banks and mutual savings banks and savings and loan associations. This differ- 
ence is illustrated in Fig. 3, which compares the 1958 allocation of net income 
before Federal taxes, tax-free additions to reserves, and interest on time and 
savings deposits for all insured commercial banks and all insured mutual savings 
banks. (The picture for mutual savings banks is practically as same as that for 
savings and loan associations, and for the same reasons.) 


AllInsured All Insured 
Commercial Mutual Sav- 


Banks ings Banks 

Net income before Federal taxes, tax-free additions to 

reserves, and interest on time and savings deposits 100% 100% 
Tax-free additions to reserves 7% 14% 
Interest on deposits 30 86 
Taxable net income 63 001 
Federal income tax 25% .0005% 
Dividends to stockholders 17 
Added to surplus from taxable income 21 .0005 


(Source: Percentages computed from data in Annual Report of the Federal De- 
posit Insurance Corporation, Washington, D.C., 1958, pp. 196-197, 218-219.) 


Fig. 3. Allocation of net income before Federal taxes, tax-free additions to 
reserves, and interest on time and savings deposits, all insured commercial banks 
and all insured mutual savings banks, 1958. 
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Revisions in 1962. Public and especially commercial banker dissatisfaction 
with this differential income tax-treatment situation mounted over the years. In 
the Revenue Act of 1962, Congress again revised the tax treatment of mutual 
savings banks and savings and loan associations, although it again did nothing 
about the credit unions. Under the new statute, mutual savings banks and savings 
and Joan associations are, in most instances, able to add only 60% of their net 
earnings, after interest payments but before reserve allocations, to bad debt re- 
serves, up to the 12% limit; the remaining 40% of net earnings is taxable at 
regular corporate rates. The result of this “60-40 rule” is that mutual savings 
banks and savings and loan associations now pay a 20% effective tax on their net 
income after interest payments but before reserve allocations. 

In implementing the new “60-40 rule,” the 1962 Act distinguished between addi- 
tions out of current income to (1) reserves for “losses on qualifying real property 
loans,” and (2) reserves for “losses on nonqualifying loans.” Additions to the 
latter class of reserves are now to be made on the basis of past experience with 
losses on these loans (as in the tax treatment of commercial bank reserves for 
loan losses). Additions to the reserve for losses on qualifying real property loans 
are based on the largest of: (1) 60% of net income, up to an amount equal to 
6% of these loans; (2) the amount necessary to increase the reserve by 3% of 
these loans; or (3) an amount determined by actual loss experience on these 
loans. Tax-free allocations of income to loss reserves must cease when the total 
of both the reserve for losses on qualifying property loans and the reserve for 
losses on nonqualifying property loans equals 12% of deposits or withdrawable 
accounts. 

Apparently, few mutual savings banks or savings and loan associations have 
a loss experience bad enough or a reserve for losses on qualifying loans small 
enough—i.e., less than 3%—to enable them to use the second or third alternative 
listed above. Thus the “60-40 rule” will apply to almost all the affected mutual 
financial institutions, giving them a 20% effective rate of tax on net income after 
interest payments but before reserve allocations. 


Trust Companies and Trust Departments 


FUNCTIONS, RESPONSIBILITIES, AND SERVICES. Trust com- 
panies hold a larger volume of investments for others than any other type of 
financial institution, but their dominant position is being challenged by the rapid 
growth of the closed- and open-end investment companies. They operate under 
strict regulation and will be surcharged by the courts for losses that may result 
from negligence on their part. Trust companies provide a variety of services 
ranging from mere custodianship to full management. 

Operations of trust companies are discussed at length under Corporate Fidu- 


ciaries, Trusts, and Agencies (Section 6). 


Investment Companies 


NATURE AND PURPOSE. An investment “trust” or “company” is defined 
by the Investment Company Act of 1940 as one engaged in the business of in- 
vesting, reinvesting, owning, holding, or trading in securities (defined to exclude 
government securities and securities of majority-owned subsidiaries that are not 
investment companies) having a value exceeding 40% of its total assets (exclusive 
of government securities and cash items). Exceptions made by the law include 
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security underwriters, distributors and brokers, banks, insurance companies, 
savings and loan associations, small loan companies, public utility holding com- 
panies, and charitable corporations, as well as companies demonstrating to the 
satisfaction of the S.E.C. that their primary business is of another kind. Popular 
terminology in many cases has improperly classified as investment companies 
enterprises that are holding companies or that carry on a finance or security 
business. 
An investment trust or company proper is an agency by which funds of a num- 
ber of participants are combined and invested in securities so as to distribute the 
risk and enhance the safety of the principal and increase the yield to the 
participants. It also provides expert management in order to assure the safe 
and profitable employment of the funds while avoiding, for the participants, the 
direct responsibilities of control, finance, and management that they would 
otherwise bear in connection with investing their funds. 


Characteristics of Investment Companies. The investment trust or com- 
pany has the following general characteristics: 


1. It raises capital by issuing shares, frequently preferred as well as common, or, 
in some instances certificates of beneficial interest. Moreover, the investment 
trust commonly borrows by issuing bonds within certain well-defined restric- 
tions, and occasionally in other ways. 

It invests the funds so obtained. 

It usually avoids controlling interests, which might destroy portfolio diversity, 

and so limits its participation in any one security that directive and managerial 

responsibilities are not assumed. It usually votes its shares with management 
but often does not exercise voting rights at all. 

4. Other than in fixed trusts it undertakes continuing supervision of the invest- 

ment fund on much the same principles as those that any conscientious trustee 

enjoying discretionary powers should apply in caring for moneyed estates. 

Although each investment company plans its portfolio with its individual 

purpose in mind, it usually endeavors to obtain for its shareholders a return 

in excess of that ordinarily received on investments of comparable safety. 

This is accomplished in the instance of the typical successful investment trust 

as the result of most or all of the following: 

a. The favorable average interest and dividend yield that the trust may 
enjoy through careful selection of securities, which tends to be higher than 
could be obtained with equal safety if the capital were not sufficient for 
adequate diversification of risk; 

b. The balance of cash profits on sales of investment securities that nor- 
mally result from managerial alertness; 

ce. The spread between the cost of capital obtained through issuance of bonds 
or preferred shares and the actual earnings made by investing and rein- 
vesting this capital; and 

d. The consistent accumulation of earning reserves and surplus, built up by 
regularly appropriating to them a portion of net income. 


wh 


or 


However, the investment trust cannot be expected to avoid losses in a declining 
market, since it neither liquidates completely nor sells short. Capital losses in a 
bear market must, with rare exceptions, be anticipated. Individuals who partici- 
pate in such investment trust should do so with the thought in mind that partici- 
pation will continue over a long period in order that they may gain the full 


realization of yields and growth. This type of investment is not designed for 
active trading or speculation. 


INVESTMENT PROFITS. Well-equipped investment companies com- 
monly realize capital gains on their investments, as well as interest and dividends. 
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These result from taking advantage of broad market movements or from the 
purchase of particular undervalued securities. 

The following circumstances, among others, have been taken advantage of by 
successful investment trusts in increasing their investment profits: 


The Age Factor. Between the intrinsic value of some new issues and estimates 
of value that an uninformed public puts upon them, there is occasionally a 
broad margin. If the issue is fundamentally sound, the process of “seasoning” 
that broadens marketability frequently enhances the price of a security out of 
proportion to any concurrent gain either in safety or income. British investment 
trusts have long been in the habit of acquiring securities at what proved an eco- 
nomic profit by subscribing at the time of underwriting, or by purchasing at a 
substantial deduction from even the underwriters’ figures in instances when a new 
issue of merit for some reason is not at first favorably received. The Investment 
Company Act permits American investment trusts to engage in underwriting as 
well as reorganizations, and the 8.E.C. calls attention to “their potential usefulness 
in the supply of new capital to industry, particularly to small and promotional 
ventures,” but notes that to date investment companies have not made use of 
the provision. On the contrary, American trusts have typically bought only 
seasoned issues for reasons of safety. 


The Risk Factor. One reason why new issues are so frequently undervalued 
when compared with “seasoned” securities is the undue exaggeration of risk in 
the mind of the average investor by a sense of newness or unfamiliarity. The 
investment trust, however, will weigh risk more objectively. The result is advan- 
tageous purchases when market prices are depreciated out of proportion to the 
intrinsic value and the degree of risk involved. A well-managed investment trust 
can avoid losses involved in purchasing overvalued “legals” (eligible for savings 
bank and trustee investment) and certain classes of “gilt-edged” investments, 
prices of which have been raised by the artificially concentrated demand to levels 
- unwarranted by their comparative safety. 


The Capital Market Factor. The familiar circumstance that general levels of 
security prices, and the average rates of return on invested capital, vary from 
market to market and from country to country reflects variations in the demand 
for and the supply of capital in different centers. To what extent these differ- 
ences in security prices between markets at any one time are due to varying 
risk, real or imaginary, and to what extent they may be attributed to comparative 
scarcity of loanable capital, are the business of the investment trust to fathom 
out. ° 

Price trends among groups of securities representing different branches of 
commerce and industry often show wide variations within one country at the 
same time. This factor of price spread between different classes of commodities 
and different categories of securities is of the utmost importance in investment 


trust management. 


The Credit Cycle Factor. No institutional investor can afford to neglect the 
differences in average yield on invested capital from time to time in the same 
country. Such changes in interest rates over a term of years tend to have a 
periodic character, and are intimately associated with the business cycle. They 
affect in different ways market values of fixed and variable income securities. 
In times of business prosperity, rising interest rates have often tended to depress 
bonds, though the greater safety of underlying assets, the larger earnings of the 
issuers, and the general buoyancy of the stock exchanges may exert a contrary 
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influence on many issues. Common stocks, on the other hand, benefit markedly 
from rising earnings and brighter prospects at such times. In times of business 
recession, the contrary has usually been true, and the relative attractiveness of 
stocks and bonds is reversed. These movements were especially marked in the 
recessions of 1957-1958 and 1960-1961 and in the recoveries of 1955-1957 and 
1958-1960. 


The Government Factor. Since the early 1930’s government has played a. 
vastly increased role in business. Price control and allocations of materials dur- 
ing World War II exercised a major influence upon earnings, as have drastic 
wartime changes in taxation that have continued into the postwar period. The 
alert investment trust can both avoid the pitfalls and seize the opportunities 
created by the resulting changes in security prices and yields. 


EXTENT OF MANAGERIAL DISCRETION. The great majority of 
investment trusts leave considerable discretion to their directors (within the 
guidelines provided by the stated objectives of the trust) in investing and re- 
investing the capital entrusted to their charge. The British trusts place very 
few restrictions upon directors. General investment restrictions are frequently 
adopted among American trusts, but in most instances a large degree of freedom 
prevails. 

Distribution of risk ranges from the broadest diversification to a spreading of 
risk merely within the specific investment field to which a portfolio is limited. 
In some instances, interests are concentrated in a single industry or in several 
related industries, while some primarily handle common shares and others fixed 
yield securities. 

The most common stipulation among British investment companies is that not 
more than 5% or 10% of the issued share and debenture capital shall be invested 
in any one security or undertaking. Many American trusts follow a similar 
practice. 


CLASSIFICATION OF INVESTMENT COMPANIES. Investment 
companies in the United States are classified by the S.E.C. as follows: 


1. Management investment companies, both closed-end and open-end, usually 
referred to as mutual funds. 

2. Unit or fixed and semifixed trusts. 

3. Periodic payment plans. 

4.. Companies issuing face amount installment certificates. 


Patterned upon British models, the investment trust has emerged as an im- 
portant financial institution in the United States only within the last 20 years. 
The market crash of 1929 brought to an end a period of feverish promotion that 
had begun in 1927 and was marked by the investment by the American public in 
all types of investment trusts of almost $7,000,000,000. The substantial losses 
suffered by closed-end management companies discredited them and accelerated 
the rise of other types. Both open-end management companies and unit trusts 
rapidly increased sales of their securities after 1930, and the other two types also 
attracted some attention. More recently, unit trusts have fallen from favor; 
their creation was halted and further sales of shares in existing trusts largely 
ceased, a number having been converted into open-end management companies. 

At the end of 1961, according to the Investment Company Institute, New 
York, the total assets of all investment companies equaled $25,994,089,000, in- 
creasing from around $1 billion in 1940. The number of shareholder accounts in 
1961 climbed to 5,800,000, involving an estimated 3,000,000 shareholders. Part 


INVESTMENT COMPANTES 4-23 


of this growth in assets has been due to the general advance in stock prices; 
however, more than $11.5 billion of new money has been placed in mutual funds 
since 1940. Gross sales of these companies were over $2 billion in 1959 and 1960 
and almost $3 billion in 1961. In that year there were 169 open-end companies, 
with total net assets of $22,788,812,000, and 5,319,201 shareholder accounts. 
The 78 United States and Canadian closed-end companies’ assets, including 
funded debt and bank loans, totaled $3,205,277,000. Figure 4 illustrates the 
tremendous growth of investment companies since 1940. 


_ OPEN-END 
_ COMPANIE: 


Growth of Investment Company Assets Since 1940 


Year Open-End Closed-Endt Total 
1961 $22,788,812,000 $3,205,277,000 $25,994,089,000 
1960 17,025,684,000 2,083,898,000 19,109,582,000 
1958 13,242,388,000 1,931,402,000 15,173,790,000 
1956 9,046,431,000 1,525,748,000 10,572,179,000 
1954 6,109,390,000 1,246,351,000 7,355,741,000 
1952 3,931,407,000 1,011,089,000 4,942,496,000 
1950 2,530,563,000 871,962,000 3,402,525,000 
1948 1,505,762,000 767,028,000 2,272,790,000 - 
1946 1,311,108,000 851,409,000 2,162,517,000 
1944 882,191,000 739,021,000 1,621,212,000 
1942 486,850,000 557,264,000 1,044,114,000 
1940 447,959,000 613,589,000 1,061,548,000 


‘Sources: Open-End—Investment Company Institute. + Including funded debt and bank loans. 


Closed-End—Investment Company Institute 1940-1946. 
Arthur Wiesenberger & Company 1947-1961. 


Fig. 4. Growth of investment company assets since 1940. 


MANAGEMENT INVESTMENT COMPANIES. Management invest- 
ment companies have no or only limited restrictions on the investments that 
they may make. They may be classified according to several criteria: 


1. Method of operation—closed- vs. open-end companies. 

2. Capital structure. 

3. Investment policies. 

Management trusts are incorporated mostly under general corporation laws 
and, in a few states, under the banking laws. There are no special provisions 
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governing investment companies under the latter laws. In the early days of in- 
vestment trust development, a number operated as common law trusts, and 
some continue to be so organized. Especially has this been true of Massa- 
chusetts. 


Closed-End vs. Open-End Companies. The former have a relatively fixed 
amount of capital. Their shares are bought and sold in the market through 
brokers, and are usually listed on a stock exchange. Open-end company shares © 
are sold to investors through investment dealers authorized by the company, at 
asset value plus a stated sales commission. They can be resold to the company at 
asset value, less a nominal redemption fee in some cases. Thus the shares of 
closed-end companies sell at varying relationships to asset values, whereas those 
of open-end companies are tied to asset values. The net asset value of open-end 
shares is usually calculated twice daily, and the initial selling charge averages 
7%. One concern may sponsor several companies. 

Open-end companies generally issue a single class of shares, whereas closed-end 
companies mostly have senior capital (bonds and/or one or more classes of 
preferred stock) and are known as leverage companies, although some have only 
common stock outstanding. 


Leverage. Leverage is the advantage (or disadvantage) obtained by the use 
of senior capital. In a rising market, the practice causes the asset value of the 
common stock to appreciate more rapidly percentagewise than the trust’s assets. 
But leverage also works in reverse. For trusts with senior capital, the declining 
market after 1929 served to magnify the drop in the asset value of common 
shares. 

To take a simple illustration, a company has $20,000,000 in total assets and its 
capital is represented by $10,000,000 of preferred stock and $10,000,000 of 
common (one million shares). If total assets rise in value 50% to $30,000,000, 
the entire increase of $10,000,000 will accrue to the common stock, whose equity 
then becomes $20,000,000, a gain of 100%. The asset value per share would rise 
from $10 to $20. Conversely, if total assets drop 50% in value, the common 
stock equity is entirely wiped out and a further decrease would impair the pre- 
ferred also. But if the market should rise again, the common stock can stage 
a comeback. Strictly speaking, in considering leverage there should be deducted 
from the working assets of the company static assets such as cash, high-grade 
bonds, and nonspeculative preferred stocks. 

Leverage shares move faster than the market for two reasons: first, the lever- 
age, and secondly, the premium or discount at which they. usually sell. In pros- 
perous periods, many leverage shares command a premium over asset value, 
whereas in depressions they mostly go to discounts. In part, the discount reflects 
the market’s appraisal of management and the dividend policy. The premium 
commanded by high leverage shares with little or even negative asset value 
reflects its worth as a virtual option on a portfolio of securities above market 
prices. 

The Investment Company Act restricts leverage. Closed-end companies must 
have assets equal to at least three times debt to borrow more, and/or twice pre- 
ferred stock to sell additional senior shares. Open-end companies cannot issue 


senior securities, but may contract bank loans provided their assets equal three 
times such debt. 


Investment Policy. Both closed- and open-end companies approach their 
investment problems in a similar way. The former generally have a more flex- 
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ible investment policy, since open-end managements are more eager for con- 
tinuity and regularity of income to facilitate continued sales of their shares. 
Most closed-end company portfolios consist primarily of common stocks, and 
turnover of holdings by the twenty-three leading companies in 1961 ranged be- 
tween 4% and 51%, averaging about 17%. (Arthur Wiesenberger and Com- 
pany, Investment Companies, 1962.) Although the majority of open-end 
company portfolios consist entirely or predominantly of common shares, invest- 
ment policies vary widely. Some concentrate on diversified blue-chip common 
shares, some on lesser known growth or low-priced common shares, and some on 
shares in a single favored industry. Others try for a balanced portfolio in which 
a large proportion of the funds is placed in bonds and preferred stocks of good 
grade, whereas some concentrate on bonds or preferred stock. Certain trusts seek 
to remain fully invested at all times, whereas others try to catch the market 
swings. 

Open-end funds are now classified under four main headings. The most im- 
portant are the all common stock funds, which seek to be fully invested in 
common stocks at all times. These trusts emphasize the selection of security 
purchases more than the timing. A second class is the balanced funds, which 
seek to hold bonds and preferred stocks, on the one hand, and common stocks on 
the other, in varying amounts reflecting the state of the market. Although few 
undertake to apply any particular formula plan to time purchases and sales of 
stocks, the pattern of their portfolio policies resembles that of investment man- 
agers who utilize formula plans to guide their buying and selling decisions. The 
objective is to buy stocks on a scale down, and to sell stocks on a scale up. 

A third class of open-end funds limits itself to a particular group of securities, 
such as chemicals or natural gas issues. The fourth is limited to bonds and pre- 
ferred stocks. The specialized and fixed income security trusts are relatively 
small in size as compared with the other two classes of open-end investment 
. companies. 

All investment trusts provide the investor with the advantages of diversifica- 
tion, selection, and continuous administration of securities. The investor pays 
for these valuable services ordinarily through a loading charge that is added to 
the price at the time of purchase and through an annual deduction from the in- 
vestment income of a sum to defray the cost of operation and of the services of 
a Management or sponsoring organization. 


Diversified and Nondiversified Companies. The Investment Company Act 
distinguishes between these. A diversified company is a management company 
at least 75% of whose assets are represented by cash and cash items, government 
securities, securities of other investment companies and other securities, in 
which holdings of the securities of one issuer do not exceed 10% of the outstand- 
ing securities of the issuer or 5% of its own total assets. The nondiversified 
companies follow a policy of placing all or a considerable part of their assets in 
special situation investments; however, many variations are found within this 
group. 

COMMON TRUST FUNDS. Similar to open-end management trusts are 
the commingled or common trust funds administered by some banks and trust 
companies. Such funds combine a number of small trusts, with each constituent 
trust participating in both assets and income according to its size. The purpose 
is to effect diversification, to facilitate efficiency in management, and to secure a 
greater yield on investment at a lower cost. Use of the device by national banks 
is regulated by the Board of Governors of the Federal Reserve System (Regula- 
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tion F), which recognizes three kinds of funds—for investment of small amounts, 
for general investment, and for mortgage investment. Common trust funds have 
Iecome much more popular in recent years, and many commercial bank trust 
departments now use them to attract trust investment accounts formerly con- 
sidered too small to be handled economically. 


UNIT OR FIXED TRUSTS. A fixed trust is created under the terms of a 
trust indenture, contract of custodianship or agency, or similar instrument be- | 
tween a corporation (the “depositor”), a bank or trust company (the “trustee”), 
and the investors (the “certificate holders”) who are the beneficial owners of the 
trust property. There is no board of directors. The depositor places with the 
trustee identical units of securities (“underlying property”) of specified composi- 
tion, and against each unit, representing an undivided interest therein, the 
trustee issues to the depositor a specified number of redeemable trust certificates 
that are sold to the public. For example, 2,000 certificates may be issued against 
each unit of four shares of the stocks of 28 corporations and the dividends and 
other property accumulated thereon. The offering price of a trust share is de- 
termined by dividing the total value of the underlying property by the number 
of trust shares issuable against each unit, and adding to the result a “load” 
averaging 9% for charges and profit. The Investment Company Act requires 
that the trustee or custodian be an institution having minimum capital, surplus, 
and undivided profits of $500,000. 

Unit or fixed trusts have been replaced by open-end trusts as a vehicle for 
broad popular investment in equities in recent years. However, the fixed trust 
idea has been experiencing a revival of popularity as a method of syndicating 
real estate investment. Under an amendment to the Internal Revenue Code, 
effective January 1, 1961, real estate investment trusts are given the same 
favorable tax treatment accorded to regulated securities investment companies. 
Qualifying real estate investment trusts are taxed only on retained earnings; the 
distributed earnings are taxed only to the shareholder. (For a further discussion 
of real estate investment trusts, see Forms of Business Organization, Sec. 12, 
page 9.) 


PERIODIC PAYMENT PLANS. Appearing early in 1930, these were in 
essence devices for selling investment trust securities on a periodic or installment 
plan basis. Acquiring securitics on a regular, budgeted schedule has become, in 
recent years, an accepted and popular method of putting money aside for the 
future. This trend has experienced tremendous growth during the past 10 to 15 
years. In 1949, many mutual funds initiated informal plans, and, several years 
later, the New York Stock Exchange supplied somewhat similar facilities in its 
Monthly Investment Plan (M.1.P.). Today, fixed payment plans are growing 
rapidly. By the end of 1961, about 950,000 investors had contracted to make 
payments exceeding $4.6 billion into plan accounts. (Arthur Wiesenberger and 
Company, Investment Companies, 1962.) 


Operation. The holder of a periodic payment plan certificate is entitled to 
receive only the market value of his certificate, which is based on the market 
value of the securities held by the investment trust underlying the certificate. 
Most plans provide that payments (in some instances, as low as $5 per month) 
be made to a trustee bank over a 10-year period, which amounts, less service 
charges, are used to purchase trust shares (usually fixed or semifixed) to be held 
for the investor’s account by the trustee. Loading charges under the plan, 
which are relatively heavy, are in addition to loading charges on the trust shares 
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and are usually deducted from the payments made in the early months of the 
contract. During these early months, too, lapses tend to be frequent. The In- 
vestment Company Act limits the sales load to 9%, forbids deduction of more 
than half the first twelve monthly payments to cover the sales load, fixes mini- 
mum initial payments at $20 and subsequent payments at $10, and requires that 
contracts be redeemable. 


COMPANIES ISSUING FACE AMOUNT INSTALLMENT CER- 
TIFICATES. Issued only by a few large companies, these certificates, in 
essence, are unsecured obligations to pay either a stated sum to the holder at a 
specified future date, provided he makes all payments required by the contract, 
or a cash surrender value prior to maturity upon surrender of the certificate. 
Lapses tend to be high, especially during the first and second years when the 
surrender value is small or nonexistent, although some plans permit reinstate- 
ment with credit for the amount paid in. As a result of the variety in regulatory 
provisions of the many states in which such companies may operate, there is no 
uniform reserve system required by law. The Investment Company Act sets 
minimum cash capital of companies organized on or after Mar. 15, 1940, at 
$250,000, requires maintenance of adequate reserves (duly computed in specified 
ways), and sets cash surrender values and rights of holders in event of default. 


ACCOUNTING PROBLEMS. Under the Investment Company Act the 
8.E.C. is given authority to provide by rule and regulation for a reasonable degree 
of uniformity in accounting policies and principles followed by registered invest- 
ment companies in maintaining their records and preparing financial statements 
required by law. 

Every registered investment company is required to file both quarterly and 
annual reports in prescribed form with the Commission. In addition, the Com- 
mission receives copies of the reports made to the stockholders at least semi- 
_annually. In practice, many companies make quarterly reports. The annual 
report must be certified by independent public accountants selected by the di- 
rectors and approved by the stockholders at the annual meeting. 


Annual Report. The annual report must contain the following items: 


1. A balance sheet accompanied by a statement of the aggregate value of invest- 
ments on the given date. 
2. A list showing the amounts and values of securities owned on that date. 
3. A statement of income, itemized for each category of income and expense ex- 
ceeding 5% of total income and expense. 
4. A statement of surplus, itemized for each charge or credit exceeding 5% of 
total charges or credits. 
5. A statement of aggregate remuneration paid: 
a. To all directors and to all members of any advisory board as regular com- 
pensation. 
b. To each director and to each member of an advisory board for special 
compensation. 


ce. To all officers. 
d. To each person of whom any officer or director is an affiliated person. 


6. A statement of aggregate dollar purchases and sales of investment securities 
other than government securities. 


Figs. 5 and 6 reproduce the balance sheet (item 1 above) and the statement of 
ordinary income (item 3) of The Lehman Corporation, New York, a closed-end 
management company. In lieu of a balance sheet, open-end companies are per- 
mitted to show a statement of assets, a statement of changes in net assets, and a 
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THE LEHMAN CORPORATION 
Consolidated Balance Sheet, as of December 31, 1962 


ASSETS 
Cash and Receivables: 
Case = at cratic: Bie owen So le vor ars: oll ols (oS PRE CE $ 1,590,771 
Receivable forssecurities: Sold... anne er ioe 33,586 
Dividends receivable and interest accrued .......... 655,116 $ 2,279,473 . 
United States Government Obligations (market) ...... 36,241,900 
Other Securities (at market value) : 
1 BYGyits toes. Sen Siar RMD its RI Sees it Oa oc $ 497,125 
Cominon Stocks resy. eec oee e eeees 271,172,250 271,669,375 
Miscellaneous, Investments: sasa-este ceeece cere 4,061,450 
$314,252,198 
LIABILITIES 
Notes Bayableltor SecuritresePurchased’®. emis anes ae ee $ 443,138 
DepreciationnonsStockelioanedat wat. ceee ee nie ani serra erences 3,177,600 
Reserve sfor “Wxpenses!y. ony2.cte:, cose eeeerse: cates MO ee ee eee 225,665 
MaxwReserver(Staberan Gy Cll VA cwvrcerh Oe tecereioiice Mel Toa ee 1,420,000 
Dividends." Payable ic st cid tere cuctctus ss tale eee aaa kee re 14,062,416 
Capital Stock and Surplus 
Capital stock 
Authorized: 
14,000,000 shares, $1.00 par value 
Outstanding: 
15 /L00Se shares ce. core neo ote cae eae $ 11,574,005 
Capital surplus and undistributed profits ........... 270,819,550 
Net realized profit on investments and special divi- 
déendstpardite Ae. eT se eee ee ae 12.529,824 294,923,379 
$314,252 ,198 


Note: No provision was made for Federal income taxes, as the corporation has 
elected to be taxed as a “regulated investment company.” 


Fig. 5. Balance sheet of a closed-end investment company. 


THE LEHMAN CORPORATION 


Statement of Ordinary Income 
for the Year Ended December 31, 1962 


Income: 

Interest “earned” 2. #02 8h eae sa ee eee $1,052,818 

Cash “divadends? 7. occ. tees coe tes te enn oe eee 6,235,171 

Other: an¢omertes oe ee ee Se re ee 155.203 $7,443,192 
Operating Expenses: 

Directors! “TEs eects eye Beet EWR. oc Stave etree he nee $ 30,200 

Management mcompencsatlonuen at eser renee ere 225,000 

General's taxes in he cee siete othe Lo oa ee eee 81,710 

Other ~experises*e ec spel, pe ke aera ene ee ee 924,647 1,261,557 
Net: Ordmary: Income 2.500... fecus oes oon a othe ee eee $6,181,635 
Dividend” 5.'f accesso oa ee ace Cage enclose ee 5,882,963 
Balance bes: apis edd ORs eeu Bois eee onaeton Tk. gotsaes eee $ 298,672 


Fig. 6. Statement of ordinary income of a closed-end management investment 
company. 
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statement of net asset values per share and dividends paid for the 3 preceding 
fiscal years. Fig. 7 reproduces the statement of net assets of the Massachusetts 
Investors Trust, an open-end company, and Fig. 8 the statement of changes in 
its net assets. This form has been termed the “narrative,” in contrast to the 
conventional form of report. 


MASSACHUSETTS INVESTORS TRUST 


Statement of Assets and Liabilities 
December 31, 1962 


Assets: 
investinentssapamankouevalueman. ake thee ht eee etree $1,584,994 024 
(Average cost per books $783,264,760) 
SHOrbeleEnAnovestnee aaa eee er ee dent dpe eee ling sity 27,818,899 
Cie oh wkk dunt. oh eee! qual, ountton torn ital bine 3 12,960,415 
Dividendssreceivabley,. eee, 0s. dod . Sicipeal elated apes | 2,687,427 
Recervablesioryshares! sold( Seeks tna LOO tl mei sla: 923,765 
IReceivablesfor investments soldi «41.2 shlente ee: shone). 1,427,385 
$1 630,811,915 
Liabilities: ¢ ais 
Shanesserepurchasemobligations ade. weaso.dener . Saad. noriated: a Ge pele 5241911 
imvestmentwpurchasesobligatiom ut). 01. > dee etic ie tia. mee 585,850 
Capitalf cams distribution ieee a. sae Oe eeeer. ae eer 37,059,490 
ANccountsspayablesandiothersnter cea. waders eee emcee ae e 231,195 
Net assets based on carrying investments at market for 119,546,739 
Sharessoigs0 coves parvialueredchwen seme cect of. «lla rere 1,591,783,189 


$1,630,811,915 


Fig. 7. Statement of net assets of an open-end investment company. 


MASSACHUSETTS INVESTORS TRUST 


Statement of Changes in Net Assets / 
(On the basis of carrying investments at market value) 
Year Ended December 31, 1962 


Net assets, January 1, 1962 


Principalmer, Peisteete. Meds «teeta ta Miata ees are $1,798 937,942 
Undistributed ancome\ <5. t 6 -)stf2- © ep ene 937,883 $1,799,875 ,825 
Income: 
Net income for the year per statement ....... $ 47,662,963 
Wqualizing credit .........06.seeseeesss eres 109,534 
$ 47,772,497 
bass chhviclanels Soenel sso cer oon conc cdu0e5d6 47,851,556 (79,059) 
Realizedu Security Gaim = cicteicioln selslerereralsteleletarelaiet='-l-\= $ 37,343,342 
Less Special Distribution ............+--+-++-++0--- 37,059,527 283,815 
Increase in Unrealized Appreciation of Investments ............... (265,877,427) 


Trust Shares Sold and Repurchased 
Receipts from shares sold .....-.+-.++++e+seeees 
Less shares repurchased ........-------++e-eeees 


Net Assets December 31, 1962 
sa REST LE eh RRR ae epee ae ooo God cas etc $1,590,924 365 


Undistributed income ........+.ececereeeeeeeees 858,824 $1,591,783,189 
a 
Fig. 8. Statement of changes in the net assets of an open-end investment company. 


$ 113,225,876 
55,645,841 57,580,035 
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The following comments may be made on these exhibits: 


1 


The stated purpose of the Massachusetts Investors Trust is “to constitute a 
conservative medium for that portion of an investor’s capital that he may 
wish to have invested in common stocks believed to be of high or improving 
investment quality.” The Lehman Corporation’s broadly diversified list of 
securities—mainly common stock—emphasizes long-term growth. 

Basis on which investments are carried. Both companies carry investments at 
market and also note valuation on other bases. 

Sources of Surplus. The Lehman Corp. distinguishes between capital surplus 
(that may arise from original subscriptions by stockholders, reduction of par 
or stated value of the stock, or from repurchase of shares at less than book 
value) and earned surplus (or deficit). It further distinguishes between earned 
surplus arising from current investment income and that arising from realized 
capital gains and losses and recoveries on assets charged off, after deducting 
dividends paid from each source. If one bears in mind the fact that the shares 
of the Massachusetts Investors Trust were issued continuously at various 
prices (reflecting changes in net asset values), its statement furnishes com- 
parable information, though arranged in a different manner. 

Sources of income and dividends. British investment companies have tradi- 
tionally ignored profit and loss on security sales in their income accounts, 
using profits to reduce the valuation at which the security holdings are car- 
ried in the balance sheet. Thus, other than in depression years the portfolio 
valuation is actually understated. In their earlier years American companies 
generally avoided such a rigid policy, but as early as 1931 the New York Stock 
Exchange recommended that profits and losses on security transactions be 
excluded from the income account and credited instead to a reserve or a 
special surplus account. A management company is now required to disclose 
the sources from which dividend payments are made—what portion comes 
from net income, from net profits on security sales, and from paid in surplus 
or other capital sources. The date from which the accumulated undistributed 
income and net security profits must be calculated is either the date of or- 
ganization, the date of reorganization, the date of write-down of portfolio in 
connection with corporate readjustment approved by stockholders, or January 
1, 1925. 


TAXATION. When an investment company is taxed as an ordinary corpo- 
ration, its shareholders are penalized as compared with investors who invest di- 
rectly in securities. There is then triple instead of double taxation of income—not 
only to the corporation originally earning it and to the investment company’s 
stockholders, but also to the investment company. The Internal Revenue Code 
now enables an investment company to eliminate the added tax burden. It will 
be observed that both the Lehman Corporation and the Massachusetts Investors 
Trust have elected to be taxed as “regulated investment companies.” 


To obtain tax exemption, an investment company must meet certain re- 
quirements: 

1. It must be a domestic corporation—not a personal holding company. 

2. It must be registered under the Investment Company Act of 1940, either as a 
management company or as a unit investment trust. 

3. At least 90% of its gross income for any taxable year must be earned in the 
form of dividends, interest, and capital gains from the sale of securities. 

4. No more than 30% of its gross income for any taxable year may be derived 
from sales of securities held for less than 3 months. 

5. It must distribute as taxable dividends not less than 90% of its net income, 


exclusive of capital gains, for any taxable year. Such dividends may be paid 
the year following the realization of the earnings, provided they are declared 
not later than the due date of the company’s tax return and are not paid 
later than the first regular dividend date after declaration. 
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6. At the close of each quarter of a taxable year: 

(a) At least 50% of its assets must consist of cash, cash items, government 
securities, securities of other regulated investment companies, and other 
securities limited to not more than 5% of its assets in securities of any 
one issuer and not more than 10% of the voting securities of that issuer. 

(b) Not more than 25% of its assets may be invested in any one company, or 
in two or more controlled companies engaged in the same or a similar 
line of business. 


Investment companies that do not elect to be “registered investment com- 
panies” are taxed at the same rate as ordinary corporations. 

Only 15% of dividend income is taxable, and distributions to shareholders are 
tax exempt to the recipient, as a return of capital, to the extent that net income 
is offset by capital losses (not offset in turn by earned surplus accumulated since 
organization). Common law or Massachusetts trusts are generally considered 
corporations for tax purposes. 

Most unit trusts are so organized as to be classified as pure trusts. The unit 
trust advises beneficiaries how much of the annual income is taxable to them, 
and the several tax classifications of that income, including interest, dividends, 
capital gains, tax exempt income, ete. 


State Taxes. In connection with state franchise and income taxes many ques- 
tions arise, chiefly in allocating income and assets within or without the taxing 
state or states. Shares of investment companies, even though classified as pure 
trusts, are subject to original revenue stamp taxes and transfer stamp taxes in 
the same manner as shares of corporations. The Attorney General of the State 
of New York has ruled that for the purpose of the New York State stock transfer 
tax, the tax on the transfer of trust certificates is to be based upon the underlying 
stocks represented by the certificates. 


REGULATION. During the 1920’s investment trusts were subject to no 
special legislation. The blue sky laws of the various states covered sale of their 
securities to the public, while on June 6, 1929, the New York Stock Exchange 
through its Committee on Stock List issued tentative requirements for the list- 
ing of investment trust securities of the general or management type, which were 
revised April 22, 1931. These made certain requirements as to annual reports, 
accounting methods, and practice. In May, 1931, it further laid down certain 
requirements with regard to the association of member firms with investment 
trusts of a fixed or restricted character, whether in connection with organization, 
management, or distribution of their securities. 


Investment Company Act. The §.E.C. undertook an exhaustive study of in- 
vestment trusts between 1935 and 1941, on the basis of which Congress enacted 
the Investment Company Act of 1940. This Act regulates companies that do not 
come under the purview either of the Securities Act of 1933 or the Securities 
Exchange Act of 1934, and goes beyond these measures that rely upon publicity 
to correct abuses and deficiencies. 

The general purposes and provisions of the Act have been stated by the 
Commission in its 10th Annual Report, 1945, Washington, D.C., as follows: 


1. Honest and Unbiased Management. The Act provides for a degree of inde- 
pendence in management personnel by restricting bankers, brokers, commercial 
bankers, principal underwriters, etc., who may have a possible bias in the manage- 
ment of the company, to a minority of the board of directors. It also requires a minor- 
ity of the board to be independent of the officers of the company. It prohibits 
self-dealing and exaction of excessive commissions by affiliated persons of investment 
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companies. Insider trading in the securities of investment companies is subject to 
the same regulation as that contained in the Securities Exchange Act of 1934. It 
enables the Commission to sue in the Courts to prevent gross abuse of trust and 
gross misconduct and grossly unfair plans of reorganization of investment com- 
panies. It makes embezzlement of investment company funds a federal offense, and 
prevents investment bankers and other affiliated persons from using their investment 
companies to assist them in their underwriting activities. It provides that an invest- 
ment company may maintain its portfolio securities and other property in its own — 
custody or in the custody of brokers only under or pursuant to the regulations of the 
Commission. Otherwise portfolio securities must be maintained in the custody of a 
bank. The Act also provides for bonding of employees having access to the company’s 
assets. 

2. Greater Participation in Management by Security Holders. The Act requires 
investment companies in their registration statements to designate their status as a 
diversified or non-diversified company as defined in the Act and to set forth therein 
a precise statement of their investment policies. The status and policies of a com- 
pany as set forth in its registration statement cannot be changed without an affirma- 
tive vote of a majority of the security holders. The Act also requires at least 
two-thirds of the directors of an investment company to have been elected by the 
shareholders; restricts the period of effectiveness of management contracts to two 
years; and requires the approval of such contracts, and therefore in effect of the 
investment adviser, by the shareholders. The Act also requires ratification of the 
selection of the accountants of the company by the shareholders; investment com- 
pany proxy solicitation is subjected to Commission regulation whether or not the 
company is listed; it is further provided that all shares issued by management com- 
panies after the effective date of the Act must be voting shares and requires preferred 
shares to contain provisions transferring voting power to the holders of such stock in 
the event of default in the payment of dividends. 

3. Adequate and Feasible Capital Structures. The Act restricts, in the case of 
closed-end management companies, the amount of bonds and preferred stock which 
may be issued, a restriction which, speaking generally, requires closed-end investment 
companies issuing senior securities to have at least 50% of their assets represented 
by common stock equity at the time of issuance of such securities. Only one class of 
bonds and one class of preferred stock may be issued. Open-end companies are not 
permitted to issue any senior securities but may contract bank loans provided a 
300% coverage in assets for such loans is maintained at all times. In the case of 
face-amount certificate companies the Act requires new companies to have a mini- 
mum capital of at least $250,000 and to maintain statutory reserves presumably 
adequate to mature the certificates. Restrictions are placed on the power of face- 
amount certificate companies to declare dividends where the effect of such declara- 
tions may be to injure the financial stability of such companies. In addition, 
face-amount certificate companies are not permitted to issue preferred stocks with- 
out an order of the Commission. 

4. Financial Statements and Accounting. The Act requires investment companies 
to transmit financial reports containing prescribed information to their security 
holders at least semiannually. Power is given the Commission to obtain annual and 
periodic reports including financial statements. The Commission is also empowered 
to enact rules requiring the preservation of books and records which form the basis 
of such reports; to require financial statements sent to shareholders and the Commis- 
sion to be certified by independent public accountants; and to promulgate uniform 
accounting rules. 

5. Selling Practices. Particularly in the case of open-end companies, periodic pay- 
ment plans and face-amount certificate companies, numerous abuses in selling prac- 
tices were disclosed. These the Act remedies in general by requiring investment 
companies which were not previously required to comply with the registration re- 
quirements of the Securities Act to so comply. The Commission is also empowered 
to correct selling practices of open-end companies which may result in dilution of 
their shares or in unfair trading profit to insiders and dealers. “Switching” of open- 
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end investment company securities and those of unit investment trusts and face- 
amount certificate companies on a basis permitting reloading is prohibited in the 
absence of an order or rule of the Commission. In addition, sales literature issued 
by face-amount certificate companies, open-end companies and unit investment 
trusts, which would include most periodic payment plans, must be filed with the 
Commission within 10 days after use. Finally, in the case of the Securities Act pro- 
spectuses of face-amount certificate companies and periodic payment plans the 
Commission is empowered by Section 24 (c) of the Act to rearrange the form and 
items of such documents and to require summaries of information which can be 
prominently displayed in the prospectus. The Act also regulates the sales load 
which may be charged on periodic payment plan certificates and prescribes the form 
of trust indenture to be used and the charges which may be made by trustees and 
sponsors of unit-investment trusts including those issuing periodic payment plan 
certificates. 


By and large, these objectives are achieved by affirmative statutory require- 
ments or prohibitions, which the Commission’s rules and regulations serve to 
implement. Remedies provided are in part criminal and in part injunctive. The 
Commission is also authorized to prepare advisory reports upon plans of reor- 
ganization of registered companies upon request of the companies or 25% of 
their stockholders, and to seek to enjoin plans it deems grossly unfair. 


Investment Company Institute. Restoration of the investment trust field to 
public favor has been aided by ‘this trade association (formerly called the Na- 
tional Association of Investment Companies), which embraces practically all the 
active management investment companies in the country. It works with the 
S.E.C. on basic rules, forms, and interpretative problems raised by the law; in 
cooperation with the state securities commissions it has prepared what is in effect 
a sales literature code for the guidance of investment company security distribu- 
tors; it has participated in discussion of tax legislation affecting investment 
companies; and it has undertaken to broaden the scope of the industry’s relations 

- with the public. Unit trusts have no similar organizations; their selling practices, 
however, have been the subject of voluntary action through observance of the 
code of fair practice of the National Association of Securities Dealers, Inc. 


INVESTMENT COUNSEL. The investment counsel is engaged in giving 
continuous advice on the investment of funds in the light of the individual needs 
of each client. It serves both individuals and institutions, normally takes no 
custody of securities, and rarely assumes sole responsibility for the management 
of an account. Fees are either a fixed sum or a certain percentage of the aggre- 
gate value of the accounts managed. The percentage often varies inversely with 
the size of the account and averages less than one-half of one per cent on large 
accounts. 


The Investment Advisers Act of 1940. This Act was based on a report by the 
S.E.C., which is authorized by this statute to supervise investment advisers. The 
Act covers all individuals or organizations who for compensation engage in the 
business of advising others, either directly or through writings, as to the value of 
securities or the advisability of investing in, buying, or selling securities, or who 
for compensation and as part of a regular business disseminate analyses or reports 
concerning securities. It covers securities services as well as investment counsel, 
but exempts publications such as newspapers and magazines of general and regu- 
lar circulation; brokers and dealers who give advice incidentally and gratuitously ; 
banks; certain bank holding company affiliates; those who confine their advice 
solely to United States government obligations; and attorneys, accountants, en- 
gineers, and teachers whose advice is purely incidental. Persons not exempt from 
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the Act must register with the S.E.C. except those who advise solely investment 
and insurance companies, individuals whose clients are residents of the same 
state and who give no advice with respect to securities traded on national securi- 
ties exchanges, and those who have fewer than 15 clients and do not represent 
themselves to the public generally as investment advisers. 

The S.E.C.’s duties with respect to registration of investment advisers are sub- 
stantially similar to its duties relating to registration of over-the-counter dealers 
and brokers under the Securities Exchange Act. The registration statement for 
investment advisers includes, in addition, information regarding the education of 
the principals of the firm and their business affiliations during the preceding 10 
years, although the Commission does not pass upon the qualifications of advisers. 
Semi-annual reports are required as to any changes in the business conducted. 

The investment adviser cannot act as principal for his own account, or as 
broker for another, in a transaction with his client without first. disclosing the 
fact to his client and obtaining the latter’s consent. Use of the term “investment 
counsel” is confined to registered investment advisers engaged in the work defined 
above and whose application so states. The S.E.C. is granted authority to investi- 
gate violations of the Act and to obtain information by subpoena. However, it 
does not have power to inspect books and records, but it has a rather lengthy 
and detailed required list of information and records that the investment ad- 
viser must establish and retain for at least 5 years. Failure to do so may result 
in a fine of not more than $1,000 or one year in prison or both if the S.E.C. 
subpoenas these records and he cannot produce them in court. In the event that 
violation is disclosed, the S.E.C. may set punitive machinery in motion and may 
seek to enjoin violators and, under specific conditions, may deny or revoke reg- 
istration. 

Investment advising emerged as an independent occupation only after the 
first World War. According to the S.E.C., however, there were 1,664 registered 
investment advisers as of May 31, 1963. 


Life Insurance Companies 


SAVINGS ASPECTS OF LIFE INSURANCE. Life insurance is com- 
monly regarded by the individual policyholder as a kind of savings. Most life 
insurance policies combine savings with insurance or protection elements. Here 
we consider life insurance policies only as an outlet for savings. 

The savings aspect of life insurance arises from the use of the level premium 
plan, under which the insured pays the same premium year after year. Mor- 
tality risk rises with age; the insurance premium should increase correspondingly. 
Under the level premium plan, however, during the earlier years the insured 
pays a larger premium than required for mortality risk alone, the excess going 
into a reserve that covers a part of the face value of the policy. These excess 
payments accumulate in the reserve at compound interest, for they are invested 
in securities or mortgages. This legal reserve gives the policy its cash surrender 
value if relinquished by the insured, and its loan value if he wishes to borrow 
against it. Some companies make a deduction from the reserve during the early 
policy years to cover acquisition expense. 

The legal reserve is actually an investment, rather than an insurance, fund. 
Life insurance may be regarded as: 


1, A program to save a specified amount in a specified period of time, to which 
has been added a supplementary agreement providing that the beneficiary 
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shall receive that sum even though the insured shall die within the time 
specified. 
2. A sinking fund designed ultimately to replace the economic value of a life. 
Sue plan whereby decreasing term insurance (Fig. 9) is combined with increasing 
Savings accumulations to provide a constant sum for the beneficiary. As the 
savings élement—the reserve—mounts, the pure insurance or protection ele- 
ment falls. 


Basis—$1,000, 214% Interest on Reserves Using 
Commissioners 1958 Standard Ordinary Mortality Table 


Savings Element (Reserve) Insurance Protection 
Whole 20-Pay- 30-Year Whole 20-Pay- 30-Year 
Life ment Life Endowment Life ment Life Endowment 


Net annual 
premium  $ 17.67 $ 27.24 $725.20 O12. PIUIRS Oi IRea ie e t 


45 167.90 280.22 262.37 $832.10 $719.78 $737.63 
50 259.12 442.98 413.77 740.88 557.02 586.23 
55 352.54 624.55 581.34 647.46 375.45 418.66 
65 535.77 730.81 1000.00 464.23 269.19 0 


Fig. 9. Savings and insurance elements of leading forms of policies (insured at 
age 35) (adapted from The Unique Manual and National Underwriter Life Reports, 
1963). 


Savings Element Varies with Form of Policy. The savings element differs 
in the different forms of policy, as follows: 


1. Term insurance. Policies provide for payment of their face value only if 
death occurs within a stipulated period, nothing being paid in the event of sur- 
vival. Although long-term policies (for example, running over 20 years) may 
have a slight cash value during part of their life, the savings element is negligible. 
Therefore neither term nor group or industrial insurance will be considered 
further here. 

2. Whole life insurance. Policies, whether purchased by premiums payable 
throughout life (termed ordinary life or straight life policies) or during a limited 
period or until earlier death (such as 20-payment life policies), promise payment 
of the face value to the beneficiary if the policyholder dies at any age. The legal 
reserve under such a policy reaches the face amount at the limiting age of the 
mortality table—i.e., the age at which the oldest person is presumed to die. 
Most insurers, therefore, pay the face value to the policyholder if he lives to 
that age. All such policies involve a large measure of savings. 

3. Endowment insurance. This differs from whole life in that the maturity 
is set for some lesser age, ordinarily one that most policyholders hope to attain, 
such as 60 or 65, or 10 to 25 years after issuance of the policy. Payments are 
made over a shorter period than in whole life insurance, and they contain a 
greater—in fact, a major—savings element. Endowment insurance is sometimes 
called “insured savings” because there is assurance that the goal of the savings 
program will be reached for the family, whether or not the insured lives to 
enjoy it. 

These differences between the different forms of policy are illustrated in the 
accompanying table (Fig. 9). The savings element bulks largest in the endow- 
ment policy and least in the ordinary life policy. 
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PREMIUMS AND DIVIDENDS. Obviously, the size of the annual pre- 
mium, which covers both savings and protection, varies with the type of policy. 
Because of the shorter period of payments, $1,000 face amount of insurance 
costs more per annum for an endowment than for an ordinary life policy issued 
at the same age. Both because of the shorter period of payments and the 
greater mortality risk, the premium on a policy increases as the age of the in- 
sured at time of issue rises. Finally, a 10-year endowment policy costs materially 
more per annum than does a 30-year endowment issued at the same age, but tae 
makes little difference in the investment, as contrasted with the protection, 
phase of the contract whether the insured be 25 or 50 years old when he takes out 
a 10-year endowment policy. 

Premium rates are based on careful actuarial computations based on mortality 
tables, anticipated income from reserves and a loading charge for expenses of 
selling and operation. 


Participating Feature. Life insurance policies are ordinarily participating. 
The dividends paid holders of participating policies reflect more favorable mor- 
tality experience, larger investment income, and smaller operating expenses than 
were anticipated in the computation of premiums. These dividends are thus, in 
a sense, a refund of excess premium collections. Many policyholders take their 
dividends in cash, regarding them as a reduction in the premium, whereas others 
use them to buy paid-up additional insurance, thereby purchasing single-premium 
policies corresponding in type and maturity to the original commitment. A 
third group of policyholders leaves the dividends with the company to accumu- 
late at interest, which is equivalent to establishing a savings account and does not 
increase the protection element at all. A final choice is to reduce the age at 
which the policy becomes paid up or matures, but not its face amount; this is 
known as an accelerated option. 

Dividend payments differ among companies. In comparing the relative cost of 
life insurance in individual companies, average dividends may be deducted from 
premiums to give the net cost of the life insurance policies provided. 


SETTLEMENTS OF POLICIES. Insurance policies may be settled by the 
insured if he wishes to cease premium payments, or with beneficiaries when the 
policy becomes a claim. 


Ceasing Premium Payments. In the event that a policyholder finds it neces- 
sary or desirable to cease premium payments, he may either surrender the 
policy for its cash value, continue the insurance in a reduced amount with no 
further premium payments as “paid-up” insurance, or continue the insurance 
in full for a limited term at the end of which all protection ceases. If he selects 
the first alternative and “cashes in” the savings element of his insurance, he in 
effect treats the insurance as an endowment policy maturing at that time for 
a reduced amount; if he chooses the second alternative, he treats it as a limited 
payment life insurance policy for a lesser amount; in the third alternative, he 
applies the savings element in the policy, represented by the cash value, to the 
purchase of term insurance for the face amount of the policy. 


Policy Settlements with Beneficiaries. Such settlements are of several 
kinds: 


1, Lump-sum. A single lump-sum payment in cash to the beneficiary is most 
common. In some instances, payment may be made to a financial institution for 
the beneficiary under a trust agreement. 
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2. Interest payments. The company may hold the proceeds as a principal 
sum payable either at the death of the payee, at the expiration of a designated 
term of years or, at prior death of the payee, to a designated person or persons, 
meanwhile paying interest at a fixed rate, or at a minimum guaranteed rate with 
a higher rate if earned. 


“3. Annuities. The proceeds may be used to purchase a single-premium straight 

life annuity or an installment refund annuity without participation in excess 
interest earnings. A joint and two-thirds survivorship annuity provides that, 
when either beneficiary dies, the survivor receives reduced payments. Whatever 
the form, as with any annuity, regular periodic payments (usually monthly) are 
provided sufficient to exhaust the proceeds of the policy and any income accu- 
mulating thereon. 


4. Monthly life-income payments. A life income may be provided, through 
payment of equal monthly installments for a number of years certain (such as 
10 or 20) and as much longer as the payee may live. This option uses part of the 
proceeds to purchase an income for a fixed period, and part to purchase a de- 
ferred life income beginning at the end of that perod and continuing as long as 
the payee lives thereafter. Usually the fixed period income participates only in 
excess interest earnings, and often that portion alone is “commutable” (can be 
withdrawn) at any time. 


5. Equal monthly installments. The company may pay equal periodic in- 
stallments (usually monthly) of specified size, as long as the proceeds plus inter- 
est thereon last, or equal monthly installments for the number of years elected. 


PLACE OF LIFE INSURANCE IN SAVINGS PICTURE. During the 
depression of the 1930’s, when adverse economic conditions caused an increase in 
lapses and forced many policyholders to readjust their life insurance programs, 
some critics favored divorce of the savings from the insurance elements of life 
_ Insurance policies. They urged the purchase of decreasing-term life insurance 
from an insurance company, and savings and investment either directly or 
through an investment institution of the sum thereby saved in premium expense, 
on the ground that specialized investing agencies would achieve better results. 
The companies and state supervisory authorities hold that the need for safety in 
life insurance requires investments of the type they make. Moreover, they argue 
that many persons would not save unless subject to the pressure of meeting 
fixed periodic premium payments. Furthermore, the average annual premium, 
they point out, does not exceed $100, which is by no means adequate for profit- 
able investment. 

There can be no question that life insurance as now set up causes millions of 
people to save huge sums that they would otherwise spend upon current consump- 
tion. The very effective way in which life insurance is sold and the pressure 
upon the policyholder for regular payments, and for paying off policy loans, 
promote personal saving on a large scale. The primary duty of each individual is 
obviously to secure an adequate amount of insurance to protect his dependents, 
and if necessary this should be in the lowest-cost types of policies. But over the 
long run very many persons have benefited by purchasing higher-premium lim- 
ited payment and endowment policies, thereby utilizing the life insurance com- 
panies for the investment of part or all of their savings on a regular, systematic 


basis. 


LIFE INSURANCE COMPANIES AS INVESTORS. Because they 
gather far larger sums yearly for investment than any other type of savings 
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institution, the life insurance companies exercise a major influence upon the 
bond and mortgage markets. The bulk of premium income consists of renewal 
premiums on old policies, and so is relatively stable. Life insurance companies 
also have large current investment income, and face the need of reinvesting sums 
received by them in redemption of matured bonds and as amortization payments 


ee ee eS ee ee SS eee 


State, 
US. Foreign Provin- 
Govern- Govern- cial,and  Rail- Public Industrial 
ment ment Local road Utility Miscellaneous 
Bonds Bonds Bonds Bonds Bonds Bonds 
ee ee ee 
1940 5.8(18.7)* 03( 1.0) 24(78) 28(92)  43(13.9) 15( 5.0) 
1945 20.7 (45.9) 0.9( 2.1) 1.0(23) 29( 66) 5.2(11.) 1.9( 4.8) 
1950 13.5(21.0) 1.1¢ 1.7): 1524) °18.2(450) 410.6465) 9.5( 14.9) 
1955 8.6( 9.5) 0.4( 0.4) 2.7(8.0) 3.9( 4.3) 14.0(15.5) 18.2( 20.1) 
1960 6.4( 5.4) 0.4( 03) 46(3.8) 3.7( 3.1) 16.7(14.0) 26.6( 22.4) 
1961 6.1( 4.9) 0.5( 03) 5.0(40) 36( 28) 17.0(13.4) 28.7( 226) 
1962 6.2( 4.6) 0.6( 0.5) 5.3(4.0) 38.5( 26) 173(13.0) 30.7( 23.1) 


1963 (est.) 5.7( 4.0) 0.9( 06) 55(3.9) 84( 24) 1751124) 32.9( 233) 


Miscel- Total 
Total Mort- Real Policy laneous Admitted 

Stocks gages Estate Loans Assets Assets 
1940 0.6( 2.0) 5.9(19.4) 2.1(6.7) 3.1(10.0) 2.0( 683)  30.8(100.0) 
1945 1.0( 2.2) 6.6(14.8) 0.9(1.9) 20( 44) 1.7( 39)  44.8(100.0) 
1950 2.1(.3.3) J61(25.1) 1422) 24038) - 26( 41), 6400010) 
1955 3.6¢ 4.0) . 29:4(82'6)) 2.6(2°9), , 3303.6). 93:76 4.1) 90:4 00,0) 
1960 5.0( 4.2) 41.8(349) 38(8.1) 53(44) 538( 44) 119.6(100.0) 
1961 6.3( 49) 442(349) 40(82) 5.7( 45) 5.7( 45) 126.8(100.0) 
1962 6.3( 4.7) 46.9(35.2) 41(3.1) 62( 4.7) 60( 45)  183.2(100.0) 


1963 (est.) 72( 5.1) 506(35.9) 43(3.1) 6.7( 48) 638( 45) 141.0(100.0) 
(000,000,000 omitted from amounts) 


* (Figures in parentheses show percentage ratio to total amount) 


Fig. 10. Investments of all United States life insurance companies. (Source: 
The Institute of Life Insurance, Life Insurance Fact Book, 1963, and Life Insurance 
Review of 1963.) 


on mortgages. After the payment of death benefits and other outlays, there is a 
large annual addition to reserves that must be invested, for premium rates as- 
sume earnings of 242% or more on reserves. Providing a market for several 
billion dollars of securities and mortgages annually, for the investment of such 
additional reserves, the life insurance companies are a major factor in appraisal 
of the prospective demand for investments. 
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Laws governing life insurance company investments are generally a good deal 
more flexible than those regulating investments of savings banks. The bulk of 
investment funds of life insurance companies has been placed in government 
obligations, real estate mortgages, and corporate bonds, but they have also ac- 
quired considerable amounts of preferred and guaranteed stocks, and small 
amounts of common stock. 

The Institute of Life Insurance publishes details yearly on changes in invest- 
ments of the life insurance companies, as shown in Fig. 10. A study of changes in 
insurance company holdings from year to year indicates the volume and type of 
investments being absorbed by these institutions. 

For many years prior to the Life Insurance Company Income Tax Act of 
1959, life insurance companies paid taxes only on income from investments. The 
new law, however, requires that taxes be paid partly on investment income and 
partly on income from general operations. The law was first applied to 1958 
operations, and, in that year, insurance companies paid an extra $124,000,000 in 
Federal income taxes, for a total of $445,000,000. For 1960, the total Federal 
income tax bill for United States life insurance companies was $510,000,000 and, 
for 1961, about $540,000,000. 

As can be seen from the data in Fig. 10, there does not yet appear to be any 
tax impact on the investment policies of the life insurance companies. This is be- 
cause the tax still remains in full force on investment income. The tax on general 
operations is in addition to the tax habilities that existed prior to 1958; however, 
life insurance companies may come to depend more heavily on tax-exempt se- 
curities in the future in order to reduce their total tax bill. 
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seCTION 5 


BANKING SERVICES AND PROCEDURES 


How a Commercial Bank Is Organized 


COMMERCIAL BANKING. There are numerous types of so-called “bank-~ 
ing” operations—viz., savings banking, mortgage banking, investment banking, 
etc. This section, however, deals only with commercial banking—the business of 
accepting and holding demand deposits (checking accounts) and, on the basis of 
excess primary reserves provided by these “deposited” deposits, extending credit 
accommodation to borrowing customers (and creating money in the process, in- 
cidentally). Commercial banks also accept and hold time and savings deposits as 
well as demand deposits, of course, but accepting, holding, and creating demand 


deposits through lending is the essential and unique business of a commercial 
bank. 


SECURING A BANK CHARTER. Banking is a licensed and regulated 
business. Many safeguards have been placed around it for the protection of the 
public. Since prices of most banking services are unregulated and greatly influ- 
enced by competition, however, banking differs from public utilities. 

The United States has a free banking system, which means that it is not nec- 
essary to secure a special charter from a legislature to start a bank. It is neces- 
sary to secure a charter from the national or state regulatory authorities, however, 
and this has become quite difficult because excessive chartering of new banks 
before 1931 has been blamed by some authorities for the many bank failures of 
the 1931 to 1933 period. In many states, the Superintendent of Banks submits 
applications for a charter to a banking commission composed of outstanding 
citizens who are familiar with the banking and credit needs of the various commu- 
nities of the state. Applications that do not receive commission approval are auto- 
matically denied. 

Securing a bank charter is a lengthy and rather detailed process. Generally, 
authority to organize must be secured from the supervisory authorities before 
proceeding with the actual steps of organization. An application for permission 
to organize must clearly indicate that there is a local need for banking service 
that is not being met by existing institutions. The men proposing to form the 
new institution must have had banking and business experience, and be residents 
of good repute of the community where the bank is to be located. The profes- 
sional promoter is specifically excluded in Instructions of the Comptroller of the 
Currency Relative to the Organization and Powers of National Banks (Govern- 
ment Printing Office, Washington, D.C.): 


The Comptroller of the Currency will refuse to approve any application for the 
organization of a national bank that contemplates or provides for any promotion 
fee, or that proposes to set apart or apply any part of the moneys collected from 
subscribers for the payment of promoters’ fees, for the sale of stock, or for service in 
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starting and opening any such bank, whether provided for by contract with proposed 
bank or by contract with the subscribers to the stock of the proposed bank. 


The supervisory authorities (state or national, as the case may be) make a 
careful investigation to determine whether local conditions warrant approval of 
the application for a charter. Although this examination varies from state to 
state, it is quite searching in the financially important states and in the in- 
stances of applications for national bank charters. The investigation, at the 
expense of the applicants, covers the general character and experience of the 
organizers and proposed officers, the adequacy of existing banking facilities, the 
need for further banking capital, methods and practices of existing institutions, 
the interest rates that they charge, the character of the service that as quasi-public 
institutions they render their community, the economic outlook for the commu- 
nity, and finally, the prospects for success of the new bank if efficiently managed. 
The examiner is careful to interview personally all those who protest against the 
organization of a new bank. The advice of the Federal Reserve Bank, the Fed- 
eral Deposit Insurance Corporation, and other interested agencies is sought by 
the examiner. Appropriate recommendation is then made to the supervisory 
authorities, by whom the application is either disapproved or approved. 


State or National Bank? In the eastern states, where banking laws have 
generally been strict and supervision close, state-chartered institutions compare 
favorably in every way with the national banks. In some southern and western 
states, minimum capital requirements for state banks have been low and super- 
vision less exacting. 


Capital Requirements. Since the rate of earnings on bank assets has been 
relatively low in recent years, considerably more capital is required for successful 
bank operation than in the past. Minimum capital requirements are set by the 
law, but they are of little more than academic interest as considerably larger 
capital funds are usually required for practical reasons. Some states have a 
minimum requirement as low as $10,000. Minimum capital requirements for 
national banks, which secure their charters from the Federal government, are: 
$50,000 in a place of 6,000 population or less; $100,000 for any place with a 
population of more than 6,000 and not exceeding 50,000; $200,000 for larger towns 
or cities, except that in the outlying districts of such cities a minimum capital of 
$100,000 may be permitted if the laws of the state permit the organization of 
state banks with a capital of $100,000 or less. Higher minimum capital require- 
ments apply to institutions with branches. 


REGULATION OF BANKING. Practically every banking activity is regu- 
lated by some governmental agency. Primarily banking is regulated for the pro- 
tection of depositors, and to a lesser degree, for the preservation of competi- 
tion among banks. 


Requirements for Directors. Special requirements are established for bank 
directors. They must be citizens of the United States, residents of the local 
community (or within 50 miles), owners of a substantial amount of stock in the 
bank (in no event less than $1,000 if the bank is a member of the Federal Reserve 
System), and of high character and reputation. They must take an oath to well 
and truly administer the affairs of the bank. They are personally liable when the 
bank (through its agents) commits any act not in accordance with statutes and 
legal precedents, and may be held criminally liable for specified acts by their 
bank, such as loans to bank examiners, fraud, false entries in the books, em- 
bezzlement, willful certification of a check in excess of depositor’s balance, solicit- 
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Ing or receiving a bonus or commission for making a loan, and contributions to 
political parties. Directors are liable to creditors, particularly depositors, and to 
stockholders for failure to examine the bank as required by law, for exceeding 
the statutory limit on loans, for payments of dividends out of capital, and for 
mismanagement. 

In a long line of decisions, the courts have held that bank directors must be 
diligent, reasonable, prudent, and possessed of business ability. The position of 
bank director thus involves substantially more risk than a directorship in a busi- 
ness corporation. 


Removal of Director or Officer. Supervisory authorities have the power to 
remove a member bank director or officer for cause. When, in the opinion of the 
Comptroller of the Currency, any director or officer of a national bank, or when, 
in the opinion of the Federal Reserve agent, any director or officer of a state 
member bank in his district shall have continued to violate any law relating to 
such bank or trust company or shall have continued unsafe or unsound practices 
in conducting the business of his bank, after warning to discontinue such viola- 
tions of law or such unsafe or unsound practices, as the case may be, the Comp- 
troller or Federal Reserve agent may proceed to have him removed The offend- 
ing officer or director is given a hearing by the Federal Reserve Board, which 
has final authority to require his removal. 


Bank Examinations. Historically, the Comptroller of the Currency and state 
bank supervisory authorities had the sole responsibility for examining the banks 
under their respective jurisdictions. With the advent of the Federal Reserve 
System, examination functions were assumed by this agency also. The Board of 
Governors of the Federal Reserve System maintains a corps of examiners to 
examine the twelve Federal Reserve banks, while each Federal Reserve bank has 
an examining staff to examine state-chartered member banks in its district. The 
reports made by the Comptroller’s examiners for national banks are accepted by 
the Federal Reserve banks, however. One object of the Federal Reserve exam- 
iners is to determine whether a member bank is putting Federal Reserve credit to 
improper use. Examinations by the Federal Reserve banks of state member 
banks are frequently made jointly with state supervisory authorities, who also 
have jurisdiction over state nonmember banks. 

A particularly searching examination is made by the Federal Deposit Insur- 
ance Corporation of its members that are not also members of the Federal Re- 
serve System, as well as banks applying for insurance and closed banks. These 
examiners may, with written permission of the Comptroller of the Currency, ex- 
amine any national bank and, with permission of the Board of Governors of the 
Federal Reserve System, any state member bank. Since the F.D.I.C. insures de- 
posits, it is directly involved should an insured bank fail, and so seeks to prevent 
such an outcome by remedial advance action if weakness is suspected. 

It should be noted that bank examiners are not auditors nor is a bank examina- 
tion an audit, although some auditing must necessarily be performed during the 
course of the examination. Large banks have an official known as the bank 
auditor or comptroller who heads a department of auditors that functions within 


the bank. 
Bank Deposits 


KINDS OF BANK DEPOSITS. Deposits may be demand deposits sub- 
ject to withdrawal by drafts drawn at sight (checks) ; or time deposits withdraw- 
able at a specified future date, after the lapse of a specific period of time, or upon 
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thirty or more days’ advance notice of withdrawal. Time deposits consist of three 
classes: (1) time certificates of deposit; (2) time deposits, open account ; and (3) 
savings deposits. Time certificates of deposit are deposits evidenced by a cer- 
tificate that is payable upon presentation at least 30 days after the date of 
deposit, or upon 30 days’ written notice, or that is issued for a fixed and definite 
term. Time deposits, open account involve contracts prohibiting the with- 
drawal of all or any part of the deposited funds prior to the stipulated maturity 
date, which must be at least 30 days after the initial date of deposit. Periodic 
additions to such accounts are permitted, however, as in the case of Christmas 
Club accounts and vacation savings clubs. Savings deposits are time deposits 
of individuals or nonprofit organizations and must be evidenced by a passbook. 
Banks have the right to require at least 30 days’ notice of withdrawal, but, as a 
practical matter, funds are available to savings depositors on demand under nor- 
mal conditions. Payment of funds so deposited is made only on presentation of 
the passbook, however. 

Deposits are also classified according to ownership as United States government, 
interbank, and “individual, partnership, and corporate’—usually referred to as 
I.P.C. deposits. United States government deposits are called “Treasury tax and 
loan accounts” because they are used for crediting the government with payments 
for taxes and purchases of Treasury obligations. 

Deposits in a bank take the form of cash, checks on other banks, notes, drafts, 
and other collection items. They may also arise from credits to depositors’ ac- 
counts by the various departments of the bank, such as the loan or foreign de- 
partments. Such deposits are sometimes called derivative deposits, because they 
are created by a bank’s credit-granting activities whereas deposits of cash and 
claims on other banks are termed primary deposits because they supply the 
bank with its primary reserves—the basis upon which it creates its derivative 
deposits. 

If a bank creates derivative deposits too freely it will lose reserves, and may 
have to borrow or otherwise recoup them. An individual bank usually gains 
primary deposits and primary reserves when the banking system as a whole is 
expanding, and it can then usually expand derivative deposits on its own account. 
Conversely, a bank must often contract its derivative deposits by calling loans 
and selling bonds held for investment when other banks are reducing their out- 
standing credits and causing a shrinkage in the total volume of deposits. Any 
bank that does not fall in line when credit contraction sets in is likely to lose 
reserves to other banks that are selling investments or calling loans, and thus 
drawing reserve balances from banks that do not do so. Each bank is a member 
of the banking system, and must plan its operations with that fact continually 
in mind. 

SERVICES OFFERED DEPOSITORS. Numerous services and induce- 
ments are offered to secure primary deposits and borrowing customers. 


Checks. The greatest service, which is too often taken for granted, is the 
privilege of drawing checks on demand deposit accounts. This privilege of pay- 
ment by check is of enormous convenience, reduces the risk involved in cash 
payments by mail or personally, furnishes the depositor a receipt in the form of 
a canceled check for his payments, and, through a monthly statement of account, 
greatly simplifies the depositor’s bookkeeping. (For a detailed discussion of 
Checking Accounts see page 9 below.) 


Collection services. Collection services rendered for a nominal charge by a 
bank are equally indispensable in modern business. Local items are collected 
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through the clearing house. Through its correspondents a bank will collect a 
draft, note, bill of exchange, or similar item due any place in the United States or 
abroad. Service charges—usually assessed on a per item basis—are levied by 
American banks for handling checks and noncash (collection) items. Most de- 
positors, especially those without large collected balances, pay for these services 
on a monthly basis. Through correspondents and branches a bank may transfer 
a depositor’s funds anywhere in the world. (See also pages 19-21 below.) 


Payroll Services. The task of preparing payrolls is another valuable service 
performed by banks for business depositors. A depositor may advise his bank 
early in the day, or preferably the day before, as to the amount and denomina- 
tions of currency (including coin) desired, and the bank will accordingly prepare 
the payroll and deliver it promptly upon presentation of the depositor’s check for 
the amount. Should the depositor prefer to pay his employees by check, he can 
file a schedule of their signatures with the bank and arrange for payment upon 
presentation without identification beyond that afforded by comparison of endorse- 
ments with signatures on file. 

Banks will either put up the payroll in cash in envelopes (in large cities they 
will deliver it by armored car), or will furnish special facilities for cashing the 
payroll checks of employees on some standard identification basis. 

Banks also extend loans to depositors; in fact, interest on loans is the principal 
source of most banks’ operating income. In times of financial stringency, banks 
favor depositors over other applicants for credit. But competition for loans has 
sometimes been so keen in recent years that banks have readily granted loans to 
all desirable applicants. Whenever a bank can lend, even to a nondepositor, it 
will usually choose to do so, since borrowing customers are prone to become de- 
positing customers as well. 


COMPETITION FOR DEPOSITS. Before 1933, competition for primary 
deposits through rendering services without charge and the payment of interest 
on deposit balances allegedly weakened many banks. The great epidemic of bank 
failures in 1931 to 1933, culminating in the nationwide bank holiday in March 
1933, resulted in the adoption of safeguards to prevent competitive practices that 
weaken banks by destroying earning power, or encouraging speculative loans and 
investments to recoup losses due to large interest payments and costly services to 
depositors. 


RESTRICTIONS ON PAYMENT OF INTEREST ON DEPOSITS. 
The Banking Act of 1933 and subsequent legislation amended the Federal Reserve 
Act as follows: 


1. No member bank of the Federal Reserve System “shall, directly or indirectly, 
by any device whatsoever, pay any interest on any deposit which is payable 
on demand.” 

2. “The Board of Governors of the Federal Reserve System shall from time to 
time limit by regulation the rate of interest which may be paid by member 
banks on time and savings deposits and shall prescribe different rates for such 
payment on time and savings deposits having different maturities, or subject 
to different conditions respecting withdrawal or repayment, or subject to dif- 
ferent conditions by reason of different locations, or according to the varying 
discount rates of member banks in the several Federal Reserve districts.” As 
will be noted, this section is mandatory rather than permissive. The Board is 
required to set limits on rates paid and also to prescribe different rates. In 
fact, a literal interpretation of the term “shall prescribe’? would require the 
Board to set the exact rates which might be paid under each set of circum- 
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stances and not merely promulgate maximum rates. So far, however, the | 
Board has seen fit to fix only maximum rates. 

3. “No member bank shall pay any time deposit before its maturity except upon 
such conditions and in accordance with such rules and regulations as may be 
prescribed by the said Board, or waive any requirement of notice before pay- 
ment of any savings deposit except as to all savings deposits having the same 
requirement.” 


The Banking Act of 1933 also prohibits any member bank from rendering any | 
free service that is tantamount to payment of interest on demand deposits, or the 
effect of which is equivalent to the payment of a rate of interest on time or savings 
deposits in excess of the maximums established by the Board. Absorption by a 
bank of exchange charges levied on out-of-town checks deposited with it has 
been barred by the Board of Governors of the Federal Reserve System under this 
provision. 

The Federal Deposit Insurance Corporation imposes similar restrictions on in- 
sured nonmember banks under the authority of the Banking Act of 1935; how- 
ever, the F.D.I.C. has ruled that the absorption of exchange charges by insured 
nonmember banks does not constitute the payment of interest on demand de- 
posits. 


FEDERAL DEPOSIT INSURANCE. Six states established deposit insur- 
ance plans prior to 1864, but none of these continued to operate after the passage 
of the National Banking Act of 1864. Eight more states adopted similar plans 
in the period between 1907 and 1917, but none survived the depression of the 
1930’s. (Annual Reports of the Federal Deposit Insurance Corporation, 1952, 
1953, 1956.) All these schemes failed because too many of the banks could not 
survive depressions, and losses soon exceeded reserves in the guaranty funds. Also, 
depositors did not discriminate in the choice of state banks when they thought 
them equally “safe,” and reckless banking was allowed to exist because of inade- 
quate bank supervision. Despite unsatisfactory experience with state deposit 
guaranty plans, political pressure was so great for national legislation to protect 
depositors from loss due to bank failures that the Banking Act of 1933 set up a 
system of Federal deposit insurance that the Banking Act of 1935 made perma- 
nent. 


The Federal Deposit Insurance Corporation. The Federal Deposit Insur- 
ance Corporation is managed by three directors, one of whom is the Comptroller 
of the Currency and the other two appointed by the President of the United 
States with the advice and consent of the Senate. The Corporation has repaid the 
capital originally provided by the Treasury and Federal Reserve banks, so that 
in effect it belongs to its member banks. In addition to the large surplus accu- 
mulated from assessments, the Corporation may borrow up to $3,000,000,000 from 
the Treasury, should an emergency arise. 


Insured Banks. All national banks and all state banks that are members of 
the Federal Reserve System are required to become members of the F.D1.C. 
State nonmember banks are also eligible for deposit insurance if they meet the 
standards of the F.D.I.C. as determined by an examination by the Corporation’s 
examiners. 

Any national bank withdrawing from the insurance fund is required to sur- 
render its national charter. Any state-chartered member of the Federal Reserve 
System withdrawing from the fund forfeits Federal Reserve membership. Any 
insured bank that is not a member of the Federal Reserve System may withdraw 
from the insurance plan upon 90 days’ written notice to the Corporation and ade- 
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quate notice, by publication or otherwise, to its depositors. In any instance of 
withdrawal, deposits at the time are covered for a period of 2 years, and the 
regular assessments must be paid on them. 


Insured Accounts. The Federal Deposit Insurance Corporation insures up to 
$10,000 of each deposit account in an insured bank. This maximum of $10,000 of 
insurance applies to a depositor’s account in one bank. By maintaining a deposit 
in more than one bank, a depositor may secure $10,000 of deposit insurance in 
several institutions. Furthermore, funds held by a bank as trustee are insured 
to the extent of $10,000 for each trust estate. This insurance is in addition to the 
$10,000 of insurance on the deposit account of the trust department patron in 
the same bank. The F.D.I.C. at present insures less than half of the total dollar 
volume of deposits in F.D.I.C.-insured banks, but 98% of the total number of ac- 
counts in insured banks is fully covered. 

The assessment levied by the F.D.I.C. for this insurance is “42 of 1% per annum 
on total collected deposits, less the bank’s proportionate share of a credit of 60% 
of the FDIC’s net assessment income (total assessment income less insurance 
losses and operating expenses) for the preceding year, which is allowed all in- 
sured banks collectively. This assessment or premium is payable to the corpora- 
tion semiannually at the rate of %44 of 1% of average net deposits during the pre- 
ceding 6 months. This premium is computed on total deposits, rather than on 
insured deposits only. Thus, a disproportionate burden is placed on the large city 
banks, many of whose depositors carry balances far in excess of the insurance 
limit of $10,000. For example, on a million dollar deposit the F.D.I.C. assessment 
would be $833.33 or Y2 of 1%, but only $10,000 of the deposit would actually be 
insured. A country bank with most deposit balances under $10,000 may have 
nearly 100% insurance of its deposits. The argument for this procedure is that 
an assessment based on insured deposits only would be inadequate, whereas the 
whole banking system benefits from protection of depositors from the danger of 
loss due to bank failures, which precipitates “runs” on banks and so exaggerates 
the evil in depression periods. It is interesting to note, however, that in the bank- 
ing crisis of the early 1930’s, it was frequently the big depositors and not the small 
ones who precipitated the “runs” on the banks. Thus, it may be argued that 
since F.D.1.C. deposit insurance assessments are based on a bank’s total deposits, 
then the total deposits should be fully insured. (Kreps and Lapkin, Improving 
the Competition for Funds Between Commercial Banks and Thrift Institutions.) 


Prevention of Unsound Practices by Insured Banks. State experience with 
deposit guaranty proved that insurance of deposits could be successful only if ac- 
companied by preventive measures to reduce the number of bank failures to a 
minimum. Provision is made in present Federal legislation for guarding against 
unsafe and unsound practices on the part of insured banks in conducting their 
business. Upon the discovery of any such practices the board of directors of the 
F.D.I.C. is directed to call the attention of the proper authority to such practices— 
the Comptroller of the Currency, in the case of a national bank; the state super- 
vising banking authority, in the case of a state bank not a member of the Federal 
Reserve System; and the Board of Governors of the Federal Reserve System in 
the case of state bank members of the Federal Reserve System. The practices 
objected to must thereupon be stopped within 120 days or any shorter period as 
the supervising authority may require. If they are not, 30-day notice is given to 
the offending bank of the intention to terminate its status as an insured bank. A 
hearing is thereupon granted to the bank, and if the allegations made against the 
bank are established, its connection with the deposit insurance system ceases on 
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a date named so far as additional deposits, whether by old or new depositors, are 
concerned. j 

Additional capital was provided banks by the Reconstruction Finance Cor- 
poration, Washington, D.C., following the establishment of deposit insurance, and 
other legislation was adopted to tighten restrictions on speculative investments. 
Huge purchases of government obligations by banks, dating from World War II 
(at the close of which the nation’s commercial banks collectively held about $90 
billion worth of government securities), have greatly improved the quality of 
bank investments. Also, the F.D.L.C. has been active in preventing bank failures 
by sponsoring and aiding mergers of weak banks with stronger institutions. But 
few banks need even this degree of F.D.I.C. ministration anymore. In fact, banks 
no longer fail except as a result of defalcation, embezzlement, or loss attributable 
to other financial irregularities by officers and employees. And, fortunately, such 
cases are extremely rare. (See, for example, Annual Report of the Federal Deposit 
Insurance Corporation, 1962.) 


Payment of Insured Deposits. Whenever an insured bank is unable to pay 
its depositors and is closed, insured deposits are made available to depositors at 
once by the F.D.I.C. Deposits equal to those insured are available in a new bank 
organized for the purpose, or in an existing insured bank, or by such other 
method as the Corporation may deem advisable. The Corporation thereupon suc- 
ceeds to the rights of the depositors in the assets of the failed bank, if it is a 
national bank. In the case of a state bank the Corporation will not make pay- 
ments on insured deposits until the depositors have assigned their claims to the 
Corporation, or such assignment is effected by state law or otherwise. The Cor- 
poration acts as receiver to liquidate the failed bank if it is a national bank, and 
must accept appointment as receiver in the case of a failed state bank if re- 
quested to do so by state authorities. The new bank organized to make available 
insured deposits in the failed bank may within 2 years be converted into a na- 
tional bank or sold to another bank. Otherwise, it must be liquidated by the 
F.D.1.C. In this way, it is sought to maintain continuity of banking services in 
the community where the failed bank is located. 


Payment of Dividends and Interest by Insured Banks. No insured bank 
may pay dividends on its capital stock or interest on any capital notes or deben- 
tures outstanding, if such interest is payable only out of net profits, while it re- 
mains in default on the payment of any assessment due to the F.DI.C. Any 
director or officer of an insured bank who participates in such declaration or 
payment is subject to fine or imprisonment. However, the prohibition of such 
dividend or interest payments.does not apply if the default in the payment of an 
assessment is due to a dispute between the insured bank and the Corporation. In 
that case, the bank need only deposit satisfactory security with the Corporation. 

The board of directors of the Corporation may, by regulation, prohibit the 
payment of interest on demand deposits in insured banks that are not members 
of the Federal Reserve System, and for such purpose may define the term “de- 
mand deposits.” It has done both these things, of course. From time to time, the 
board is also required to limit by regulation the rates of interest or dividends that 
may be paid by insured nonmember banks on time and savings deposits, but such 
regulations must be consistent with the contractual obligations of such banks to 
their depositors. For the purpose of fixing rates of interest or dividends, the 
board is charged with the duty of prescribing different rates for deposits having 
different maturities, or subject to different conditions respecting withdrawal or 
repayment, or subject to different conditions by reason of location or according 
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to the varying discount rates of member banks in the several Federal Reserve dis- 
tricts. The board must also define by regulation what is to constitute time and 
savings deposits in an insured nonmember bank. 

The F.D.I.C. thus has substantially the same authority over interest rates, etc., 
for insured banks that are not members of the Federal Reserve System that the 
Board of Governors of the Federal Reserve System has over member banks. This 
has led to some conflict of authority, particularly with respect to the definition of 
practices that are to be considered the equivalent of the payment of interest. 
On the absorption of exchange charges on out-of-town checks by a depositor’s 
bank, different rulings have been issued by each agency, for example. 


DEPOSITS ARE LIABILITIES. It should be clearly understood that de- 
posits are liabilities of banks. The relationship between the bank and the de- 
positor is that of debtor and creditor. The bank becomes the legal owner of the 
cash, negotiable instruments, and other items deposited for immediate credit. The 
depositor is merely a general creditor. In the collection of notes, drafts, and 
similar items for which immediate credit is not given, however, the bank acts as 
the depositor’s agent and does not become the owner until collection has been 
effected and credit given. 


RIGHT OF SETOFF. In the event of bank failure, a depositor may set off 
any unsecured debt that he owes the bank against his deposit (which is un- 
secured), and must pay in cash only the balance due the bank, if any. In setoffs, 
the claims involved must be of equal character. Thus, if a bank has made a 
secured loan to a depositor, the latter cannot set off his deposit balance against 
the loan because the claims are not equally secured. This right of setoff (or off- 
set), and payment of the net balance due, applies only to the commercial de- 
partment of the bank. There can be no setoffs in the savings department or be- 
tween the savings department and the commercial, department, except that a 
depositor with a savings account who has an obligation due in the commercial 
department may sct off that obligation with his deposit credit even though assets 
available for distribution to the demand depositors are thereby diminished. This 
is in conformity with the usual attitude of the ccurts to favor savings as against 
commercial depositors. (Yale Law Journal, Vol. 42.) 


Checking Accounts 


GROWING USE OF DEMAND DEPOSITS AS MONEY. The use of 
demand deposits as money has been increasing steadily in the United States for 
over a century. As Fig. 1 shows, from 1939 to 1960 the number of checking 
accounts in active use at American commercial banks more than doubled, and in 


Number of Number of Dollar Value of 
Checking Accounts Checks Written Checks Written 
Year (millions) (billions) (trillions) 
1939 2 4 1 
1952 47 8 2 
1957 52 12 3 
1959 54 13 3.50 
1960 55 14 3.75 
1970 (est.) 68 25 6.25 


aheisenhy ee ernie ee ———E——————E 
Fig. 1. Estimates of the volume of check use in the United States. (Source: 
Kreps, Money, Banking, and Monetary Policy.) 
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1960 totaled over 55 million, or one for almost every other adult in the country. 
The number of checks written on these accounts is rising at a rate of about 1 
billion per year. In 1960, the dollar value of checks written in the United States 
approximated $3.75 trillion ($3,750,000,000,000), and this magnitude is expected 
to grow by two thirds by 1970. 

To cope with the clearing work generated by present and projected levels of 
American check use, the Federal Reserve banks, the regional and national city- 
correspondent banks, and even some of the larger local commercial banks have in 
recent years gone far in the utilization of large-scale electronic computational and 
check-processing equipment. These electronic brains, controlling check-handling 
and record-keeping systems geared to process checks in massive volume, are neces- 
sary because, even beyond the rapid growth of check use to its present propor- 
tions, over three-fourths of all the checks written must be handled in more than 
one bank. In fact, the “bank work multiplier” applied to each check written is 
now something like 24—the average check being handled by that many banks; 
and, incidentally, taking the same number of days to get back to the bank on 
which it was drawn. (Kreps, Money, Banking, and Monetary Policy.) 


HOW TO SELECT A BANK. Many banks insist on a personal introduc- 
tion as a prerequisite to opening a checking account. Such safeguards are not 
considered imperative in the case of thrift, savings, or other nonchecking ac- 
counts. 


Before approaching a bank to open an account, the prospective depositor should 
ascertain the character of the institution and its banking services. He should find 
out whether the bank welcomes “regular” checking accounts of the size that he 
proposes to maintain. Some banks require minimum balances of $5,000 and 
more for such accounts, whereas other banks will permit minimum balances as 
low as $200 or $300 or even lower. Most banks today also provide “special” or 
“thrift” checking accounts for depositors who maintain small balances and 
write relatively few checks. The banks do not require the depositor to maintain 
a minimum balance in these types of accounts at all, and the service charges are 
levied on a per check basis by “selling” the depositor his checks. These checks 
are usually distinctive in design, to distinguish them from the bank’s regular 
checks, and are the only ones the depositor is permitted to use. Some banks have 
officers who are friendly and helpful and do everything possible to assist even 


small depositors. Other banks have officers who are uninterested in smaller 
depositors. 


HOW TO OPEN A CHECKING ACCOUNT. Having selected a suitable 
bank, the prospective depositor arranges for an interview with the officer in charge 
of new accounts. This officer explains the bank’s requirements and regulations. 
He then asks the prospect to fill in a new account card giving personal identifi- 
cation data, such as his occupation, home and business addresses, and similar in- 
formation. In addition, this card calls for information on previous accounts, 
present accounts at other banks, etc. If this information indicates to the inter- 
viewing officer that the account will be satisfactory, signature cards are signed, 
and the account officially opened with an initial deposit. 


Advantages of a Personal Checking Account. Various services, some well 
known and many little known, are offered to those with checking accounts. One 
of the most obvious and important is the collecting of checks, notes, drafts, and 
similar instruments, and crediting of the proceeds to the account of the depositor. 
The account is frequently used as the basis of credit reference given to inquirers 
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by officers of the bank. A bank account avoids the risk of the use of cash. It 
enables the depositor to secure funds any place where he can “cash” a check. It 
simplifies personal budgeting and record keeping by furnishing receipts in the 
form of canceled checks. It furnishes proof of payment and thus avoids dupli- 
cate payments and claims. 

Maintenance of a satisfactory checking account is the first step in developing a 
line of credit. Many a young man maintains a savings account on which a small 
return is realized when it would be more profitable in the long run for him to 
maintain a checking account. Development of a close and friendly banking re- 
lationship may prove a very valuable asset, especially if there is any prospect of 
his going into business for himself. 


OPENING A CORPORATE DEPOSIT ACCOUNT. Banks must exer- 
cise particular care in handling a corporation’s account. They must be careful in 
paying money out as it may later be claimed that the money was not used for 
corporate purposes or that the withdrawal did not have proper authorization. 

Before opening an account for a corporation, a bank will require the filing of a 
resolution of the board of directors authorizing the opening and operation of 
the account, specifying the officers who are authorized to sign checks and other 
instruments of payment, and clearly indicating what officers have the authority to 
borrow at the bank and otherwise pledge the credit of the corporation. This 
resolution must be filed under seal by the secretary of the corporation. In addi- 
tion, the secretary must certify that there is nothing in the charter or by-laws 
that limits the authority given in the resolution. 

Most banks have printed forms for such a resolution, prepared by their coun- 
sel, which the corporation’s board of directors must pass and its secretary au- 
thenticate and file with them. A typical resolution form is reproduced in Fig. 2. 

Throughout the banking relationship, everything is in the name of the corpora- 
tion and all checks, notes, etc., should be endorsed with the corporate name 
_ followed by the name of the officer who authenticates the corporate signature by 
signing his own name. Thus a typical corporate signature would be “Products, 
Inc., by John Doakes, Vice President and Treasurer” and not simply “John 
Doakes, Treasurer.” 


PARTNERSHIP ACCOUNTS. Partnership accounts are opened on practi- 
cally the same basis as individual accounts. The bank will, however, require the 
filing of a copy of the partnership agreement, as all the dealings of the partners 
with the bank should conform to this agreement. 


JOINT ACCOUNTS. A savings, thrift, or checking account may be opened 
with most banks in the name of two people, either as tenants in common, or as 
joint tenants. As tenants in common either party may make deposits, and en- 
dorse checks, drafts, notes, etc., for deposit, but the parties must act jointly when 
withdrawing funds. In event of the death of one of them, the balance to the 
credit of the account is divided equally between the survivor and the estate of 
the deceased. The survivor may withdraw his or her share by furnishing such 
proof of the death of the other party as the bank may require. Ae he share be- 
longing to the estate of the deceased may be withdrawn upon filing with the 
bank a surrogate’s certificate and a tax waiver. 

As joint tenants either party, during the lifetime of both, may make deposits 
and endorse checks, drafts, notes, etc., for deposit, and may at will withdraw or 
dispose of the whole or any part of the funds deposited. In event of the death of 
one of them, the survivor may withdraw the balance to the credit of the account 
upon filing with the bank a tax waiver. Because of the convenience afforded, 
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such accounts are extensively used by husband and wife, and other members of 
the same family, but they may be opened by any two persons whether or not 
related to each other. 

As to joint tenants, the New York Banking Law provides: 


When a deposit shall have been made by any person in the name of such depositor 
and another person and in form to be paid to either, or the survivor of them, such 
deposit thereupon and any additions thereto made, by either of such persons, upon 
the making thereof, shall become the property of such persons as joint tenants, and 
the same, together with all interest thereon, shall be held for the exclusive use of the 


RESOLUTION OF BOARD OF DIRECTORS 
(Authority to Open Deposit Account) 


1 HEREBY CERTIFY that I am the duly elected and qualified Secretary of — = 
and the keeper of the records and corporate seal of said corporation and that the following is a true and correct 
copy of a resolution duly adopted at a regular meeting of the Board of Directors of said corporation held in ac- 


cordance with the By-Laws of said Corporation at its offices at 
Ghy. Hetil ret a day rofag ities rade are eile, St oo We a ee OSes 
“Be It Resolved, that 


be, and it is hereby, designated a depository of this Corporation and that funds so deposited may be withdrawn 
upon a check, draft, note or order of the Corporation. 


“Be It Further Resolved, that all checks, drafts, notes or orders drawn against said account be signed by 


any of the! following: 
(one, two, three, etc.) 


NAME TITLE 


and countersigned by any one of the following: 


NAME TITLE 


ss 


whose signatures shall be duly certified to said Bank, and that no checks, drafts, notes or orders drawn against 
said Bank shall be valid unless so signed. 


“Be It Further Resolved, that said Bank is hereby authorized and directed to honor and pay any checks, 
drafts, notes or orders so drawn, whether such checks, drafts, notes or orders be payable to the order of any such 
person signing and/or countersigning said checks, drafts, notes or orders, or any of such persons in their individ- 
val capacities or not, and whether such checks, drafts, notes or orders are deposited to the individual credit of the 
Person so signing and/or countersigning said checks, drafts, notes or orders, or to the individual credit of any of 
the other officers or not. This resolution shall continue in force and said Bank may consider the facts concerning 
the holders of said offices, respectively, and their signatures to be and continue as set forth in the certificate of the 
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Secretary or Assistant Secretary, accompanying a copy of this resolution when delivered to said Bank or in any 
similar subsequent certificate, until written notice to the contrary is duly served on said Bank. 


In Witness Whereof, | have hereunto affixed my name as 


Secretary and have caused the corporate seal of said Corporation to be hereto affixed this. 


ay ofbeeers. ere Sr severe iter s Te fo 9) OL eeSL., 


Secretary 
IMPRINT 
SEAL HERE 


1; , a Director of said Corporation, 
do hereby certify that the foregoing is a correct copy of a resolution adopted as above set forth. 


To be signed by a director other than the secretary. 


CERTIFIED COPY OF BY-LAWS 


of the referring to signing of checks, drafts, etc. 


Insert copy of By-Laws here: 


TO 


Name of Bank Address 


I HEREBY CERTIFY that the foregoing is a true and correct copy of all parts of the By-Laws of. 


@ 2 ee ee ‘corporation, 
covering the signing of checks, drafts and orders for the payment of money. 


IN WITNESS WHEREOF, | have hereunto affixed my name as Secretary and have caused the corporate 


seal of said Corporation to be hereto affixed this_________day of _____________________19, 


Secretary 
PLACE 
SEAL 
HERE Delano Service, Allegan, Mich., Form R-2 


Fig. 2. Resolution authorizing opening of a corporate checking account. 


persons so named, and may be paid to either during the life time of both, or to the 
survivor after the death of one of them; and such payment and the receipt of 
acquittance of the one to whom such payment is made, shall be a valid and sufficient 
release and discharge to said bank, for all payments made on account of such deposit 
prior to the receipt by said bank of notice in writing signed by any one of such joint 
tenants, not to pay such deposit in accordance with the terms thereof. 
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MAKING A DEPOSIT. The bank will accept for deposit checks, sight 
drafts, matured coupons of United States bonds, and, of course, cash. Immediate 
credit is given, but immediate withdrawal is permitted only in the instance of 
deposits of currency and checks drawn on the bank itself. Ordinarily, a deposit 
slip is prepared in duplicate by the depositor and presented with the items de- 
posited. The teller checks the deposit slips and, if everything is in order, he 
initials one copy and returns it to the depositor as his receipt. The pass book is 
less commonly used for this purpose. 

Banks require depositors to prepare this deposit slip themselves, as it 1s an 
original entry and legally binding on the bank after it has been initialed by the 
teller. Fake claims of mistakes in deposits can be successfully countered with a 
deposit slip prepared by the depositor himself. 

Care should be exercised in preparing this deposit slip. Each check should be 
listed separately and with it the name of the city on which it is drawn if it is 
out of town and the name of the bank if it is a local one. Cash should be listed 
as indicated. Dollar signs should be omitted and all figures should be placed 
directly under one another, so that additions may be quickly made and easily 
verified. 

All deposits are accepted subject to actual collection and receipt of proceeds. 
The bank thus reserves the right to charge back to the account unpaid checks 
drawn on other banks. This right is based on the warranty of the endorser as 
provided in the Uniform Negotiable Instruments Act. 


WHEN DEPOSITED ITEMS ARE AVAILABLE FOR WITH- 
DRAWAL. Although the bank gives immediate credit in the deposit account for 
checks deposited, only the proceeds of those drawn on the bank itself can be 
withdrawn immediately in cash. Immediate credit to the depositor’s account of 
checks drawn on other banks is for the convenience of the bank itself, but it will 
not actually receive payment from the drawee banks until some time later. Be- 
cause of this, depositors are not usually permitted to draw on such a deposit until 
the bank receives payment and is thus reimbursed for the credit that it has ad- 
vanced to the customer’s account. Until payment is received by the bank, such 
deposit credits are referred to as uncollected funds, which indicates they are 
unavailable. Many banks, especially small ones in small towns, are pretty “free 
and easy” in the matter of permitting customers to draw against uncollected 
funds, however. 

Banks may collect these cash items through the local clearing house, if they 
are local items (as about one-third of them are); through their correspondent 
banks, or through the Federal Reserve banks if they are “out-of-town” items. 
Large checks and those drawn on banks in certain cities are generally collected 
by banks, especially larger institutions, through their correspondents, as are all 
nonpar items. But about half of all nonlocal checks are routed through the Fed- 
eral Reserve banks for collection under the par clearance system maintained by 
the Federal Reserve System. 

There have been continuous efforts through the years to speed up the check 
collection process, so as to make funds available to depositors as soon as possible. 
The air mail and speed-up methods such as maintaining night shift of bank clerks 
are utilized. As transportation has been speeded up, the time required for collec- 
tion has been steadily shortened. Credit risks have been reduced as the “uncol- 
lected” time has been reduced. A forger has less time to get away before 
detection. 

Each Federal Reserve bank furnishes its district member banks and its non- 
member clearing banks a schedule giving the time required to collect checks 
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anywhere in the country. This schedule is compiled from the banks’ records of 
elapsed time in handling items drawn on the various points. If the forwarding 
bank is not otherwise notified, it considers items paid at the end of the period 
indicated in the schedule. The Federal Reserve Bank of Richmond since 1961 
es ae credit for cash items at its head office on its time schedule as shown 
in Fig. 3. 


CERTIFICATION OF CHECKS. To certify a check an officer or teller of 
the bank stamps or writes upon its face the word “Good,” “Accepted,” or “Certi- 
fied,” and affixes his signature. By this means the bank signifies that it will honor 
the check if properly endorsed when presented for payment. Ordinarily, the 
contract of certification extends only to the genuineness of the drawer’s signa- 
ture and the sufficiency of the deposit, endorsements not being guaranteed. 

Certification transforms a maker’s order into a bank’s promise to pay. It is 
not subject to nonpayment because of stop-payment orders, insufficient or un- 
collected funds, or other nonapparent defects, if the holder is shown to have 
given value in reliance on the certification. As against the bank, the demand of 
the holder of a certified check is sufficient if it is made within the period limited 
by the statute of limitations, which is usually 6 years. 

When a check is certified at the request of the holder, the maker is released 
from all further liability on the check, but when certification is requested by the 
maker, he remains liable to the holder if the bank, for any reason, fails to pay 
the check. Regardless of payment by the bank, the maker’s account is charged 
with the amount at the time the check is certified. Should the maker of a certi- 
fied check find that he cannot use it, he can endorse and deposit it in his own 
account, regardless of who the payee of the check may be. A maker who desires 
credit for a destroyed or lost certified check is required to file with the bank 
an indemnity bond, usually for twice the amount. Banks are not compelled to 
certify checks. Some will certify only under special circumstances, or for the 
_ maker and never for the payee. 

Certified checks are used to a great extent in paying taxes, licenses, and other 
obligations to the government, deposits required in connection with sealed bids, 
in real estate and stock and bond transactions, etc. They are not legal tender. 


STOP-PAYMENT ORDERS. No legal reason is required of the maker for 
stopping payment of his check. To be binding on the bank, however, the order 
must be in writing and accurately describe the check to which it refers. Upon 
receipt of such an order, the bank as agent of the depositor must refuse payment 
of the check and is responsible to the depositor for omission to comply with his 
directions. As the risk to the bank is considerable, each of the depositor’s checks 
received must be scrutinized until the check is found or the order is withdrawn. 
The risk requires that every precaution be taken to prevent the accidental pay- 
ment of the check. Hence, considerable time is consumed and expense incurred 
in performing the necessary work. The bank is pleased to cooperate with the 
depositor when he makes an ethical use of the privilege. The bank has a Just 
complaint, however, when a depositor abuses the privilege by employing it to 
escape the consequence of drawing against insufficient funds or for petty reasons 
that could have been otherwise adjusted. 


RECONCILIATION OF BANK ACCOUNT. To avoid overdrafts, 
which are criminal offenses in most states, and to detect errors, unauthorized 
drawing of checks, forgeries, and similar irregularities, the deposit account, as 
kept by the depositor, should be reconciled with the account on the books of the 
bank. Banks send a depositor a statement of the transactions that have taken 


RICHMOND HEAD OFFICE—TIME SCHEDULE 


IMMEDIATE CREDIT 
(Monday through Friday Only) 


When Received in Time for Clearance on Date of Receipt (10 a.m.): 
Items drawn on other Richmond banks 


When Received by 1:30 p.m.: 
Checks drawn on this bank 


Official checks of other Federal Reserve Banks (only when deposited in a 
separate cash letter) 


Checks drawn on Treasurer of United States 
Postal Money Orders 
Checks bearing Immediate Credit Symbol of Head Office—Thus.......... 


ONE BUSINESS DAY AFTER RECEIPT 


When Received by 1:30 p.m. Monday through Friday or 11 a.m. Saturday: 
Items Payable in Cities of — 


Atlantawion) .web.orGa: Louisville . . . Ky. 
Baltimore <). ++: s«9°Md. Memphis. . . Tenn. 
Birmingham. ._ Ala. Minneapolis . . Minn. 
a eee os ee Nashville . . . Tenn. 
arlotté = 3% mG, 

Ehren lp hirodeliboliino SCEey ae alte 
incinnati ; io : : 

Cleveland) 8" Ono Philadelphia 13 Te Paks 
Daliacdem f oe) Ves Pittsburgh ss ae ea, 
Detroit . . . . Mich. Stouts fa5i oe. Mo. 
Jacksonville . . Fla. Stobaul 7y7 «fie Minn: 


Checks bearing Immediate Credit Symbol of Baltimore Branch—Thus 


Checks bearing Immediate Credit Symbol of Charlotte Branch—Thus (38) 


TWO BUSINESS DAYS AFTER RECEIPT 


When Received by 1:30 p.m. Monday through Friday or 11 a.m. Saturday: 
Items Payable Elsewhere in Any Federal Reserve District? 


Any member bank in the territory of the Richmond Head Office which has for 
collection a daily average of not more than 300 immediate credit and deferred credit 
cash items, payable outside of the city or town in which such bank is located, may 
send all items to the Richmond Head Office unassorted in a single cash letter for 
credit in one business day after receipt. 


A member bank’s own draft on its commercial bank correspondent will be 
credited on the basis of the actual transit time required to effect collection, and 
should be listed on a separate cash letter. 


1 For the purposes of this circular, any dependency, insular possession or part of the United States 


outside the States of the United States and the District of Columbia shall be deemed to be in or of 
such Federal Reserve district as the Board of Governors may designate. 

The Board has designated Puerto Rico and the Virgin Islands as being in or of the Second Federa} 
Reserve District and Guam as being in or of the Twelfth Federal Reserve District. 


Fig. 3. Federal Reserve bank of Richmond credit for cash items at head office 
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place in the account, and the remaining balance, upon request or every 3 months 
or monthly, depending on the size and activity of the account and the policies of 
the bank. The larger accounts are always sent monthly statements for the 
mutual protection of the bank and the depositor. 

When this statement is received, the depositor should promptly compare it 
with his own records (check book or cash book) to see if there have been any 
errors or Improper charges. This comparison and adjustment of the accounts 
is called a reconciliation. It should be done carefully because, if a depositor 
fails to make such reconciliation after a bank has repeatedly sent him statements 
of his account, and if subsequently irregularities are disclosed that could have 
been discovered and avoided by prompt reconciliations, the courts would prob- 
ably find that the negligence of the depositor was a primary, or at least a 
contributory, cause of the irregularity, and that therefore he must suffer the 
loss occasioned by the irregularity. If there is no negligence on the part of the 
depositor, the bank as a general rule must bear the full loss caused by irregulari- 
ties in keeping a depositor’s account. 

Section 326 of the New York Negotiable Instruments Law provides: “No bank 
shall be liable to a depositor for the payment by it of a forged or raised check 
unless within one year after the return to the depositor of the voucher of such 
payment, such depositor shall notify the bank that the check so paid was forged 
or raised.” 

There are two methods of reconciling the monthly statements with the 
balances shown by the depositor’s cash book or check book. The one starts with 
the bank statement as a basis, and the other starts with the depositor’s cash or 
check book balances as a basis. The two methods are illustrated on page 18. 


DEPOSIT ACCOUNT ANALYSIS. Analysis of depositors’ accounts has 
become common, as banks have resorted to cost accounting practices to deter- 
mine the sources of their profits and the cause and incidence of their expenses. 
-They have attempted to determine the cost of handling a deposit, collecting a 
check, and maintaining an account (overhead, administrative, and other costs). 
On the income side, they have allowed for the average rate of return realized on 
earning assets. Armed with this information, they have analyzed depositors’ 


(Notes for Fig. 3) 

In order to obtain the earliest availability as shown in these schedules, cash items should be 
sorted in accordance with the divisions of the time schedule of the office to which sent and items of 
each availability should be listed on a separate cash letter; provided, however, any member bank 
which has for collection a limited daily average number of immediate and deferred cash items, as 
explained in the schedules, may send all of its items in one cash letter unassorted as to availability 
for credit in one business day. ; ; ‘ 

Credit for cash items is deferred on a business day basis except that credit for items drawn on 
banks located in those Federal Reserve cities that are not shown in the one-day division of our 
time schedules will be deferred on a calendar day basis when received by us on a Saturday or any 
other day immediately preceding a holiday, provided such items are sent to us listed on a separate 
cash letter. y ; 

When the date of availability of any cash letter falls on a Saturday, Sunday, or a holiday, credit 
for such letter will be given on the next business day. All cash items are received by this Bank and 
its Branches under the terms and conditions of our current circular regarding ‘‘Collection of Cash 
Ttems’”’ and are credited subject to final payment. ; ; 

Credit for all direct routed cash items that are collectible in one day will be given on the first 
business day after dispatch by the direct sending member banks; all other direct routed cash items, 
except the sending member banks’ own drafts, will be credited on the second business day following 
dispatch. ‘ : 

A sending member bank’s own drafts on its commercial bank correspondents, when sent direct, 
should be listed on separate cash letters and reported to us on a separate direct routing advice marked 


“Transfer Drafts,” as credit will be deferred on the basis of the actual transit time required to effect 


collection. 
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First MretHop 
First National Bank, December 31, 19— 


Balantcetpernstavemvent tats alt. ait sek otek ieee tener etn Per $92,415.60 
Add—Check of Central Manufacturing Co. protested, now returned, 

WNGOCHI MoV) MAST Saendoccodetasotmoov oo or Hob wu ooo Hoon 502.55 
Deposit of December 31 not credited by bank ..............+.- 1,892.00 
Collection charges for December not entered in cash book ...... 4.80 

$94,814.95 © 
Less—Deposit credited by bank not entered in cash book ... $ 318.20 
Checks outstanding: 

GBLQ RT EE RSE LE ES, TERE Foe $ 50.00 

6682 -rasznteit Ao sane. See eee 125.00 

CUA ye ph wmaheriod 4 oduct dee. ooteeebis: 73.10 

GB71G ta. iss cponsrepeas scons area egsaen ease Pt Samia ire 139.45 

OLE pacetcites wa sore cate ete eae 68.25 

OUEST 2 cesecan a cena ticcen tae oer terrier 1,000.00 1,455.80 1,774.00 

Balanceper, cash book. ¥ ctwscrsers score b vale eptoyawiaten tent arr ie eiatde chee $93,040.95 


Seconp Mernop 


Balanceras perveash book vse tics osm. 0 = ecermeraorsed ets sai eee rocus teers . $93,040.95 
Add—Checks outstanding: 
G3 U9 a autho agtigct: Mtacites ak OG eee $ 50.00 
eat ORIG Ree Pee Penns SRL Coe 2 Ge) snot 125.00 
CGA aR RE SS Se RPE OR to sollte 73.10 
OGIO. sca vote whic Re re Oe ec ee 139.45 
BUT et teeecr abs. ES eee Let. eee eee 68.25 
GIL S Prick cn he eats Aaa aa Oe 1,000.00 $1,455.80 
Deposit credited by bank not entered in 
cash’ book? f.. 2UARG We. Pee) AEN. PRT er reaeee Eee ot 318.20 1,774.00 
, $94,814.95 
Less—Check of Central Manufacturing Co. protested, now 
returmed. includings $2.cpmeecme ce tele eraaenr eerie $ 502.55 
Deposit of December 31, not credited by bank ....... 1,892.00 
Collection charges for December .................... 4.80 2,399.35 
Balance as per bank statement of December 31 ..................-.000- $92,415.60 


accounts to determine their profitability. Such an analysis is made of large ac- 
counts, but on small accounts the banks do not go to the expense of fully analyz- 
ing each account. They make studies of typical accounts and then set standards 
of balance and activity. 

In analysis of the larger accounts, the average daily balance of collected funds 
is first calculated. From this are deducted the necessary reserves and till money, 
which leaves the earning balance. This balance is multiplied by the average rate 
of return received by the bank to determine the income earned on the free bal- 
ance for the period under review. The number of items handled is next multiplied 
by the estimated unit cost for each item, and the product added to the overhead 
charged to each account. If this total is less than the estimated income, the ac- 
count is turning in a profit. If it is greater than the income, the account is 
carried at an indicated loss. In this event, the bank typically charges the amount 
of indicated loss to the depositor’s account as a service charge. A very few Amer- 
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ican banks may add a “loading factor” to these charges in order to allow for 
profit in their service charge “pricing,” but this is far from the common practice. 


SERVICE CHARGES. A deposit account may be unprofitable because its 
balance is less than average, or because the number of deposits made and checks 
drawn is excessive. Many methods of charging for services greater than war- 
ranted by” the average balance are in use. For the most part, they are on a 

metered basis, increasing with the amount of service required by the depositor. 

Most banks imposing service charges allow a specified number of checks and 
deposits each month without charge, if a stated minimum balance has been 
maintained. This balance varies from $200 to $300 for neighborhood personal 
checking accounts to, say, $50,000 for a large corporation account. Permissible 
activity without charge varies likewise. When the balance falls below the mini- 
mum, a service charge is made. Likewise, when the number of items exceeds the 
maximum, a charge of so much per item is made for the excess. These charges 
have become an important source of income for small banks. They are less im- 
portant for large institutions but are certainly not neglected by them, since an 
adequate system of service charges may well spell the difference between earning 
profits or incurring losses on checking account operations. 

Many city banks offer special personal accounts limited to checking service. 
Such accounts require no minimum balance, but a charge, usually of 10¢ to 15¢, 
is made for each blank check given the depositor. A penalty is imposed for a 
check drawn that is not covered with sufficient funds. 

Depositors using this plan of payment of service charges should realize that 
they do not get complete banking service. Bank credit reference, loans, and 
other valuable services of the bank are ordinarily not available to such depositors. 
A regular personal checking account, even if it is so small that conventional serv- 
ice charges have to be paid, is of greater value to most depositors, particularly 
those in business. 


EXCHANGE AND COLLECTION CHARGES. Before the Federal 
Reserve System installed its par clearance system, not only was it customary for 
banks to impose a collection charge for collecting out-of-town checks, but the 
paying bank usually deducted a charge for paying checks that were not cashed 
over its counter. This latter charge was called an exchange charge. Theoreti- 
cally, it was reimbursement to the local bank for the cost of shipping currency 
or maintaining a balance on which it could draw to pay the sending bank. In 
small towns with a single bank and no competition, these exchange charges were 
frequently entirely disproportionate to the cost of rendering the service. In fact, 
collection and exchange charges became a heavy burden on trade. 

Also, since each bank had its own group of correspondents to which out-of-town 
- checks were forwarded for collection, the volume of checks in transit was very 
large because of circuitous routing. Often a check would travel hundreds of 
miles out of its way, because of the location of correspondents of the collecting 


bank. 


Par Clearance System. Under the par clearance system, each Federal Re- 
serve bank collects without charge out-of-town checks deposited with member 
banks (and their nonmember correspondent banks) that agree in turn to remit 
without deduction of exchange charges (ie., at par) for all checks drawn on 
them. Since the Federal Reserve banks make no charges for collection services, 
they collect checks for the great majority of banks. A number of small banks that 
insist on deducting exchange charges remain outside the system, however. At 
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the end of 1961, 1,630, or over 12% of the nation’s banks, were nonpar banks. 
These banks are largely concentrated in the southeastern and mid-northwestern 
areas of the United States, and they are typically the only banks in the local 
communities that they serve. (Kreps, Southern Economic Journal, Vol. XVI.) 

About half of all the nonlocal checks deposited in or cashed at banks are ini- 
tially sent for collection to city correspondent banks that, in turn, often send 
them on to the Federal Reserve banks. The other half of the nonlocal checks are 
sent directly to the Federal Reserve banks in the first place. (Joint Committee. 
on Check Collection System of the American Bankers Association, Association 
of Reserve City Bankers, and Conference of Presidents of the Federal Reserve 
Banks, Study of Check Collection System.) There the items are sorted by dis- 
tricts, and those drawn on other districts are forwarded to the appropriate 
Federal Reserve bank or branch. Those that are drawn on member banks or 
nonmember clearing banks in the Federal Reserve bank’s own district are charged 
directly to the reserve accounts of members or the collection accounts of non- 
members, and the account of the forwarding bank is credited. The Federal Re- 
serve banks thus in effect, either directly or indirectly, constitute clearing houses 
for all participating banks. 

A further development of the Federal Reserve par clearance service is the 
practice of direct sending, whereby a clearing bank, which has received permis- 
sion, sends items payable in other districts directly to other Federal Reserve 
banks for the account of its own Federal Reserve bank, and receives credit in 
turn in its own account. 

Whether an item is sent to its own Federal Reserve bank or directly to the Fed- 
eral Reserve bank in another district, credit is given to the sending bank on the 
basis of the deferred availability schedule. This schedule, which differs for 
each Federal Reserve bank, states when banks may take credit for out-of-town 
checks deposited for collection. If advice of nonpayment is not received, the 
assumption is that checks have been paid. 

The sending of checks from one district to another results in debit and credit 
entries between Federal Reserve banks. These result in debits and credits on the 
books of the Inter-District Settlement Fund in Washington, which obviates the 
need for large currency shipments between cities. 


Nonpar Banks. Nonmember banks—usually, but not always, small country 
banks—that refuse to remit at par remain outside the par clearance system. 
Federal Reserve banks refuse to accept for collection any checks drawn on non- 
par banks. 

Banks that receive checks drawn on a nonpar bank have to fall back on the 
correspondent system to collect them. Every effort is made to present the check 
for payment over the window, so that the full amount will be received. This is 
impossible, however, in the instance of country banks distant from the collecting 
correspondent. In such circumstances, the exchange charge deduction cannot be 
avoided. This charge ordinarily ranges from %o of 1% to % of 1% of the face 
amount of the check. The exchange charge on a $100 check, for example, would 
be between 10¢ and 17¢. (Wachovia Bank and Trust Company, Par and Rate 
List for Collecting Checks, Drafts, Notes, Etc.) 


COLLECTION SERVICE. Depositors bring many credit instruments to 
banks for which immediate credit cannot be given. Cash items for which im- 
mediate credit is given consist almost entirely of checks and government bond 
coupons. Collection items, on the other hand, are (1) credit instruments that 
are not yet due, or (2) drafts on which the ultimate payer has not yet acknowl- 
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edged indebtedness, or (3) obligations with documents attached to be delivered 
upon payment. These are not credited to a depositor’s account until the proceeds 
have actually been received by the bank. 

Collection items include: 


1. Notes, drafts, acceptances, and coupons that must be presented for payment 
at the place of business of a firm or corporation, or at a bank, or at the place 
of business or home of an individual. 

2. Drafts and other instruments with documents attached that are surrendered on 
payment or acceptance of the drafts. 

3. Installment contracts and notes secured by mortgages or trust deeds, which 
call for periodic payments. 


In depositing items for collection, the customer should instruct his bank as to 
what he wishes done in event of nonpayment or nonacceptance. If an item has 
documents attached, he should specify the manner of handling it and the con- 
ditions under which delivery of the documents is to be made. All instruments 
entered for collection should be endorsed “for collection,” as by so doing all 
holders of the respective items will be given notice of their true character, and 
the items themselves, or their proceeds, cannot be held against the claim of the 
true owner. 

Inasmuch as the collecting bank acts as the depositor’s agent, it cannot be 
held responsible for loss, provided it and its correspondents follow the instruc- 
tions of the depositor and use due diligence and care in protecting his rights. A 
collecting bank is authorized to receive money only, and has no implied power 
to take a check or anything other than money in payment. If it takes a check 
and surrenders the item held for collection, it makes the check its own and be- 
comes liable to the principal for the amount of the check as if it had received cash. 

Local collections are made by the bank’s own messengers or through the city 
collection department of the clearing house in many of the larger cities. Out-of- 
‘town collections are generally forwarded to local correspondents directly by 
the larger banks. The larger banks may, and the other banks usually, collect such 
items through the country collection department of the Federal Reserve banks. 
Whatever method is used, a small fee is charged and is deducted from the proceeds 
collected. These collection charges are little more than nominal. They include 
any direct expense or disbursements incurred, plus standard charges designed to 
cover the cost of operating the collection departments of the bank. Most banks 
view the operation of these departments as a service maintained for the con- 
venience of depositors and correspondents. Collection is a very valuable service 
rendered business by the banks at cost and often at less than cost. 


Investments 


GROWTH IN IMPORTANCE OF INVESTMENTS. Bank invest- 
ments in securities have vastly increased in importance during recent years. 
During World War II the nation’s commercial banks (to facilitate financing the 
war effort) bought government securities in volumes that would have been re- 
garded as fantastic previously and ended by holding over $90 billion at the end 


of 1945. 

SECURITIES ELIGIBLE FOR BANK PURCHASE. Under the Na- 
tional Bank Act, national banks were permitted to discount and negotiate “promis- 
sory notes, drafts, bills of exchange, and other evidences of debt.” The 
Comptroller of the Currency ruled that bonds were “evidences of debt” and 
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were in consequence legal for banks to purchase. The McFadden-Pepper Act of 
1927 permitted national banks to buy “bonds, notes, or debentures commonly 
known as investment securities” and instructed the Comptroller to define “in- 
vestment securities” for the guidance of the banks. This he did in terms of 
marketability, by ruling that “sales at intrinsic values” must be readily possible 
on an issue to make it appropriate for bank purchase. 

As the law now stands, a national bank may not invest more than 10% of its 
capital and surplus in the securities “of any one obligor” and it must observe — 
the regulations of the Comptroller with respect to type, quality, and accounting 
of investments. These regulations, however, do not apply to government securi- 
ties. Regulations issued under the Banking Act of 1935 set up stricter qualitative 


standards for bank investments. 


Qualification as an “Investment Security.” To qualify as an “investment 
security,’ a bond must be one in which the investment characteristics predomi- 
nate. Purchase of bonds convertible into stocks or low-grade bonds, in which 
the investment characteristics are distinctly or predominantly speculative, 1s 
expressly prohibited. Ratings by statistical services within the four top rating 
classifications indicate investment quality, but are not necessarily conclusive. 
They are used by bank examiners, however, to determine whether the bank’s 
investments conform to the Comptroller’s regulations. Responsibility for proper 
investment of the bank’s funds in securities lies with the directors of the bank 
just as it has in the past. 

A bond must also “be salable under ordinary circumstances with reasonable 
promptness at fair value.” It must be either one of a public distribution of 
securities or issued by an obligor that has other securities with public distribution 
that would insure the marketability of the issue under consideration. If there is 
no public distribution it must mature not later than 10 years after issuance and 
must provide for amortization of at least 75% of the principal before maturity. 

Government, state, and municipal bonds are automatically eligible for bank 
investment, as are issues of the Federal Home Loan banks, the Federal Farm 
Mortgage Corporation, and securities originating under the Federal Farm Loan 
Act. All bonds, domestic and foreign, that meet the quality standards may be 
purchased. But the purchase of stocks is barred, except for stock in the Federal 
Reserve bank, safe deposit subsidiaries, and others specifically authorized in the 
banking law. These regulations apply not only to the national banks but also to 
state banks that are members of the Federal Reserve System. 


PREFERENCE FOR GOVERNMENT OBLIGATIONS. The pur- 
chase of government securities violates the “real bills” or “productive credit” 
theory of maintaining bank liquidity through holding short-term, self-liquidat- 
ing obligations. But in postwar years government securities have been bought 
and held by banks on the theory that they are readily marketable—that is, that 
they could be sold in the open market (or, if the bank preferred not to sell them, 
used as collateral on the bank’s own promissory notes given to its Federal Re- 
serve or city-correspondent bank) in order to obtain cash as readily as, or more 
readily than, payment could be secured on short-term (30-, 60-, or 90-day) 
commercial obligations. Experience has shown that marketability may become 
impaired in a financial crisis, as during 1930 to 1933. When all banks and other 
financial institutions as well are attempting to liquidate at the same time, se- 
curity portfolios become frozen unless there is a “big buyer” who will clear the 
market at, or close to, the existing level of prices. The Federal Reserve System 
stands ready to play this role today. In times of crises, therefore, banks now no 
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longer anticipate having to shift their investment securities to the market; in- 
stead, they expect to shift them through the market and into the central bank. 

_ Government obligations are therefore currently especially favored as bank 
investments because they can be readily shifted, as necessary, either to the mar- 
ket in usual circumstances or to the Federal Reserve in abnormal times, without 
much risk of loss in either instance. 

Securities issued by the Federal government have always enjoyed a marked 
preference on the part of the banks from every standpoint except yield. The 
financing of World War II vastly increased the available supply of government 
securities. The method of financing the war depressed interest rates generally, 
and yields on high-grade corporate bonds fell almost as low as those on govern- 
ments. During World War II, the Federal Reserve banks bought some $22 bil- 
lion of government obligations, mostly short-term issues. These were bought (1) 
to expand bank reserves so as to enable commercial banks to buy more govern- 
ment obligations despite a huge rise of currency circulation, and (2) to support 
the prices of government securities. 

. The following features make government securities especially attractive to 
anks: 


1. The excellent quality of government securities, backed as they are by the un- 
limited taxing power of the government. 

2. Through them, banks can secure access to Federal Reserve credit without pay- 
ing penalty rates, by pledging them as collateral for a secured advance from 
the Federal Reserve bank, or by selling them in the open market when the 
Federal Open Market Account is buying. 

3. They are preferred over other investments by the bank examiners and the 


supervisory authorities. 
4. The breadth and depth of their market make the shorter-dated issues readily 


salable at little or no loss to the holder, 


_ Apart from considerations of yield, a bank can properly invest as large a pro- 

portion of its resources as it wishes in government securities. But the distribu- 
tion of maturities must reflect the character of the bank’s other assets and its 
liabilities. Obviously, a bank can have too many long-term bonds, whether gov- 


ernment or otherwise. 


Types of Government Securities. Subject to the requirements of their port- 
folios, banks have the option of buying the following types of government se- 


curities: 


1. Treasury bills, which have an initial maturity not exceeding 1 year. Regular 
bills are currently being issued with maturities of 91, 180, and 360 days. Tax 
anticipation bills are issued irregularly and for various maturities within one 
year. The discount yield on bills in mid-1963 ranged from about 3.22% (asked 
price for 91-day bills) to about 3.50% (asked price for 360-day bills). 

2. Certificates of indebtedness with a maturity of 1 year and a yield roughly 
equivalent to the 360-day bill. 

3. Treasury notes with a maturity of 1 year to 5 years. In mid-1963 they had a 
market yield of from 3.50% (for 1-year notes) to about 3.90% (for 5-year 
notes). 

4, oa now outstanding with maturities of up to about 35 years. In mid-1963 
these were with coupon rates of between 2.97 and 4.10%. 


VALUATION OF INVESTMENTS. Prior to the depression of the 1930’s, 
most banks carried investments at cost, less a reserve for amortization of the 
premium on bonds bought above par. Further reserves were set up by those 
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banks that were strong enough to do so against future defaults or unusual de- 
clines in market prices. This valuation method proved impracticable in the 
depressed bond markets of 1932 and 1933. If the examiners had forced banks to 
write down their holdings of securities to the low prices prevailing in the bond 
market at that time, too many banks would have had their capital impaired. 
Hence, valuations were based on “intrinsic values,” rather than market prices, 
at that time. 


Government Classifications. National and state regulatory authorities in 
1938 adopted the following classification of investments for bank examination 
purposes: 


Group I. This group includes only securities “in which the investment character- 
istics are not distinctly or predominantly speculative. The group includes general 
market obligations in the four highest grades, and unrated securities of equiva- 
lent value.” This entire group is valued at cost. No allowance is made for either 
appreciation or depreciation, except that premiums paid above par must be 
amortized. 

Group II. These securities are those “in which the investment characteristics are 
distinctly or predominantly speculative. This group includes in general market 
obligations in grades below the four highest, and unrated securities of equivalent 
value.” Securities in this group are valued at the average market price of the 
18 months immediately preceding the bank examination and at least 50% of the 
net depreciation, if any, must immediately be deducted from the capital of the 
bank in determining its solvency. 

Group III. This comprises securities in default, which must be immediately 

written down to the market. 

Group IV. This grouping includes stocks and similar holdings. All depreciation 
on them is considered a loss and must be written off against capital immediately. 


Present Reporting Practices. Statements of condition published in the news- 
papers by banks usually show securities valued on the basis of cost. Such reports 
may differ from an examiner’s report based on the methods outlined above. More 
conservative banks may value investments at market, if this is below cost, or at 
cost less a reserve. 


PORTFOLIO POLICY. The investment policy of a bank should be fitted 
to the character of its deposit liabilities, the liquidity and soundness of its other 
assets, the character and intensity of the loan demand facing it, and its capital 
structure. If any one of these four is disregarded in policy formulation, difficul- 
ties may develop. 


Principal Factors. Of these four considerations, the relative stability of de- 
posits and the nature of the bank’s loan demand are the most important. 
Banks with a large proportion of savings and other time deposits, or with de- 
mand deposits that do not fluctuate greatly in volume, do not have to be ready 
to meet withdrawals as potentially heavy as do banks in the financial centers. A 
“bankers’ bank” must keep especially liquid as wide variations in its deposit 
totals will occur. Similarly, since it is axiomatic that banks prefer lending to 
investing, because lending is both more profitable and more constructive, a 
bank’s portfolio policy must always aim at providing, whenever needed, the 
requisite liquidity to capitalize on good loan opportunities. 

The character of the other assets of the bank is also of great significance in 
the selection of securities to be purchased. If other assets are highly liquid, the 
bank is warranted in purchasing long-term bonds that might be salable at a loss, 
because deposit withdrawals can be met out of other resources. But if the bank 


INVESTMENTS 5-25 


is heavily burdened with long-term bonds, mortgages, term loans, and other 
relatively “slow” assets, it should confine future purchases to the highest grade 
short-term commitments until a portfolio better balanced as to maturity has been 
achieved. 

Finally, the ratio of capital funds to “risk assets” (especially loans) is im- 
portant in formulating investment portfolio policy. Since the overriding function 
of bank capital is to protect depositors from losses arising from shrinkage in the 
value of the bank’s assets, supervisory authorities now tend to believe that a 
bank should maintain a capital funds to risk assets ratio of at least 1 to 6. Banks 
approaching this limit must choose, therefore, between issuing additional stock 
and shifting out of risk assets (loans and municipal and corporate securities) 
into “riskless” assets (government securities). (Crosse, Management Policies for 
Commercial Banks.) 

With due consideration to the foregoing factors, a bank may seek the maximum 
income consistent with an appropriate degree of liquidity and solvency. But a 
bank’s investment policy must always be conditioned by considerations of 
liquidity and solvency, as well as income. : 


Distribution of Investment Maturities. The market price of a debt security 
may change because of a change in the financial condition of the borrower or 
a change in the prevailing rates of interest. Banks largely avoid the first, or 
credit, risk by purchasing only securities of such high quality that there is vir- 
tually no danger of the debtor’s failing to pay interest or principal as due. But 
they are vulnerable to the second risk, that is, a change in the level of interest 
rates, because they buy “money bonds,” i.e., obligations of such high quality that 
they fluctuate in price inversely with changes in going rates of interest, and be- 
cause the banks may have to sell bonds long before their maturity because of 
losses of deposits, a demand for loans, or Federal Reserve policy changes. To 
minimize this risk, banks purchase bonds with maturities appropriately dis- 
-tributed among short-term, medium-term, and long-term. They strive to space 
their maturities on the basis of possible demands that may be made on them by 
their depositors or borrowers. Banks thus seek hquidity and solvency through 
a synchronized and conservative distribution of maturities, as well as through 
the purchase of the highest grades of securities. 

The maturity distribution generally reflects to a considerable extent expecta- 
tions as to the outlook for interest rates. When interest rates are high and are 
expected to rise, banks prefer near maturities to avoid the depreciation expected. 
They can then buy long-term bonds at the lower prices if and when these ma- 
terialize. By the same token, banks prefer to buy longer-term bonds when inter- 
est rates are expected to decline. (Welfling, Bank Investments, and Lyon, Invest- 
ment Portfolio Management in the Commercial Bank.) 


PROFITS FROM SALE OF SECURITIES. Regulations of the Comp- 
troller of the Currency require national banks to use profits on sales of securities 
to offset losses. A bank must first write off existing losses and then set up ade- 
quate reserves against possible future losses. All losses must be covered and 
adequate provision for future losses must be made before profits from the sale 
of securities can be used for any other corporate purposes. 

Short-term trading profits should not be the aim of bank portfolio manage- 
ment. Banks that have such a trading policy tend to buy securities of poorer 
quality at times merely because it is felt that they have prospects of appreciation. 
But if the price does not rise as expected, or if it drops, the security may be 
frozen in the bond account. Thus, the quality of the portfolio may deteriorate. 
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This does not mean that every security must be held to maturity. Switches that 
increase safety or income can frequently be made with changes in economic 
trends. Likewise, prospective changes in interest rates may warrant shifts from 
short-term to long-term obligations, or vice versa. But bonds are bought by 
banks primarily for interest income, not capital gains. 


TAX SWITCHING. Even though a bank purchases bonds primarily for 
interest income, it is perfectly appropriate for it to trade its portfolio for a com: 
bination of tax losses and capital gains over a cycle of bond prices. This practice 
is known as tax switching. It involves the sale, at a loss, of low-coupon bonds 
that are selling below the price at which they were purchased because of an 
increase in market rates of interest, and the purchase of dissimilar bonds (1.., 
bonds of different maturities but of at least 6 months’ remaining maturity) also 
selling at a discount. 

The advantage of this portfolio rearrangement is that the bank can deduct 
the loss incurred on the sale of the bonds from ordinary income in computing its 
tax liability, while the bonds that were purchased below par to replace those that 
were sold will, as they near maturity, approach par (reaching par at maturity, 
of course); hence, a bank subject to a 48% income tax rate bears only 52% of 
the loss (the government bears the rest), and the increase in value of the newly 
purchased bonds over their remaining life, treated as a capital gain, is taxed at 
a maximum rate of 25%. Thus over the full cycle of first falling and then rising 
securities prices the bank stands to make a net gain of 23% (75% of the capital 
gain less 52% of the original loss) on the sale of the bonds. 

Since losses must for tax purposes be offset against gains if both occur in the 
same year maximization of the benefits to be derived from tax switching requires 
that losses and gains be taken in different years. A bank portfolio manager must 
therefore decide early in each year whether it will be a “gain year” or a “loss 
year” in the portfolio. Since gain years (characterized by falling interest rates 
and rising securities prices) usually occur during economic recessions, when the 
demand for loans is small, the capital gains then taken tend to offset declines in 
loan income, thereby tending to stabilize bank income over good and bad years. 
(Robinson, The Management of Bank Funds.) 


THE INVESTMENT DEPARTMENT. Responsibility for investment 
of the bank’s funds rests with its officers and directors. Although they may use 
ratings of statistical services, they cannot shift the blame if mistakes are made 
and losses are incurred because of negligence. In addition to investing their own 
surplus funds, banks select and buy securities for trust funds under their control. 
They also advise correspondent banks and other customers on the securities that 
they purchase, and larger institutions maintain facilities for executing security 
orders for them. 

The statistical, analytical, and clerical work involved is often centered in one 
department, although the trust department frequently has a separate group doing 
trust investment work. The investment department makes analyses of securities 
it considers good purchases for the bank to make. It periodically reviews the 
securities already purchased to see if changes should be made. Although the 
department is a relatively small one, the work is of tremendous importance to 
the bank. No department is more closely watched by the senior officers of the 
bank. 


REAL ESTATE MORTGAGES AS BANK INVESTMENTS. Although 
the experience of banks with real estate mortgage loans was not a happy one dur- 
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ing the depression of the 1930’s, many institutions are keenly interested in such 
Jending. By following improved practices, such as periodic amortization of a 
mortgage loan by the borrower through installment payments on account of 
principal, mortgage lending may be both safe and profitable. Moreover, Federal 
Housing Administration insurance of mortgages and Veterans Administration 
mortgage guarantees have made mortgage lending much less risky for the finan- 
cial community. Nevertheless, relatively few banks make these types of gov- 
ernment guaranteed and insured loans. Most banks prefer, instead, conventional 
mortgage lending as more profitable and involving fewer complications. 

National banks may make conventional first mortgage loans in an amount 
not exceeding 75% of the appraised value of the property, with a maturity of up 
to 20 years (provided that such a loan is secured by an amortized mortgage, deed 
of trust, or other such instrument that provides for periodic payments of suffi- 
cient size to amortize the entire principal of the loan within the period ending 
on the date of maturity); and any mortgage loan insured by the F.H.A. or guar- 
anteed by the V.A. The total amount invested in conventional mortgages by a 
national bank may not exceed its unimpaired capital and surplus, or 70% of its 
time and savings deposits, whichever is the greater. 

Realistic appraising and periodic amortization can combine to make mortgage 
lending both a safe and a profitable activity for banks. As evidence of this fact, 
real estate lending by commercial banks tripled in dollar volume in 20 years, out- 
standing loans totaling more than $34 biilion at the end of 1962. (Federal Re- 
serve Bulletin, June 1963.) 


Loans 


IMPORTANCE OF LOANS. The volume of bank loans declined sharply 
during 1929-1933 and remained at a low level during the later 1930’s despite 
some recovery in prices and business activity. Total loans did not change much 
during World War II and their relative importance among bank earning assets 
continued to decline as the banks acquired more and more government securities. 
During the postwar years, however, bank loans have expanded substantially to 
new record levels, totaling over $140 billion at the end of 1962, as compared 
with only $26 billion at the end of 1945. 

Aside from real estate loans, discussed above, bank loans play a major role in 
the financing of industry, commerce, and agriculture, both new enterprises and 
old. They are particularly important to smaller and medium-sized businesses 
that do not have access to the capital funds markets. They also ordinarily pro- 
vide the most profitable outlet for the bank’s funds, usually yielding a ma- 
terially higher rate of return than do investments. 


METHODS OF BORROWING. Ordinarily a business man becomes ac- 
customed to borrowing from a bank in one or two ways, and does not consider 
other methods. There are a number of loan plans with differing interest rates, 
terms, and security requirements. The cost of borrowing may be reduced by 
adjusting the method used to the circumstances of each case. 

Although, by and large, it is better for most borrowers to confine borrowing to 
one bank, larger concerns frequently prefer to do business with two or more 
banks and are sometimes forced to do so when their financial requirements ex- 
ceed the lending capacity of their original bank of deposit. Also, the borrower 
may do business with more than one department of the bank to advantage. 
Thus, exports might be financed through discounting drafts with the foreign 
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department, imports through the commercial credit department, and other opera- 
tions through over-the-counter loans. Banks make a wide variety of loans, the 
most important of which are discussed later in this section. 


USES OF BANK LOANS. Before 1920, bank loans were used chiefly to 
finance agriculture and “commerce” (manufacturing and distribution) ; however, 
the financing of security distribution and ownership and of consumption has 
become of great importance in more recent years. 

It was once thought economically unsound and socially unwise to use bank 
credit for other than a fairly narrow range of purposes identified with production 
or distribution. Loans, it was held, had to be short-term and self-liquidating to 
be sound. Maturities of more than 90 days were questioned, except for agricul- 
tural paper, and a maturity of more than 1 year was considered an improper use 
of bank credit. In contrast, banks lend nowadays for practically any purpose so 
long as ultimate repayment is reasonably sure. They make capital loans on a 
term basis, that is, payable in installments, with maturities as long as 10 years. 

The classical function of a commercial bank loan was to meet seasonal and 
special working capital needs of a business. It was less expensive for a business 
man to borrow from the banks to finance an extra volume of business during the 
months of maximum activity than to expand his permanent capital to carry peak 
loads, even if he could raise the money on a long-term basis. But many concerns, 
especially larger ones, prefer to finance entirely on a long-term basis, whereas 
others now use banks to borrow for long-term, as well as short-term, needs. 


ONE OR MORE BANKS? A good banking connection is a valuable asset 
to every business. Some business men deliberately patronize more than one bank, 
with the idea that if one bank turns down an application for a loan the other will 
lend. In an emergency, however, a banker takes care of his good customers first. 
Customers who have split their banking business among several institutions may 
then find no one bank gives them preferred treatment. Furthermore, in such 
circumstances the borrower may find each lending bank trying to secure repay- 
ment of its loan on the theory that the other banks would carry the borrower 
through the period of stringency. Also, a bank may seek repayment of its loan 
for fear other banks may do so first. 

If a local bank is too small to meet the requirements of a larger borrower, the 
latter has no choice but to look for supplementary banking connections among 
larger institutions. Likewise, a large enterprise conducting business in more than 
one town usually finds it desirable to patronize banks in each community, to 
secure their goodwill and local banking services. 

Even in these instances, however, a particularly close relationship with one 
bank is desirable so that in times of financial stress the bank’s officers will have 


personal knowledge of the business and will feel obligated to take care of its 
credit needs. 


TYPES OF BANK LOANS. Bank credit may be extended through loans, 
interest on which is payable at maturity or at specified dates periodically. Only 
in rare instances in business lending is interest on loans paid in advance, although 
in lending to consumers the “discounting” of the borrower’s note is common 
practice. (Credit may also take the form of a discount of a note or draft brought 
in by the borrower as a maker or endorser. Discount is always deducted in ad- 
vance from the face amount of the obligation.) 

The difference between a loan and discount is thus technical and of little 
practical significance. As the amount of the discount is calculated from the face 
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amount of the obligation, the borrower actually pays a somewhat higher rate for 
the money borrowed. Banking practice determines the use of the loan in certain 
types of transactions and the discount in others. 

As regards maturity, loans may be either demand or time. The former, also 
referred to as call loans, are payable on demand of either party. Call loans are 
automatically renewed by mutual assent if notice to the contrary is not given by 
either party. Time loans have a definite maturity but it is frequently understood 
that they will be renewed, in whole or in part. 

As to obligation of the parties, they may be single-name (the ordinary promis- 
sory note) or double-name. Double-name or two-name paper may take the form 
of a guaranteed obligation, a receivable (an endorsed note or draft), a bankers’ 
acceptance, or a trade acceptance. 

Loans and discounts may be secured or unsecured. The security may be a 
pledge of any asset of value, ranging from marketable stocks and bonds and 
real estate and property to salary and wages in the case of consumer credit. 


SECURED LOANS. Although any asset may be pledged to insure repay- 
ment of a loan, the collateral ordinarily used may be grouped under the headings 
of commodities, real estate, securities and, in the instance of consumer credit, 
salaries, wages, or consumer durable goods. 

The suitability of merchandise or commodities for use as collateral for a 
bank loan depends upon several factors. The most important of these are stand- 
ardization of grading, durability, marketability, and stability of demand. A bank 
can protect itself against adverse price fluctuations by requiring the borrower to 
hedge his holdings through the sale of future contracts on a commodity exchange. 
The grains, particularly wheat, rye, and corn, and cotton, have proved to be 
exceptionally sound collateral for credit extension because they can be hedged, 
as well as because they meet the tests mentioned. 

Bills of lading issued by common carriers are widely used as collateral for 
- loans on commodities in transit, since the document is required to secure pos- 
session of goods at the point of destination. 

There are two types of bills of lading, the straight bill of lading and the order 
bill of lading. A straight bill of lading is nonnegotiable, and thus not accept- 
able for use as collateral. An order bill of lading is negotiable. When banks 
discount drafts secured by bills of lading, they require order bills of lading. If 
the draft is accompanied by a straight bill, the bank will receive the item for 
collection only and will not credit the customer’s account until the draft has 
actually been collected. 

Enactment of the Federal Bill of Lading Act and adoption of the Uniform 
Bill of Lading Act by a majority of the states have greatly improved the quality 
of bills of lading as collateral by safeguarding their legal status. 

A trust receipt gives the bank title to goods after physical possession has been 
transferred to the borrower, who holds them as trustee for the lender. In prac- 
tice, the trust receipt has proved of limited value in many cases because the 
lender must prove title to specific lots of goods against which a trust receipt has 
been issued. Other creditors may dispute the lender’s assertion that specified 
goods are not the property of the debtor, and the burden of proof is on the 
lender to prove his claim and identify the goods beyond question. The safest thing 
for the lender to do would be to require the borrower to specially label each item, 
but this is obviously impossible for goods in process and for commodities that 
cannot be labeled because of their character. Only if the goods bear serial num- 
bers, as in the instance of automobiles, watches, and typewriters, can identifica- 


tion be positive. 
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Despite these difficulties, trust receipts are used in financing imports where 
they have served fairly well. They give supplementary protection where credit 
would be advanced in any case because of the credit standing of the borrower. 
In domestic trade, field warehousing, described below, has tended to replace the 
use of trust receipts. 


Warehouse receipts, particularly when issued by bonded warehouses, are far 
superior as collateral to trust receipts. The warehouse receipt acknowledges Stor- 
age of the goods and sets forth the terms and conditions on which they will be 
delivered. The receipt may be nonnegotiable, that is, the goods will be de- 
livered only to the particular person specified in the receipt, or negotiable, in 
which event the goods will be delivered to the bearer or a person designated by 
the holder of the receipt. Negotiable receipts pass freely from hand to hand, 
transferring title to the goods each time. 

The states have passed legislation providing for supervision of public ware- 
houses. The Federal Warehouse Act provides for the licensing of agricultural 
product warehouses that meet minimum standards of financial responsibility and 
physical safety. The bond deposited by a warehouse protects the lender against 
theft of the goods. 

A warehouse receipt may or may not specify the quality of the goods stored. 
It generally states the quantity, but this is not absolutely necessary. At times, 
warehouse receipts specify both quality and quantity, as in the instance of cotton 
and grain warehouse receipts, which have had a splendid collateral record. 

By means of field warehouse loans, banks may be given a lien on commodities 
or merchandise stored on the premises of the borrower with better protection 
than a trust receipt accords since an outside warehouseman controls the storage 
space. Warehouse service organizations have worked out methods for the segre- 
gation, storage, inspection, and protection of pledged goods, and have demon- 
strated that they can protect the interests of the lender in such loans. The field 
warehousing organization receives a fee for its services in supervising and oper- 
ating the segregated storage space for the pledged goods. 

Accounts receivable are sometimes pledged as specific security for credit. 
Banks usually prefer to make loans on the basis of the general credit of the bor- 
rower, however, in which his accounts receivable are given due consideration. 
Factoring and finance companies require specific assignment of receivables as 
security for their advances. 

Mortgages on real estate may be taken as security for short-term commercial 
loans, but only as a last resort and rarely. There is too much detail involved in 
tax and title searches, execution of instruments, recording, appraisal, and insur- 
ance. Banks make intermediate- and long-term mortgage loans on real estate and 
frequently take mortgages as collateral for term loans, but they do not like to go 
to so much trouble in connection with a short-term commercial loan. 


SECURITY LOANS. Loans secured by stocks and bonds constitute the 
most important type of secured loans. The proceeds of security loans may be 
used for any business or personal purpose, but they are chiefly incurred for the 
purpose of carrying securities for distribution or profit. 

Most security loans are made against listed securities, so that changes in the 
value of the collateral may be readily noted and the necessary action taken to 
protect the bank against loss. Safe margins of collateral value over the amount of 
a security loan vary from 5 to 10% on government securities to 30 to 50% on 
unlisted securities. Since 1934, minimum margin requirements have been set by 
the Board of Governors of the Federal Reserve System for listed securities, to 
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regulate the volume of credit granted for this purpose and speculative activity 
on the security markets In postwar years, these have ranged from 50% upward. 
In July 1962 they were reduced from 70% to 50%, and in late 1963 they were 
again raised to 70%. 


SINGLE-NAME VS. TWO-NAME PAPER. Under American business 
practice, most paper acquired by banks is single-name paper. Most manufac- 
turers sell on open-book account, and when they need money they make out their 
own notes and turn them over to the banks. This differs from the practice of 
other countries where manufacturers commonly draw drafts to accompany each 
shipment. When the draft has been accepted, the manufacturer endorses it and 
discounts it, as two-name paper, at his bank. 

The wider use of domestic trade acceptances has been advocated in the 
United States, but they have made little progress in displacing the historic open- 
book account in financing manufacturers’ sales in most industries. In American 
practice, the domestic trade acceptance has been used at times to secure formal 
acknowledgment of an overdue open-book account, or as a collection weapon on 
an overdue account on the assumption that the buyer will be more likely to pay 
an obligation presented through his local bank. This background adds to the 
resistance to its wider use. 


ACCOMMODATION PAPER. One kind of two-name paper that may be 
poorer than conventional single-name paper is the so-called accommodation bill 
or note for which the acceptor or maker has received no consideration, but on 
which he has lent his name and credit to accommodate the drawer, payee, or 
holder. The accommodating party is usually not identified with the business of 
the borrower. He is liable to the holder of the paper precisely as if there were a 
good consideration. But the party he has accommodated is obligated to take up 
the paper, or to provide the accommodation acceptor, maker, or endorser with 
funds for doing it, together with expenses legitimately incurred. Litigation some- 
~ times results, however, that may adversely affect the holder of the paper before 
it 1s paid. 

BANKER’S ACCEPTANCES. Another method of borrowing is through 
the use of banker’s acceptances. These are drafts drawn upon a bank and ac- 
cepted by it. If banks agree to accept such drafts, under arrangements made in 
advance, they charge a fee for the service, usually 14% per annum (i.e., % of 
1% on 30-day drafts, % of 1% on 60-day drafts, % of 1% on 90-day drafts, etc.). 
After they have been accepted, these drafts find a ready market on a very low 
yield basis, since they are then outright obligations of the accepting banks. Natu- 
rally, banks will accept drafts only if they feel assured that funds to pay off the 
drafts will be provided them in advance of the maturities of the acceptances. 
Such assurance may result from the high credit standing of the customer or the 
fact that bills of lading or warehouse receipts are attached to the drafts, giving 
title to marketable goods that could be taken over and sold in the event of default. 

Banker’s acceptances are widely used in financing foreign trade. Their use in 
domestic trade has been limited, but wider employment of the device has been 
urged. The suitability of this financing method should be investigated by con- 
cerns that sell staple merchandise to a large number of customers, especially if 
the commodities sold are to be stored in warehouses for considerable periods of 


time. 


TERM LOANS. Since the middle 1930’s, banks have made capital loans to 
businesses, to finance fixed asset acquisition or increase of permanent working 
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capital, for intermediate terms of 1 to 10 years. Such loans usually contain peri- 
odie (annual, semi-annual, or quarterly) amortization provisions that either 
extinguish the loan by maturity or at least reduce it to, say, 25% of the original 
advance. If only part of the loan is amortized during its life, it is said to have a 
balloon maturity. 

Term loans are favored by some banks over the purchase of corporate bonds, 
since the lending bank negotiates the terms of the loan itself and maintains direct 
contact with the borrower, which is not the case with investment in bonds. Term 
loans usually carry a moderately higher interest rate than a short-term credit. 

In postwar years, business borrowers have demanded term loans in large vol- 
ume to finance expansion programs, and, by and large, the banks have willingly 
met this demand. Consequently, it is now estimated that from 35% to 40% of 
total bank loans to business is comprised of term credit. (Term loans are dis- 
cussed in greater detail in Section 14, Long-Term and Intermediate-Term Bor- 
rowing.) 


CREDIT ANALYSIS. Determination of the amount of credit that can be 
safely extended to a business enterprise has become a standard procedure. State- 
ment analysis is at the base of all credit analysis. Comparison of the financial 
statements of the applicant with similar companies in the same line and with his 
own ratios in previous years shows trends and margins of safety. Adequacy of 
net working capital, sufficiency of quick assets, the size of the inventories and 
their rate of turnover, the volume of accounts receivable, rate of return realized 
on invested capital, and other pertinent facts can be gleaned from a study of 
financial statements. 

Further salient information is derived from answers to supplementary ques- 
tions on points such as the following: 


1. Status of the inventory—finished, semifinished, and unfinished; stale, obsolete, 
or shopworn goods, etc. 

2. Method of inventory valuation. 

3. Analysis of accounts receivable—average age of the accounts, total of overdue 
accounts, provision for bad debts, etc. 


Bankers prefer audited statements prepared by independent certified public 
accountants. Although not an absolute requirement, bankers place so much 
more reliance upon audited statements that it is advisable to furnish them if at 
all possible. In addition to balance sheets and income statements, bank credit 
men like to see budgets of previous years and comparisons of actual with esti- 
mated performance. They also like applicants to submit estimated balance sheets, 
income statements, cash budgets, and sales forecasts for the coming year or 
(especially in the instance of term loans) covering the period during which the 
loan will be outstanding. 

Credit files are maintained by banks on each borrowing customer, and on many 
other business enterprises with which the banks’ customers do business from 
time to time. The credit file is the repository of the credit information collected 
about each particular “name.” The financial statement section of the credit 
file contains the statements discussed above. The information section contains 
reports of interviews by investigators, credit agency reports, trade reports, sum- 
maries of the experience of other banks with the subject, and other material 
gathered by the bank’s credit investigators. 

The inquiry section lists names of those inquiring about the subject of the 
folder, the credit information given, and the name of the clerk giving that infor- 
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mation. Much may be learned about an enterprise by the character of the 
inquiries made. 

The credit file contains details of loans made to the subject in the past and 
the rates charged. It contains a summary of borrowing limits, guarantors or 
endorsers required, and similar information. 

The credit department collects, collates, files, and keeps up to date the infor- 
mation contained in the credit file. It is responsible for the analysis of financial 
statements, the calculation of ratios, and their interpretation. It is also respon- 
sible for the release of credit information to members of the bank’s staff and 
outsiders. Credit files generally contain confidential information that should not 
get into unauthorized hands. It is the job of the credit department to see that 
this does not happen. Business men can usually rest assured that the information 
that they supply the bank will be carefully guarded. 

The credit department must be careful in giving out credit information, as it 
could be liable both to the party to whom the information is given and the one 
about whom the information is given for resulting damage. Such liability for 
credit information divulged compels bank credit men to be extremely cautious 
in responding to credit inquiries. Business men who request credit information 
should realize that bank credit men perforce “damn with faint praise.” Because 
of the lability involved, it is unusual for a bank credit man to give an unequivo- 
cal statement, good or bad, regarding the credit standing of an individual or 
enterprise. A business man must often read between the lines to get the full 
benefit of a credit report given him by a bank. 


THE LINE OF CREDIT. On the basis of the credit analysis, a line of 
credit is established for customers who desire to borrow seasonally or at short- 
term. This line of credit is simply a statement by the bank that until further 
notice it is prepared to lend up to the stated maximum amount, on certain terms 
and conditions, to the prospective borrower. It is a declaration of intent and not 
an agreement, and thus may be canceled or amended by the bank at any time. 

Usually considerable detail is specified in the line of credit regarding terms and 
conditions of the loans. Amounts that the bank is ready to lend the customer 
through its foreign department, over-the-counter, on security collateral, and so 
on may be set forth at length. Varying margins, maturities, and rates on differ- 
ent types of borrowing are usually indicated. 

After a line of credit has been passed by the directors, it becomes a guide gov- 
erning borrowing relations between the bank and the customer. In effect, it is a 
way of complying with the legal requirement that all loans must be approved 
by the directors. Officers of the bank can then authorize individual loans under 
the line of credit as requested by the customer without further action by the 
board of directors. 

A line of credit, once established, is a real protection for the borrower since a 
banker does not reduce or cancel a line of credit without substantial cause. 
Bankers who treat lines of credit lightly will quickly lose borrowers. Borrowers 
agree to notify the bank of any material change in their credit status, and the 
bank watches new financial statements and industrial and general economic con- 
ditions so that changes in credit lines can be made as circumstances require. 

Banks may require a minimum deposit balance of a specified percentage, vary- 
ing from 10 to 20, of the line of credit, but such a compensating balance require- 
ment is often waived, especially during periods of monetary ease. It is not 
necessary to utilize the full amount of a line of credit; in fact, an ample unused 
margin is considered a sign of financial strength. But if a customer wants to 


5-34 BANKING SERVICES AND PROCEDURES 


embody a line of credit in a formal agreement, as sometimes happens, a fee may 
be charged on the unused portion for such a “stand-by” contract. 


CONSUMER LOANS. Commercial banks have always made small loans, 
many of which were really consumer loans although not recognized as such. In 
more recent years, most commercial banks have begun to extend consumer credit 
as such, and many of them have opened separate departments for handling con- 
sumer loans. Many institutions have expanded the operation of these depart- . 
ments to include all phases of consumer credit such as sales financing, personal 
loans without co-makers, home improvement loans, insurance policy loans, etc. 
Banks with consumer loan departments are usually prepared to make consumer 
loans on practically any basis used by any other agency, except pawnbrokers, 
offering keen competition to other lending agencies in this field. In fact, com- 
mercial banks now extend more consumer installment credit than any other class 
of lending institution. At the end of 1962, for example, commercial banks had 
extended over 45% of the total of $42 billion of such credit outstanding. (Federal 
Reserve Bulletin, June 1963.) A more detailed discussion of consumer credit is 
contained in Section 2, Banking and Lending Institutions. 
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SECTION 6 


CORPORATE FIDUCIARIES, TRUSTS, AND AGENCIES 


Origin and Nature of Corporate Fiduciaries 


ESTABLISHMENT AND GROWTH OF FIDUCIARIES, Accumula- 
tion of wealth in the hands of individuals and the desire on their part to conserve 
it for their own and their heirs’ benefit were the basic causes for the establish- 
ment of corporate fiduciaries and their great growth and development in the 
United States. Until the middle of the nineteenth century, most fortunes pri- 
marily represented ownership of land. There was little reason for specialized 
institutions to assist individuals in the conservation of estates either during their 
lifetime or after their deaths. The industrial revolution, the development. of 
railroad transportation, and industrial consolidations brought about aggregations 
of wealth consisting largely of securities, the management of which called for 
specialized knowledge and judgment. The corporations organized to provide 
such services are known as corporate fiduciaries. 


Definition of Fiduciary. A fiduciary is defined as one who acts in a capacity of 
trust and confidence for another. No simple definition is sufficiently compre- 
hensive to cover al] instances in which an individual or corporate entity acts in a 

‘fiduciary capacity. The term is derived from the civil law. It has been held to 
apply to all persons, individual or corporate, who occupy a position of peculiar 
confidence toward others; and it implies integrity and fidelity of the person 
trusted, and it contemplates good faith rather than legal obligation as the domi- 
nant basis for transactions. 

The term covers a wide variety of activities and individuals, including part- 
ners when acting one for the other; directors of corporations; public officials; 
attorneys at law and in fact when performing services for a client or principal; 
trustees appointed to their position either by will or agreement; executors of 
estates; receivers in bankruptcy or litigation; and others serving in similar re- 
sponsible capacities. 

At all times the fiduciary is acting for another party. The relationship, as a 
matter of business and law, is that one party places confidence in another party, 
the fiduciary, to act in good faith and for his best interest. Also the fiduciary is 
expected to act in the same way as a prudent man would act in the conduct of 


his own affairs. 
Trust Companies and Banks. Trust companies and banks act as trustee or 


agent for the real and personal property of both living and deceased persons, or 
for the securities of issuing corporations. Such activities are classified as trust 


business. 


DEFINITIONS. For a clear understanding of the nature and provisions of 
the various kinds of trusts, the following terms require definition: 
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Trust Business. The trust business of corporate fiduciaries was defined by the 
American Bankers Association in its Statement of Principles as follows: 


It is the business of settling estates, administering trusts, and performing agencies 
in all appropriate cases for individuals, partnerships, associations, business corpora- 
tions, and public, social, educational, recreational, and charitable institutions and units 
of government. 


Trust. A trust involves the passing of title to property from the creator of - 
the trust to a trustee, with the stipulation that the property be held for the 
benefit of another. The beneficiary, or cestui que trust, as he is sometimes called, 
may be the creator or another person or persons. (See also Legal Concept of 
a Trust, p. 7 below.) 


Agent. An agent is one who is authorized by another party, known as the 
principal, to represent and act for the latter in making, modifying, or canceling 
a contract with third parties. (Bergh, Conyngton, and Kassoff, Business Law.) 
The primary difference between an agent and a trustee is that an agent does not 
take title to the property involved and usually transacts business under the name 
of the principal, whereas the trustee takes legal, but not equitable, title to the 
property and does business in his own name. 


CORPORATE VS. PERSONAL TRUST BUSINESS. Trust business in 
the larger trust companies has, for reasons of efficiency, been divided into two 
major divisions usually described as the personal trust department and the cor- 
porate trust department. The handling of accounts in each of these categories 
has become highly specialized. Personal trust business is principally confined 
to settling estates of deceased persons, and the care of the assets included in trust 
estates. Corporate trust business, on the other hand, comprises primarily the 
functions of acting as trustee for corporate obligations, fiscal agent for stocks and 
bonds, and depositary for securities under deposit agreements. Though both 
types of trust business are usually under the authority of one senior trust officer, 
for practical purposes personal and corporate trust activities are kept separate 


from each other and are carried on by personnel who specialize in the different 
fields. 


Evolution of Corporate Fiduciaries. The trust business had its roots in the 
field of insurance. The first corporations to undertake trust functions were the 
Massachusetts Hospital Life Insurance Co. of Boston, incorporated in 1818, and 
the Farmers Fire Insurance and Loan Co., which was authorized to engage in 
trust business by the New York legislature in 1822. A number of other corpora- 
tions were founded about the same period to grant insurance and act in a trust 
eapacity. 

In time these corporations found the trust business to be logically allied to 
banking rather than to the writing of insurance. They either relinquished the 
insurance part of their business for banking, or dropped their trust activities to 
engage exclusively in insurance. 

After 1850, many state-chartered banks applied to their legislatures for 
amendments to their charters that would give them the power to act as trustee 
and engage in other fiduciary activities. In later years, it became no longer nec- 
essary for state banks to obtain special charters or amendments to engage in 
trust business. These powers are now conferred by trust company and banking 
statutes of the various states. 

National banks were not permitted to act as fiduciaries until 1918, when an 
amendment to the Federal Reserve Act authorized national banks to apply for 
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and receive permission from the Federal Reserve Board to engage in all trust 
functions exercised by state banks and trust companies in the state in which 
the national bank is located. The same statute first authorized trust companies 
to join the Federal Reserve System. Although national banks thus obtained the 
statutory right to act as fiduciaries, it was not practical for them to do so at first 
because their charters limited their corporate existence to fifty years, a period of 
time much shorter than the life of many trusts. National banks were granted 
perpetual existence in the Banking Act of 1927, which removed the last obstacle 
to their full participation in trust activities. 


Economic Importance. The vast economic importance of trust business may 
be gauged by the magnitude of the assets involved. According to a survey by 
the American Bankers Association, the holdings in personal trust accounts ad- 
ministered by banks accounting for about 98% of all personal trust department 
assets in the U.S. were estimated at $57 billion in 1959. In this study, estates, 
personal agencies, custodial accounts, investment advisory and management ac- 
counts, pension and profit-sharing trusts, corporate trusts and agencies, and 
imsurance trusts were not included. In 1961 the assets of noninsured pension 
funds administered by banks were estimated at $20-25 billion. (See the American 
Banking Association’s publication: The Commercial Banking Industry.) 


ADVANTAGES OF CORPORATE FIDUCIARIES. Corporate fiduci- 
aries usually offer the following advantages as compared with individual fidu- 
claries. 


1. Perpetual existence. The institutional fiduciary offers continuous admin- 
istration, which an individual cannot do. It has perpetual existence and a perma- 
nent place of business. It provides assurance against interruption of the per- 
formance of the duties of trusteeship due to absence, disability, or death, as 
could happen with an individual trustee. When an individual trustee dies or 
_ resigns before the termination of a trust, the appointment of a successor trustee 
may involve expensive legal proceedings, including an accounting by the previous 
trustee or his estate, the cost of which is a charge against the principal of the 
trust fund. 


2. Financial responsibility. Corporate fiduciaries possess substantial re- 
sources. Their operations are constantly under supervision by their own account- 
ing department, by independent auditors engaged by the board of directors, and 
by government authorities. 

Further protection is accorded by the fact that assets held in trust are segre- 
gated from the assets of the corporate fiduciary. Losses due to fraud, laxity, or 
failure to live up to the requirements of the law or the trust instrument must be 
made good to beneficiaries out of the capital and surplus of the corporation. 


3. Legal status. As a corporation, a trust company can sue and be used in 
its own name as an entity. Trust companies may also engage in fiduciary ac- 
tivities like any natural person, which other corporations cannot do. 

A trust company incorporated in New York, for example, is also subject to 
restrictions imposed by the Surrogate’s Court Act and the Decedents’ Estate Act 
in its handling of trusts and estates of deceased persons, whereas trust activities 
for living persons are affected by the personal property laws and the law of 
agency. 

In keeping with legal requirements, separate account books and procedures for 
trust business are maintained. Assets held in trust are completely segregated 
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from trust assets in the banking departments. Assets held in trust do not appear 
in the statement of condition of a bank or trust company. 


4. Banking and investing facilities. The trust department or departments may 
use the facilities of the banking departments to effect purchases and sales of securi- 
ties, and deposit accounts may be opened in the same institution for trusts or bene- 
ficiaries to receive and hold income from trust assets. Idle funds of trust accounts 
awaiting reinvestment or distribution may be deposited in a special bank ac- 
count in the institution. But federal regulations and the laws of New York and | 
some other states require the bank to set aside securities, usually federal or state 
obligations, as collateral for the protection of such deposits. 


TRUST DEPARTMENT MANAGEMENT. Direction of the trust de- 
partment of a trust company or a bank rests ultimately in the board of directors 
or trustees of the institution. Under both national and state laws, the board of 
directors or trustees must set up a separate department completely divorced 
from the institution’s banking activities. Direct supervision of the trust depart- 
ment in larger institutions is usually vested in a senior vice-president or trust 
officer who is responsible only to the president and the board, and who is fre- 
quently a member of the board. 


The Personal Trust Business 


WORK OF THE PERSONAL TRUST DEPARTMENT. The personal 
trust business includes the performance of trust and agency functions for indi- 
viduals. Trust functions include the settling of estates of deceased individuals 
and the care and management of trusts created by either deceased or living per- 
sons. The major offices that a trust company assumes in this branch of the busi- 
ness are: 


1. Executor of estates under a last will and testament of a deceased person. 

2. Administrator of decedents’ estates as, 
a. Administrator cum testamento annexo, that is, with will attached. (Usually 

this office is designated as Administrator C.T.A.) 

b. Administrator by appointment of the court of jurisdiction. 
ce. Temporary administrator. 
d. Ancillary administrator. 

3. Guardian of the estate of a minor, either through appointment in the will of a 
deceased person or by the court. 

4. Guardian of the estate of an incompetent person who has been so adjudged by 
the court. 

5. Testamentary trustee, that is, trustee by appointment in the last will and testa- 
ment of a deceased person. 

6. Inter vivos trustee, through deed or agreement with a living person. Such trusts 
are known as living trusts. 

7. Discretionary agencies, combining fiduciary responsibilities with freedom from 
the formal requirements of the average trust. 


Agency functions include: 


1. Agent for trustees, executors, and administrators in handling the mechanical 
phase of their duties. 

2. Custodial services such as safekeeping of assets, including the handling of pur- 
chases and sales of securities at the direction of the owner. The trust company 
may collect interest, dividends, and principal and render investment advice in 
this connection, as well as seek to guard the interests of the owner with respect 
to changes in the financial structure of issuers. 

3. Escrow services, which involve safekeeping something of value that is to be de- 
livered to another party upon the happening of some contingency. 
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FUNCTIONS OF EXECUTOR. An executor is an individual or corporate 
fiduciary appointed by a testator in his or her lifetime to carry into effect. his or 
her last will and testament upon his or her decease, and to dispose of the estate 
according to the will’s tenor. The primary function of the executor is to see that 
the terms of the will are carried out. 

The duties of an executor are usually temporary. He is to collect all the 
assets of the estate, pay debts and taxes of the decedent and charges that arise 
from winding up the estate, and then distribute the remainder to the residuary 
legatees named in the instrument. Normally an executor does not invest funds 
of the estate, save in instances where such powers are granted by the testator to 
the executor during the period of settling the estate. An executor may invest the 
funds of the estate also if the interested parties consent to his doing so. If such 
additional powers are granted the executor, he might then be termed a temporary 
trustee. 

In general, an executor’s activities are confined to the following duties, as de- 
seribed by a large New York bank in a brochure for the information of its 
customers: 


Probate. This duty involves locating the will and arranging with counsel for 
probate of the document, or the official proving of the will in the surrogate’s court 
or whatever court has jurisdiction in these matters in the state where the will is 
to be probated. Upon probate, the will is certified by the court to be the de- 
cedent’s last will and testament, and the executor is provided with letters 
testamentary, which empower him to act under the terms of the will and the 
laws of the state controlling the functions and duties of executors. 


Preparation of Inventory. This step includes: 

1. Collecting data on the assets and liabilities of the estate from the decedent’s 
records. 

2. Opening the decedent’s safe deposit box and listing its contents. 

3. Attending to appraisal of jewelry, household furniture, and other personal ef- 
fects of the deceased. 

4. Preparing an inventory of all assets, including interests, if any, in close corpo- 
rations, partnerships, and other private ventures. 

5. Tracing insurance policies and ascertaining beneficiaries and the amounts of 
insurance collectible. 


Administration. The manifold administrative duties of an executor after he 
has ascertained the value and condition of the decedent’s estate, to be performed 
faithfully in keeping with the terms of the will and the various state and federal 
laws controlling his actions, include: 

1. Examining financial statements and other data and preparing reports and com- 
parative figures to appraise interests in close corporations, partnerships, and 
other private businesses. 

Paying debts, funeral expenses, and administration expenses. 

Analyzing investments of the estate and formulating a plan of liquidation 

when necessary to raise cash for taxes, administration costs, and other expenses. 

4, Furnishing counsel with a complete statement of assets and a complete list of 
debts and expenses in order to prepare estate and inheritance tax returns. 

5. Attending to audit and adjustment of estate and inheritance tax returns, 

6. Attending to partial distribution of the estate by payments of specific legacies 
and bequests contained in the will. 

7. Attending to the preparation and filing of income tax returns for the decedent 
and the estate, as well as the audit of such tax returns. 

8. Maintaining records of all transactions of the executor with respect to the 
estate, to facilitate preparation of an accounting to the court and the heirs on 
completion of the executor’s job. 
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Final Settlement. Final settlement of an estate requires arrangement with 
counsel to submit to the court a complete account of the executor in respect 
to the management and winding up of the estate, and approval of such account- 
ing either by judicial decree or by receipt and release from the heirs. Payments 
are then made to the heirs in accordance with the decree and the terms of the 
will, and proper proof of payment is then filed with the court. Upon filing of 
the final accounting and proof of payment, the executor is relieved of further 
responsibility and discharged by the court. 


WORK OF AN ADMINISTRATOR. An administrator performs the 
same functions as an executor, which are to wind up the estate of a deceased 
person (except in the case of a temporary administrator). Unlike an executor, 
however, an administrator is appointed by the court having jurisdiction over 
decedents’ estates, rather than by will of the deceased. 


Ordinary Administrator. The ordinary administrator is appointed by the 
court to wind up the estate of a person who has died intestate—that is, without 
making a will. Usually the person with the greatest interest in the proceeds of 
the estate is named by the court to act as administrator, if in the discretion of 
the court that person is considered to be competent to act in such capacity. How- 
ever, if the party with the greatest interest is unable or unfitted to act, or a num- 
ber of persons having equal interests are unable to agree on who is to administer 
the estate, the court will usually appoint an outside and disinterested individual 
or trust company to assume the care and duty of settling the estate under the 
laws governing estates of intestates. 


Administrator cum Testamento Annexo. Also known as administrator 
C.T.A., this administrator is appointed if the deceased person has made a will 
but has either failed to name an executor, or the executor so named has refused 
to or cannot act. The court then names the party who is to administer the 
estate, but the administrator, in this instance, instead of winding up and dis- 
tributing the estate according to the dictates of the law governing estates of 
intestates, is guided by the testator’s desires as expressed in the will. 


Administrator de Bonis Non. This administrator, designated also as admin- 
istrator D.B.N., is appointed to succeed a previously appointed administrator 
who has died before completion of his duties. 


Ancillary Administrator. An ancillary administrator is appointed to act for 
the estate of a decedent who was resident in another state, the assets of whose 
estate in whole or part are situated in the state where the court appointing the 
ancillary administrator has jurisdiction. 


Temporary Administrator. A temporary administrator takes charge of a 
decedent’s estate if, for some reason or other, an executor cannot immediately 
assume direction or a permanent administrator cannot be appointed immediately. 
Almost invariably this situation arises from litigations, such as a will contest 
between heirs dissatisfied with the terms of the will or the entry of claims to the 
estate by persons not named in the will. Litigation may arise also because the will 
itself is attacked as fraudulent, or as having been executed under conditions that 
would invalidate it in the eyes of the law. Under these circumstances, the ex- 
ecutor named cannot perform his duties, for the will cannot be probated until 
the litigation has been settled. A temporary administrator may be appointed 
also because of a refusal of the heirs, with good cause, to accept the services of the 
party named as executor, the minority of the executor, a protracted disagreement 
among heirs of an intestate as to who will assume the duties of administrator, etc. 
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Temporary administrators have very few independent powers, in contrast 
to executors or other types of administrators. Their duties consist primarily of 
assembling the assets of the estate. Further activities to settle the estate are 
usually held in abeyance until the factors preventing permanent administration 
have been cured. Sales of property or other assets, payment of debts, and other 
such acts can be effected by a temporary administrator only by special court 
order. The office of temporary administrator is similar to that of a receiver 
in bankruptcy or litigation, in that he acts merely as an agent of the court. 


_ GUARDIAN OF A MINOR. A guardian is appointed for a minor either 
in the will of the deceased or by the court. Usually the guardian is the surviving 
parent of the minor, a close relative or a close friend of the parents. Under 
some wills, or in some instances if the guardian named in the will or the surviving 
parent or close relative is not competent to handle the minor’s property, a trust 
company will be appointed guardian of the minor’s estate, whereas an individual 
will be appointed guardian of the minor’s person. A guardian is needed to care 
for the interests of the minor since under the law a minor is not in a position to 
manage his own affairs and cannot make a contract. The guardian collects the 
assets of a minor as speedily as possible. The bank then sets up an accounting 
for principal and the income from the assets. This it does for its own convenience, 
as in the estate of a minor the courts do not distinguish between principal and 
income, all the property belonging to the minor and there being no remainder- 
men as in a trust account. 

The bank requests and receives from the courts a maintenance order for the 
disbursement of funds for the minor’s subsistence and education. These funds 
are paid either to the guardian of the minor’s person or to the minor himself if 
he is old enough to use the money for the purpose for which it is remitted. In 
rare instances the bank may be appointed the guardian of the minor’s person as 
well as of his property, in which case the bank would pay the minor’s bills and 
give him pocket money. A bank may be appointed to this position if the minor 
at the time is near his 21st birthday. Investment of the assets of a minor in New 
York State and in many other states is limited to legal investment. If there is 
no instrument permitting the guardian to do so, a court order may have to be 
obtained to sell particular property or assets of the minor. Occasionally the 
guardian is given a blanket order to make sales at any time in his discretion, 
subject to considerations of prudence. 

GUARDIAN OF AN INCOMPETENT. The guardian of an incompetent 
acts in the same manner as the guardian of a minor. He is to apply the property 
to the well-being of the incompetent. However, if an incompetent has persons 
dependent upon him, the court will permit application of a part of the incompe- 
tent’s estate to these dependents. 

ASSIGNEE. If a trust company or other fiduciary receives title to the assets 
of a debtor and holds them for the benefit of the latter’s creditors, it functions as 
assignee. This assignment, like that of receiver that it resembles, is rarely taken 
by trust companies because of the need for highly specialized business manage- 
ment that is involved. 


Personal Trusts 


LEGAL CONCEPT OF A TRUST. A trust is a fiduciary relationship 
with respect to property, subjecting the person by whom the title to the prop- 
erty is held to equitable duties to deal with the property for the benefit of an- 
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other person, which relationship arises as the result of a manifestation of an 
intention to create it. (American Law Institute, Second Restatement of Trusts.) 
A trust is created by a transfer of property, either by agreement or deed or by 
will, in which said property passes to another as trustee. (Scott, on Trusts.) 
Actual legal title is given to property by one party to another when a trust 1s 
created. The trustee holds title for the benefit of a third party, the beneficiary. 
If title is passed by will, the creator of the trust is known as the testator; if title 
is passed by a living person the creator is known as the settlor, grantor, donor, 
or trustor. The term used to designate the maker of a living trust is settlor. 


CREATION OF TRUSTS. A trust may be created to provide income for 
the support of dependents, the education of children, the maintenance of charita- 
ble or educational institutions, or some other desired object. Trusts may be either 
express or implied. An express trust is one created by deed or agreement be- 
tween the parties, by a declaration or a will. In creating an express trust, the 
parties involved know and intend at all times that a trust shall arise from their 
actions. When created by a deed or declaration, it is called a voluntary, living, 
or inter vivos trust, as distinguished from a testamentary trust, which is estab- 
lished by will. An implied trust is a trust arising by implication from the acts or 
situation of the parties or from the wording of an instrument, rather than from 
any direct or expressed declaration to create a trust. 


Creating a Trust by Agreement or Deed of Trust. Any competent person 
may set up a trust under a simple agreement directing how the funds shall be 
invested, to whom the income from investments shall be paid, and when and to 
whom the principal shall be paid out upon the termination of the trust. The per- 
son named to receive the principal when the trust terminates is known as the 
remainderman, 

When a person has decided upon the amount of a trust he wishes to establish, 
its terms, and the identity of the trustee, he should have his attorney prepare an 
agreement of trust setting forth clearly the settlor’s intentions and the necessary 
provisions for putting them into effect. This should preferably be done in con- 
ference with the trustee, to assure that the trust will be one the trustee is willing 
to accept and administer. The trust agreement is signed in duplicate by both the 
settlor of the trust and the trustee, each of whom retains one of the duplicate 
originals. The trust is then in existence, and thenceforth it is the duty of the 
trustee to carry out faithfully the terms of the agreement. 


Creating a Trust in a Will. In the creation of a testamentary trust, as of 
a living trust, it is imperative that a competent and experienced attorney be con- 
sulted to advise on the best manner to put the creator’s desires into effect. The 
party to be named trustee should be consulted to insure that he will be willing 
to act in this capacity under the terms of the will creating the trust, for there 
may be difficulty in obtaining a substitute if the trustee named should refuse to 


accept the assignment, as well as added legal expense in applying to the court for 
a substitute. 


LIVING TRUSTS. More important types of trusts that, by their nature, 
can be created by living persons only are: 


Retirement Trusts. These trusts are created to build up an estate during 
the more fruitful years of an individual’s lifetime, while providing relief from 
the problems of management of the property during the declining period of life. 
The settlor is both creator and beneficiary in such a trust. If no provision is in- 
eluded for passing on the corpus of the trust to another upon the death of the 
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beneficiary, the courts may construe it as a naked trust, that is, one in which no 
true transfer of property has been made. In the event of a suit against the bene- 


ae the trust would then be open to attachment like any other property 
owned. 


Life Insurance Trusts. These consist of the proceeds of life insurance pol- 
icies on the life of the creator. Policies are made payable to the trustee, and the 
proceeds are collected by the trustee when due, either during the life of the 
creator in the case of endowment policies, or at the creator’s death with other 
policies. Life insurance trusts have become increasingly popular in recent years 
as a means of enabling persons in moderate circumstances to create an estate 
forthwith without waiting to accumulate savings over a long period of years. 
Life insurance trusts are divided into three categories, known as funded, par- 
tially funded, and unfunded life insurance trusts. 

1. Funded life insurance trusts call for the deposit of securities in the trust, 
and premiums on the life insurance policies are paid from the income received on 
these investments. The trustee assumes the responsibility not only of caring for 
the securities, but also of paying the premiums. The creation of an estate is thus 
assured by the settlor, since payment of the life insurance premiums is made 
certain. Also, the investment of the proceeds of the insurance policies will be 
undertaken by the trustee, whether they become due and payable during the 
lifetime of the settlor or, as is usual, after his decease. Care must be taken in 
drawing up the agreement creating a funded life insurance trust in New York or 
any other state that has a rule against the accumulation of income in a trust; 
provision should be made that, in the event that investment income exceeds the 
amount of the premiums paid, such excess shall be distributed to some other 
beneficiary named in the agreement. 

2. Partially funded life insurance trusts provide that securities be deposited 
with the trustee to furnish a part of the premium payments on the life insur- 
ance policies making up the trust. The difference between the amount of income 
accruing from the securities and the total sum needed to pay premiums is pro- 
vided by the creator of the trust. The trustee is responsible in these trusts for 
paying the premiums, but he bills the creator for the difference between invest- 
ment income and premiums payable. To facilitate payment of the difference, 
an account may be opened in which the creator deposits equal monthly install- 
ments to equal his share of the annual premiums due on the life insurance policies. 

3. Unfunded life insurance trusts provide that the settlor is entirely respon- 
sible for paying the premiums on the policies. No securities are deposited with 
the trustee. The trustee then assumes no responsibility until the life insurance 
policies become due and payable, after which the arrangement is the same as 
under other types of insurance trusts. 


Trusts in Contemplation of Death. Trusts of this kind are created by living 
persons who wish to dispose of a part of their property during their lifetime so 
that the beneficiaries can enjoy the income without assuming the burden of man- 
agement, for which they may not be fitted by experience. If a trust is made in 
contemplation of death, if it takes effect only upon the death of the creator, or 
if the creator retains control over the property, the trust deed will be treated as 
if it were a will upon the death of the creator. 

Trusts in contemplation of death are made if the natural heirs are quite im- 
portunate or are actually in need of their share of the estate during the creator’s 
lifetime. The creator establishes a trust for each beneficiary in an amount that 
is believed to approximate that beneficiary’s share of the estate, or what the 
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creator wishes to leave to the individual beneficiary on his death. The creator 
thus spares himself repeated pleas for the prepayment of funds that his heirs 
expect to receive at his death. 


Pension and Profit-Sharing Trusts. Many businesses have established pen- 
sion and profit-sharing plans under which trust funds are set up for the pay- 
ment of retirement and other benefits to employees. (See Sec. 19, Pensions and 
Profit-Sharing Plans.) 


REVOCABLE AND IRREVOCABLE TRUSTS. A voluntary or living 
trust may be either revocable or irrevocable. The creator may reserve the right 
to terminate the trust agreement at his pleasure or on the happening of some 
contingency, or the trust may take the form of an absolute and irrevocable gift. 
The form to use depends on the circumstances of each individual case, particu- 
larly the creator’s age. Younger persons usually want to retain the right to 
terminate or alter the agreement as personal and family developments indicate 
changes in beneficiaries or other terms of the trust, or perhaps make it desirable 
to terminate the agreement entirely. 

Living trusts of elderly people should usually be irrevocable. The property 
in the trust then becomes an absolute gift and gift taxes are paid thereon. A 
gift tax is not paid if the trust can be revoked, for then the gift is not absolute. 
Circumstances affecting the lives of older persons are less subject to wide changes 
as regards beneficiaries or the sizes of their estates. The settlor of an irrevocable 
trust may retain the right to supervise or to be consulted by the trustee as re- 
gards the investment of trust funds during his lifetime, if he so desires. 

A testamentary trust is revocable only if the testator gives such power to 
the trustee or some other party. 


SPECIAL TYPES OF PERSONAL TRUSTS. Particular requirements of 
circumstances lead to the establishment of special types of personal trusts, with 
suitable forms of trust instruments. These arise both in living and testamentary 
trusts. The more important are: 


Sheltering Trusts. It is possible for a husband to provide a separate and 
certain income for his wife, or for parents to assure the support of their chil- 
dren. At the same time, the settlor or testator may relieve the beneficiaries from 
investment problems and shield them from the risk of dangerous advisers. This 
can be done by establishing a sheltering trust, either by agreement or will, with 
appropriate provisions and conditions to achieve the objectives desired. The next 
two trusts discussed below are types of sheltering trusts. 


Spendthrift Trusts. These are a variety of sheltering trust designed to pro- 
tect an improvident beneficiary from his or her lack of responsibility in the care 
and spending of money. Laws of some states permit the placing of both the 
corpus and the income of a spendthrift trust out of reach of the beneficiary’s 
creditors and do not allow the spendthrift to anticipate income from the trust 
fund. In New York State, however, many of these advantages of a spendthrift 
trust are lost because of a statutory provision that corpus and income of a spend- 
thrift trust can be attached under the same contingencies in which this can be 
done with other personal trusts. 


Trusts for Incompetent Persons. Such trusts are created for individuals un- 
able to carry on their affairs because of some physical or mental incapacity. 
Under this type of sheltering trust, the creator is assured that an incompetent 
charge will be cared for whether the creator lives or dies. In a living trust of 
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this type, the settlor knows that if he suffers business or investment losses, the 
meompetent will continue to be provided for. 


Charitable Trusts. Trusts for charitable, religious, literary, or scientific pur- 
poses may be perpetual in duration, with designated institutions or a class of 
persons as continuous beneficiaries of the trust income. Beneficiaries may be a 
church, college, hospital, or other established eleemosynary institution, or a 
specified activity such as the provision of scholarships and fellowships or the sup- 
port of the poor of a certain community. When the particular charitable purpose 
becomes impossible to carry out, an action may be brought in certain cases to 
apply the trust proceeds to similar purposes. 


Trusts for Emergencies. Provision can be made for unforeseen as well as 
known needs of beneficiaries by authorizing the trustee, in case of emergency, to 
make use of principal in addition to income from a trust fund. If, for example, 
a man feels that the income from a trust fund, though adequate for ordinary 
needs of his beneficiary, may not equal the expenses of higher education, he may 
give the trustee discretion to use part of the principal for the latter purpose. 
Likewise, a creator may authorize the trustee to use part of the principal for 
medical expenses, and other specified contingencies, to relieve beneficiaries of 
etl under circumstances in which income alone may be too small for their 
needs. 


Rewarding Trusts. The creation of such trusts may be motivated by a num- 
ber of different desires, such as assuring old and faithful servants of an inde- 
pendent income after the employer’s death or expressing gratitude to persons 
who have aided or been kind to the creator during his lifetime. 


DURATION OF TRUSTS. Trusts for the benefit of individuals are lim- 
ited as to duration in all jurisdictions that follow the principles of the English 
Common Law, as do most of the states of the United States. The courts of Eng- 
land have always opposed the tying up of property for too long a time. The 
British have laid down two basic rules, widely adopted in the United States, that 
govern the duration of personal trusts for individual benefit. These are the Rule 
Againt Perpetuities and the Rule Against Restraints on Alienation. The Rule 
Against Perpetuities requires that full title to property in a trust must be vested 
in others not later than 21 years after the death of one or more living persons 
named in the trust instrument. The Rule Against Restraints on Alienation, 
also known as the Rule Against Undue Postponement of Direct Enjoyment or 
Ownership of Property, holds that vesting in others of title to property placed in 
trust cannot be postponed pending some unlikely contingency, such as when a 
specified village will become a city. Under the New York statute, the power to 
suspend ownership of both personal and real property by means of a trust is 
limited to a period measured by lives in being at the creation of the trust plus 21 
years. The statute further specifies that “lives in being shall include a child be- 
gotten before the creation of the estate but born thereafter.” 


Personal Trust Operation 


COLLECTION OF TRUST ASSETS. The settlor under a living trust 
agreement usually turns over the assets of the trust to the trustee at the time 
the instrument is drawn, or shortly thereafter. Assets of a testamentary trust, 
on the other hand, remain under the control of the executor of the estate until 
it has been settled. The executor may or may not be the trustee named in the 


| 
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will. Upon settlement of the estate by the executor, it is cumbent on the trus- 
tee to collect the trust assets within a reasonable time, any losses resulting from 
failure to do so being chargeable to the trustee. 

The trustee prepares an inventory of all assets as they are received and ap- 
praises them as of the date of receipt. This is done to relieve the trustee of re- 
sponsibility for losses incurred prior to receipt of the assets and to determine 
increases or decreases in value following taking of possession, as well as to pro- 
vide a base for calculating fees, 


RELATIONS WITH THE BENEFICIARY. An alert trust company 
gets in touch with the beneficiary or beneficiaries as soon as it has received and 
appraised the trust estate. Two considerations impel it to do so. First, establish- 
ment of a friendly relationship with the beneficiaries is desirable, to make 
clear to them that the trust company is willing to cooperate with them to the 
best of its ability within the terms and limitations imposed by the instrument. 
Secondly, arrangements must be made with the beneficiaries for the payment of 
income and the rendering of statements to them by the trustee. In many 
instances, by mutual agreement between the beneficiaries and the trustee, income 
is paid in equal monthly or quarterly installments, with any surplus above the 
regular payments being payable on the anniversary date of the creation of the 
trust. Statements may be rendered with each income payment, but they are 
often made quarterly to save the trustee time and trouble and reduce charges 
against the corpus of the trust. 

Once the assets of a trust have been inventoried and appraised, and a personal 
relationship has been established with the beneficiaries, the trustee begins to ad- 
minister the trust according to the terms of the will or trust agreement. 


CARE OF TRUST ASSETS. Responsibility for the physical care of the 
assets held in trust. accounts is usually placed in one or more persons appointed by 
the trust department head. These individuals are the only ones permitted to 
give and take receipts for transfers of securities held in trust. 

Index file cards are prepared for each trust, listing the securities and other 
assets held in the account. The description of bonds held includes first call date, 
date of maturity, and due date of each issue. Stock descriptions show whether 
the shares are preferred or common, and dividend dates. Arrearages of interest 
or dividends due are noted. 

Payments of income and principal are listed separately on the cards, partly 
to avoid accumulations of income in the trust in states where this is banned, 
and partly to assist in the final accounting required prior to distribution of the 
corpus on the termination of the trust. If the trust instrument or state laws pro- 
vide that premiums on bonds purchased above par are to be amortized, a record 
of such amortization is kept. In New York State, if the settlor or testator does 
not so direct, the trust company is not required to provide for such amortization. 

Machine bookkeeping has modified record keeping practices in important re- 
spects, especially in larger trust companies. 


Accumulation of Income. Certain states prohibit the accumulation of in- 
come in a trust, fearing that excessive amounts of property will thus become 
impounded in trusts, unless the beneficiary is a minor. In the latter case, when 
the beneficiary reaches 21 the accumulated income must be paid to him. 

During the beneficiary’s minority, his share of the income is set aside in a 
separate account and is excluded from the trust fund proper. The money so set 
aside for the minor may consist of only part of the income accruing from the trust 
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assets during the beneficiary’s minority, if the trustee contributes to the living 
and educational expenses of the minor from the latter’s share of the trust income. 
_ To carry out the donor’s purpose to provide an income for the beneficiary, 
it 1s proper to include provisions in the trust instrument that the beneficiary 
shall not anticipate income, and that neither principal nor income shall be as- 
signed or attachable for the beneficiary’s debts. In some states, the statute safe- 
guards against alienation of income: 


Trust Instrument Provisions 


NATURE OF THE PROVISIONS. The provisions of a trust instrument 
should specify clearly how the trust shall be conducted during its term and the 
manner in which it is to be distributed on its termination. The most important 
provisions deal with the disposition of income accruing to the trust, the inviolabil- 
ity of the corpus, investment restrictions, and the final distribution. 


PROVISIONS AFFECTING INCOME AND PRINCIPAL PAY- 
MENTS. The simplest arrangement is that the income from the trust shall be 
payable to one beneficiary and the principal on the latter’s death shall be paid 
to another person or persons. In this instance, no provision is made for payments 
from principal prior to termination of the trust, and the principal is usually 
assumed to be inviolable during the life of the trust. But the settlor or testator, 
to assure beneficiaries adequate income, may provide that they are to receive a 
specified sum per annum from the trust, and if the income does not provide the 
amount designated withdrawals may be made from the corpus of the fund. The 
trust then provides an annuity, since beneficiaries are practically guaranteed a 
fixed income each year. 

It is necessary to ascertain the intent of the creator before making advances 
from principal. Counsel should be consulted if the instrument is not clear, to 
determine the proper course of action. The remaindermen should be requested 
to agree to any principal payments that are to be made, unless such payments are 
specifically authorized in the trust terms. If payments are made from the corpus 
without proper authorization, the trustee is liable for the amount of the payments 
to the remaindermen upon termination and distribution of the trust. 


INVESTMENT PROVISIONS. A trust company is limited in the invest- 
ment of trust funds by restrictions contained in the instrument under which it 
acts. Any deviation from limitations laid down by the creator of the trust that 
results in losses to the trust fund is chargeable to the trustee. 

There are three ways in which the creator may define the investment powers 


of the trustee. These are: 


1. Limitation to legal securities, as these are defined by the laws of the state 
in which the trustee is located. This limitation may be effected either through a 
clause in the trust agreement or through failure to specify any investment powers. 
If no provision for investment is made, the trustee is held to be bound to 
securities that are legal investments for trustees. 

2. Discretionary investment provisions, which authorize the trustee to use 
his prudent judgment in selecting securities for the investment of trust funds. 
Under a discretionary provision, the trustee may invest in any type of security, 
including stocks as well as bonds and mortgages. 

3. Securities may be designated in the trust instrument, consisting of stocks 
or bonds turned over to the trustee at the inception of the trust, or to be pur- 
chased by him. It is commonly provided, however, that the designated securities 
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may be sold if this appears wise to the trustee, which places a measure of re- 
sponsibility upon him. 


Prudent Man Rule. There has been a trend toward liberalizing state laws re- 
stricting trust investments. A number of states now use the prudent man rule, 
first adopted in Massachusetts, which has been defined by the courts as ‘the 
exercise of sound judgment and care under the circumstances currently prevailing, 
which men of prudence, discretion and intelligence would exercise, not in regard 
to speculation, but in regard to investment, considering income as well as the 
safety of the principal.” No particular groups of securities are specified as legal 
investments under this rule. Other states designate classes and groups of invest- 
ments that may be purchased, which then constitute the legal list for that state. 


Types of Investment Most Commonly Used. The desire to preserve the 
purchasing power of the corpus of the trust, together with the widespread adop- 
tion of the “prudent-man” rule in many states, has resulted in a preponderance 
of common stock in trust accounts. Of the total market value of asset holdings 
of personal trusts administered by banks with trust assets of $10 million or more 
in 1959, common stocks accounted for 61.7%, state and municipal securities 
15.7%, US. government securities 5.1%, corporate bonds 4.7%, preferred stock 
2.6%, and all other assets 102%. (Source: The American Bankers Association’s 
publication: The Commercial Banking Industry.) 


Absence of Express Power To Sell. If investment powers are not specifically 
included in the trust instrument, the courts in some states hold that the trustee 
has no authority to sell assets originally included in the trust. In other decisions, 
the power of sale is held to be implied even though it is not mentioned. But even 
if the trust instrument bars the sale of trust assets, there are instances where 
the courts have permitted liquidation of holdings that constitute a drain on the 
remainder of the estate, and thereby threaten preservation of the estate as a 
whole. 


Restrictions on Investment Powers. A great variety of restrictions on in- 
vestment powers are found in individual trusts. The trustee may be authorized 
to hold assets received, but to reinvest the proceeds from the sale of these assets 
only in legal investments or government obligations. Rights issued to holders of 
bonds or preferred stock for the purchase of new common shares may be exer- 
cised, it may be provided, even though the trustee is not allowed to invest in 
common stocks otherwise. The sale of such common shares shortly after their 
acquisition may be desirable to avoid surcharge due to losses if the shares decline. 

It is not wise to restrict the freedom of action of a trustee too closely in matters 
of investment because of changing economic conditions affecting industries, com- 
munities, and individual concerns. Detailed restrictions that seem wise when 
drawn may work to the disadvantage of a trust later. Efforts to obtain relief 
from onerous restrictions in the court involve legal costs that may have to come 
out of the principal of the trust fund. Furthermore, investment instructions 


should be kept as simple as possible to avoid confusion as to the intent of the 
creator. 


INVESTMENT DUTIES OF A TRUSTEE. Diligence and prudence are 
required of a trustee at all times, irrespective of the investment provisions of the 
trust instrument. Even if the instrument limits investment to the legal list, the 
trustee must select the more desirable investments among these from both a qual- 
ity and an income standpoint. A trustee is required by law to seek a reasonable 
income from the trust assets, as well as to provide safety of the principal. If 


MANAGEMENT OF TRUST INVESTMENTS 6-15 


a legal investment is removed from the legal list by a change in the law or a de- 
cline in the issuer’s earnings, prudent judgment indicates that it should be sold 
when a reasonable price can be secured in the market. 

A trustee is not expected to have prescience in forecasting long-term business 
trends or market conditions. If, after considering pertinent factors, a security is 
purchased and later sold at a loss, a trustee cannot be held liable to surcharge for 
such loss if it is proved that the transaction was in good faith and warranted by 
conditions at the time. In one instance, a bank sold for a trust securities of a 
corporation whose earning power had deteriorated over a period of years with 
recovery prospects quite doubtful. But during World War II, the company en- 
joyed an unexpected recovery in earnings, and market prices for its securities 
rose sharply. The beneficiaries sued to surcharge the bank for the difference be- 
tween the price at which the security had been sold and the high price prevailing 
at the time of the sale. The court upheld the bank on the ground that it could 
not be expected to foresee the outbreak of war in the future, let alone the conse- 
quences of a war economy upon the operations and earnings of the company. 


RESIGNATION OF A TRUSTEE. A trustee may refuse to accept his 
assignment. But once having accepted the appointment, he may resign only 
with the permission of the courts, which usually require that a substantial rea- 
son be given for requesting relief from the assignment. A trust company or 
other trustee may resign because of a strong disagreement with a co-trustee ap- 
pointed to act with it over investment policy or other issues. Resignation may be 
brought about also because the beneficiary or beneficiaries are constantly at odds 
with the trustee, and the latter finds it impossible to reach a satisfactory settle- 
ment of the difficulties. 

The trust is not terminated when a trustee is allowed to resign. Rather, an- 
other trustee is appointed to carry out the terms of the trust. 


TERMINATION OF A TRUST. An accounting of the estate for the entire 
‘period of the trust is rendered by a trustee upon termination. After rendering 
this final accounting, the trustee distributes the corpus of the trust to the named 
beneficiaries, or those judicially designated by the court as beneficiaries if it is 
not clear to whom the corpus should be delivered because a beneficiary had died 
before the termination of the trust. Court approval of the final accounting may 
be asked, or the beneficiaries may be requested to give a receipt and release. 
If a minor is involved, it is advisable not to use the receipt and release form of 
settlement, since a minor cannot give a legally valid release. 


Management of Trust Investments 


FUNCTIONS OF AN OFFICERS’ INVESTMENT COMMITTEE. 
In most large trust companies, the investment of funds of individual trust ac- 
counts is under the care of an officers’ investment committee. This committee 
is usually composed of the senior trust officer, the senior investment officer of the 
trust department, the head of the securities analysis department, and the junior 
investment officers who head the several divisions of the reviewing department. 

The officers’ investment committee is responsible for the overall investment 
policy of the personal trust department. Through the junior officers attached to 
the reviewing department, it supervises the investments of individual accounts 
according to their needs and in the light of investment provisions contained in 
the instruments under which the trusts were created. 
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The committee is advised by both the securities analysis department and the 
reviewing department. The analysis department recommends the purchase, 
sale, retention, or future liquidation at a specified price of individual securities. 
The investment committee approves or disapproves these recommendations and 
submits its findings to the investment committee of the board of directors or 
trustees of the institution for final approval or disapproval. Ultimate legal re- 
sponsibility for trust investment rests with the directors. 


THE REVIEWING DEPARTMENT. The principal function of the re- 
viewing department is to carry out the decisions of the officers’ investment com- 
mittee in the management of the investments of individual trusts. In a large 
trust company, the reviewing department comprises the following sections: 


1. Unrestricted accounts. Trusts in which the company has full powers of invest- 
ment in all types of securities, without limit as to the amount of each type of 
security invested in. 

2. Special accounts. Accounts with special investment provisions such as limita- 
tion to bonds, to preferred stocks, or to municipal securities, or where the 
limitation provides for investment in securities of a specified company or 
industry. 

3. Legal investment accounts. Limited to legal securities as defined by the state 
in which the bank or trust company is located. 


The junior officer in charge of each section has a staff that constantly surveys 
the accounts under his charge. This enables him to keep the investment com- 
mittee informed as to the investment needs and problems of individual trusts. 

A reviewing department of a large institution also has sections that take care 
of the mechanics of investments for estates or trusts and the setting up of new 
accounts on a going basis so that they can be assigned to the sections named 
above. This department makes periodical reviews of custodian accounts. 

Reviews of the individual accounts consist of a tabulation showing the cur- 
rent market value of each holding. Securities are classified and totals set down 
for bonds, preferred stock, common stock, mortgages, and cash. On a summary 
sheet significant facts concerning the trust’s investments and the recommendations 
of the securities analysis department are listed. This review is signed by the 
senior reviewer and is presented by him to the officers’ investment committee for 
approval, and for instructions as to the action to be taken. 

The reviewing department watches for calls of bonds or preferred stock, 
and brings them to the attention of one of the investment officers, who in turn 
informs the investment committee. It notes the issuance of rights to sub- 
scribe for additional securities. 

A diary of each individual trust account is kept by the reviewing department, 
which indicates all letters received or sent, telephone calls, etce., and a journal 


records sales and purchases of securities and additions or withdrawals of assets 
and cash. 


THE SECURITIES ANALYSIS DEPARTMENT. The securities analy- 
sis department of a trust company seeks to determine the qualifications of indi- 
vidual issues as trust investments. The department is concerned with invest- 
ments for all accounts, rather than with the needs of individual trusts, though 
special studies affecting the investments of one account are made from time to 
time when special circumstances arise. Pertinent industrial, accounting, and finan- 
cial information is compiled about each issue. This information is embodied in 
a report, and a recommendation is attached that must be concurred in by the 
head of the department. Copies of the report and recommendation are sent to 
each member of the investment committee, who studies them prior to the meet- 
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ing at which the report is either accepted or rejected. General economic condi- 
tions, the movement of interest rates, and trends in individual industries are also 
studied by this department. 


Department Sections. The securities analysis department is divided into 
specialized sections in the large institution. These are: 


1. Industrial, the largest group, covering securities of extractive, manufacturing, 
trade, and miscellaneous enterprises. 

2. Public utility, concerned with securities of electric light and power, gas, mu- 
nicipal traction, water, and other public service corporations. 

. Railroad. 

Municipal, including state, school district, and public authority obligations. 

Bank and financial, including insurance and finance company securities. 

Foreign, comprising government and corporation securities. 

Special. Studies particular situations such as refundings, new financing, reor- 

ganizations, proxy statements, and other matters that may affect the position 

of a security of an issuing company. 


OTHER DEPARTMENTS. Other departments that participate in the 
management of trusts and agencies include: 
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1. The Tax Department, which sees that tax returns are filed and taxes are paid. 
This department takes care of tax problems that arise in settling an estate, 
before the final distribution is made. It follows changes in tax laws and regu- 
lations affecting fiduciary accounts. 

2. The Accounting Department, which handles the accounts of each trust and 
agency and prepares the final accounting prior to termination of the trust com- 
pany’s control of the account. 

3. The Mortgage and Real Estate Department, handling these important types 
of investment, which is often placed under the supervision of a separate officers’ 
and directors’ committee. 


Liabilities of a Fiduciary 


ACCOUNTABILITY OF THE TRUSTEE. Fiduciaries are required to 
act in good faith and with proper diligence, in accordance with the trust instru- 
ment and the laws of the state having jurisdiction. Failure to do so is considered 
a breach of trust, and resulting losses are surcharged by the courts against the 
trustee. The surcharge for breach of trust is designed to return to the beneficiary 
either the assets that were lost, plus the income thereon, or a sum of money equal 
to the damage suffered. The beneficiary’s interest is thus restored to what it 
would have been if the trustee had not failed in his duty. 

The courts hold a trustee accountable for negligence committed either through 
positive acts or omissions of duty. [Waterman v. Alden, 144 Ill. 90, 32 N. E. 
972 (1893).] Acts of negligence or omissions of duty include: 


1. Making any unauthorized investment that gives rise to loss. [State v. Wash- 
burn, Conn. 187, 34 Atl. 1034 (1896) .] 

2. Failure to diversify investments as authorized by the instrument or law, when 
this failure results in undue losses to the trust. [Vest v. Bialson, 365 Mo. 1103, 
293 S. W. 2d 369 (1956) .] 

3. Carelessness in permitting an agent or co-trustee to breach the trust instru- 
ment, which causes losses to the trust fund. [Creed v. McAleer, 275 Mass. 353, 


N. E. 761 (1931).] = 
4. Failure to collect rents or other income when due, thereby depriving the trust 


of income. 
5. Retaining securities or other assets for an unreasonable time after they fall 


below the standards for trust investment, or holding too long securities that, 
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when received in the trust, were ineligible for investment of trust funds. [Bab- 
bitt v. Fidelity Trust Co., 72 N. J. Eq. 745, 66 Atl. 1076 (1907).] 


A large proportion of surcharge suits revolve around the failure of trustees 
to sell securities or property in a trust on some date before these assets suffered 
sharp declines in value. Counsel for beneficiaries in such cases seek to prove 
that, with the exercise of due diligence, the trustee would have sold when an 
annual report appeared showing a loss, or when some other event should have 
indicated the wisdom of selling. However, since the depression of the 30's, the 
courts have been less ready to surcharge trustees indiscriminately, recognizing 
that the decision must be based not on hindsight but upon the situation that 
existed when the trust company was confronted with the decision whether to 
hold or sell, and had to weigh the favorable as well as the unfavorable elements in 
the outlook for the security. 


Liability of a Trustee Dealing with Itself. A trustee is liable for losses on 
all dealings with itself, such as the sale of property to the trust, either directly 
or indirectly. The beneficiary may approve the transaction and require comple- 
tion of the sale, recovering the excess, if any, of the selling price over the value 
of the property to the trust. [Hartman v. Hartle, 95 N. J. Eq. 123, 122 Atl. 615 
(1923).] He may also have the sale set aside and all payments for purchase of 
the property refunded by the trustee. [French v. Westgate, 71 N. H. 510, 53 
Atl. 310 (1902).] Profits accruing to a trust, whether from proper or improper 
management, belong to the beneficiary [Robertson v. Hirsh, 276 Mass. 452, 177 
N. E. (1931) ], and the trustee is accountable for all profits. 

Executors and administrators of estates and guardians and committees of 
minors and incompetents are liable for the above acts, like trustees. 


BREACHES OF TRUST. Breaches of trust for which fiduciaries are al- 
ways held hable are: 


1. Fraud, such as misappropriation of the corpus or income for the benefit of 
others than the heirs or beneficiaries. This type of breach is not only sur- 
chargeable against the fiduciary, but makes him liable also to criminal prose- 
cution. 

Failure to pay taxes due. 

Failure to reinvest trust funds for an unreasonable length of time, thereby 
causing loss of income to the trust. 


Personal Agency Functions 


RANGE OF FUNCTIONS. Personal agency functions performed by trust 
companies range from the simple duty of acting as depositary for the assets of 
individuals, with no other service involved, to the function of fiscal agent. The 
latter capacity may include possession and complete management of an indi- 
vidual’s estate, and can be likened to the function of trustee, save for the fact 
that legal ownership of the estate remains with the principal and is not vested 
in the trust company. Not only do trust companies care for the assets of indi- 
viduals, but they also care for estates under the control of individual executors, 
administrators, and trustees. 


SERVICES PROVIDED BY TRUST COMPANIES. Typical agency 
services provided by trust companies for individuals include: 


Agent or Depositary for Individual Executors, Administrators, and Trus- 
tees. Many individuals charged with the care and settlement of an estate or 
trust find it more convenient to leave the detail! work and the custodianship 
of the assets to a trust company, while reserving to themselves the making of 
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decisions under the trust instrument. The trust company, as agent, receives the 
assets from the individual fiduciary and holds them for safekeeping. If requested 
by the executor or trustee, books recording all transactions affecting the estate 
are kept by the trust company, including entries of principal accruing from re- 
demption of bonds or preferred stock, income received from coupon payments and 
dividends, and rents from real property. However, the individual fiduciary may 
prefer to keep his own books, and the agent then credits all funds received to a 
bank account or other designated depositary. 

The trust company may also keep the individual fiduciary informed of re- 
demption of securities, rights to subscribe to additional securities, and steps pro- 
posed by an issuer that might affect the position or equity of bonds or outstand- 
ing stock. The executor or trustee may direct the institution to make changes in 
assets from time to time. Investment advisory services are made available by 
trust companies, as is advice on legal problems connected with performance of 
fiduciary powers by an individual. 

When acting as agent or depositary for an individual fiduciary, the trust 
company does not assume the responsibilities of the former. It acts in a strictly 
mechanical manner by direction of its client. However, it is advisable for the 
institution to keep on hand a copy of the instrument under which the client 
received his powers, to satisfy itself that the principal does not violate the terms 
of the will or agreement. 


Custodial Accounts for Individuals. There are a number of agency services 
provided individuals by trust departments of banks and trust companies. Three 
of the chief services of this kind provided are: 


1. Agency accounts, in which the trust company holds the securities of an 
individual for safekeeping. Income and principal are collected and remitted to 
the owner, or the person or institution designated to receive such funds. The 
trust company renders a periodic statement of transactions affecting the account, 
differentiating between principal and income. 

2. Agency accounts with investment service receive the services provided 
straight agency accounts and the facilities of the trust company’s reviewing and 
security analysis departments for the management of investments, with recom- 
mendations for shifts from time to time. Depending on the wishes of the princi- 
pal and what he wishes to pay for such additional services, reviews and analyses 
may be on a monthly, quarterly, semiannual, annual, or continuous basis. The 
reviews list securities in the account, comment on their quality, and indicate sug- 
gested changes, to be made at the discretion of the principal. In some instances, 
full discretion to act is vested in the trust company, so that the relationship is 
essentially that of a trust. This type of service has shown rapid growth in recent 
years. 

3. Safekeeping accounts resemble straight agency accounts, except that in- 
come and principal, as received, go directly into the principal’s bank account. 
No periodic statements are sent out, but advices of each purchase and sale of 
securities are sent, the principal keeping his own records of funds received in his 


bank account. 


ESCROW ACCOUNTS. An escrow holds something of value for one per- 
son that is to be delivered to another upon the happening of a specified con- 
tingency agreed upon between the parties. In this type of account, the trust 
company does not take title to the property as in a trust. It holds the property 
as a depositary for the parties to the escrow agreement, and protects both in 


accordance with the contract. 
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Personal Trust Fees 


SETTING FEES AND COMMISSIONS. Fees and commissions on trust 
and other fiduciary accounts are set either by law or by the provisions of the 
instrument, as in the case of individual fiduciaries. The creator may specify the 
compensation of the fiduciary as he sees fit, making it either less or more than 
the fees stated in the state law. Once having accepted a trust, the fiduciary is 
bound to limit himself to the payment specified. If a trustee is dissatisfied with 
the fee specified, he must reject the proffered trust, and the court will appoint 
another trustee. If none will accept the assignment at the fee mentioned, the 
court will authorize payment of the legal fees to such substitute trustee. 

If no payment is specified by the creator, a fiduciary’s fees are set by the 
laws of the state in which he is located. Extra fees, over and above those pro- 
vided in the instrument or by law, might be permitted by the courts if excep- 
tional demands on the fiduciary’s time and ability are necessary to administer 
the estate or trust properly, so that payment of the usual fees would be in- 
equitable. 


TYPICAL FEES. Payments allowed fiduciaries under the laws of the State 
of New York, in most instances, are as follows: 


Executors, Administrators, and Guardians. In addition to reasonable and 
necessary expenses actually paid, the following commissions must be allowed: 


1. Receiving and paying out sums of money. 


4% on all sums not exceeding $10,000. 
2%2% on additional sums not exceeding $290,000. 
2% on all sums above $300,000. 


2. Additional commissions for collecting rents and managing real property. 
5% of gross rents collected. 


Only one commission on principal and income is permitted annually by New 
York State law, no matter how many trustees there are, if the corpus of the 
trust is less than $100,000. This commission is usually split up into equal por- 
tions for each trustee. If, however, the corpus of a trust is over $100,000, up to 
three commissions, but no more, may be paid to the several trustees. But there 
shall be only one 5% commission deducted from rents for the collection thereof 
and the managing of such properties. 


Trustees Under Wills of Persons Dying After August 31, 1956. In addi- 


tion to reasonable and necessary expenses actually paid, the following commis- 
sions must be allowed: 


1. Annual commissions, payable one-half from income and one-half from 
principal. 


$5.00 per $1,000 of first $50,000 of principal. 
$2.50 per $1,000 of next $450,000 of principal. 
$2.00 per $1,000 on all additional principal. 


2. Terminal commissions, at settlement of trustee’s account: 
1% on amount of principal paid out. 


In most circumstances when the trust corpus is less than $100,000, the payment 
of only one commission is permitted, regardless of the number of acting trustees. 
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This commission may, of course, be allocated among the various trustees. 166, 
however, the corpus of the trust: is $100,000 or more, up to three commissions 
may be paid. But if the trust at inception is a charitable one existing in per- 
petuity, the trustee is entitled to no commissions. 


_Custodian Accounts. These fees differ according to the type of account, the 
kind of securities involved, and the particular trust company. In general, the 
leading trust companies in New York City charge similar fees for custodial and 
oe services. A typical schedule of fees charged by a major trust company 

ollows: 


1. Fees for custody of securities. 

Bonds: 
$1.00 per $1,000 par value per annum on first $500,000 in bonds held. 
$.75 per $1,000 par value per annum on the next $500,000 of bonds. 
$.50 per $1,000 par value per annum on all bonds over $1,000,000. 

Stocks: 


$.07 per share per annum on the first 3,000 shares held. 
$.05 per share per annum on the next 2,000 shares held. 
$.03 per share per annum on all shares held in excess of 5,000 shares. ° 


2. Minimum fee on custodial accounts. The minimum fee on all custodial 
accounts will be at least $50 per annum, but not less than $4 per issue per annum. 

3. Fees for receipt and delivery of securities in a custodial account. For 
recelving or delivering securities either against payment or receipt, including the 
transfer thereof if necessary, the charge is $2.50 for each issue or security in- 
volved. However, no charge will be made for receiving or delivering securities 
in connection with the opening or closing of an account. 

4. Statement fees to the owner of a custodial account. Once in each year 
the trust company will send a statement of the securities and the transactions af- 

_fecting them in each custodial account. The cost of this statement is included in 
the regular charge for the account. Each additional statement will cost $.05 per 
item listed, the minimum fee being $2.50. 

5. Special statement fees. For a special statement of yearly income, includ- 
ing profits and losses on security transactions classified for income tax pur- 
poses, the charge will be based on the amount of work involved, with a minimum 
charge of $25. 


Investment Supervisory Services. Fees for supervision of investments on 
custodial accounts vary according to the amount of supervision the owner of 
the securities desires. Charges for continuous supervision, including custodial 
charges, imposed by a major bank in New York City are: 

YW of 1% of market value of first $500,000 of securities, computed semiannually. 


34 of 1% of market value of next $500,000 of securities, computed semiannually. 
rate for supervision of securities in excess of $1,000,000 subject to negotiation. 


The minimum annual fee for such investment supervision is usually $750. 


Fiduciary Functions for Corporations 


BANKS AND TRUST COMPANIES AS FIDUCIARIES. Banks and 
trust companies first began to act as fiduciaries for business concerns about 1830. 
A corporate trustee was first appointed for a corporation bond issue in 1839, 
when the Beaver Meadow Rail Road Co. appointed the Girard Life Insurance, 
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Annuity and Trust Co. of Philadelphia trustee under its mortgage. With the 
development of railroad bond financing in the middle of the nineteenth century, 
the present form of trusteeship under corporate mortgages was evolved. Trust 
companies first acted as transfer agent and registrar for corporation stocks about 
1860, as the need for safeguards to prevent fraudulent overissuance of shares 
became apparent. In 1869, the New York Stock Exchange adopted a rule that 
corporations whose shares are listed on the Exchange must have an independent 
registrar. Paes 
Corporate trust business can be highly mechanized, as a result of which it 
often proves more profitable to the trust company than personal trust activities. 


Corporate trust functions include: 


1. Trustee under corporate mortgage or other instrument of indebtedness. ; 
2. Receiver or trustee for corporations involved in reorganization or other litiga- 
tion. 


Corporate agency functions include: 


Fiscal agent. 

Transfer agent. 

Registrar. 

Agent for corporations in reorganization. 

Agent for corporations in process of consolidation or merger. 
Escrow agent. 

. Depositary under voting trust agreements. 


TRUSTEE FOR BONDHOLDERS UNDER INDENTURE. The trus- 
tee under a corporate indenture functions on behalf of the holders of all the bonds 
issued under the indenture. At one time, individual trustees were appointed. But 
individual trustees often died or were incapacitated during the life of a long-term 
bond issue, and some were inefficient in the performance of their duties. In the 
interest both of the corporation and the bondholders, the appointment of a 
qualified fiduciary, with perpetual existence, was logical. 

The first duty of a corporate trustee is to investigate the issue and the issuer, 
to assure that all legal requirements have been met. The trust company co- 
operates in drafting the indenture, under which it will function as trustee. 

The trust company authenticates each bond to prevent overissuance and to 
assure that it enjoys the protection of the indenture. Authentication is effected 
by placing a certifying stamp on the face of the bond, showing that it is covered 
by the original authorization and indenture. 

During the life of the bonds, the trust company watches for any breach of the 
agreement on the part of the issuing corporation. If a breach occurs, it serves 
notice on the issuer, and if the defect is not remedied it may start an action to 
protect the bondholders. Upon payment of a part or all of an issue of bonds the 
trustee receives the paid bonds and either destroys them or officially marks 
them as paid. Payment of maturing or called bonds may be effected by deposit- 
ing funds for this purpose with the trustee. In the event bonds are refunded by 
an exchange for new obligations, the trust company may act as exchange agent. 

The exercise of this function by trust companies is greatly influenced by provi- 
sions of the Trust Indenture Act of 1939. (See Sec. 14, Long-Term and Inter- 
mediate-Term Borrowing.) 


INDIVIDUAL CO-TRUSTEE FOR CORPORATE BONDS. In addi- 
tion to the corporate trustee, an individual is often appointed to act as co-trustee 
with the trust company. This person’s responsibilities are theoretically the same 


Noe WN 
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as those of the corporate trustee, but he actually plays a passive role until a 
default or other breach of the indenture occurs. The individual trustee may 
then bring the action in the courts against the company. This is necessary if 
the trust company as a foreign corporation is barred from bringing suit in the 
courts of certain states. Under the Constitution, a citizen of one state has all 
the rights of the citizens of the several states. 


RECEIVER OR TRUSTEE. Trust companies have been appointed re- 
celver or trustee for corporations by some courts. This has been opposed by the 
legal profession, and in New York the trust company law was amended to bar 
trust companies from accepting such appointments. 


Agency Functions for Corporations 


FISCAL AGENT. Trust companies act as coupon-paying agents for bond 
interest and as agents for sinking funds on bonds and preferred stock. Upon 
payment of coupons, they are canceled and either returned to the issuing corpo- 
ration, which pastes them in special coupon books, or destroyed. Trustees re- 
quire proof, when bonds mature, that coupons have been paid before declaring 
the indenture satisfied. Trust companies also act as dividend-paying agents for 
equity securities. Through such agency functions, the trust company relieves the 
issuer of a vast amount of clerical work in keeping records, drawing checks, etc. 
It also facilitates collection of the funds due them by security holders. Handling 
many such accounts, a trust company can minimize the cost per item by keeping 
its staff continuously employed, whereas a corporation would have to hire many 
people for such work and keep them busy only around the interest or dividend- 
payment dates. 

A further duty of the coupon-paying agent is to withhold any income taxes 
that the corporation is required to withhold or pay on the coupons, and to file 
with the United States Internal Revenue Service the monthly and annual 
’ reports of coupons paid and taxes collected that are required by law. The board 
of directors of the corporation must give the coupon-paying agent special au- 
thorization to withhold and pay income taxes to the government and to make and 
file the statutory reports. 


TRANSFER AGENT. A transfer agent keeps a record of transfers of stock 
ownership. Either a trust company or an official of the issuing corporation may 
be named for this function. 

The transfer agent is responsible for accurately recording changes in stock 
ownership. He receives certificates for shares sold from the purchaser or his 
agent, ascertains that they have been properly endorsed by the stockholder of 
record, and then issues new certificates covering the same number of shares rep- 
resented by the old certificates, which are canceled by the transfer agent. In 
addition, a transfer agent must make certain that the seller of shares offered for 
transfer has the legal power to sell them. 

If more than one transfer agent is appointed for a company’s stock, it is im- 
perative that they keep each other informed of all transfers. Multiple transfer 
agents may be appointed for different cities or countries. Transfers of bonds and 
other securities, as well as stocks, may be effected by a trust company. 

Transfer agents are often appointed dividend-paying agents also, since they 
maintain the stockholders’ list in any event. 


REGISTRAR. Trust companies as registrars keep a record of the issued 
and outstanding shares of a corporation to prevent the issuance of more shares 
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than are authorized by the certificate of incorporation. The registrar thus pre- 
vents illegal dilution of the equity of shareholders by fraudulent overissue of 
stock. 

It is now a general rule among stock exchanges in the United States that 
shares listed thereon must be registered with an agent not connected with issuer. 
Certificates transferred by the transfer agent must be countersigned by the reg- 
istrar, and stock certificates canceled must be recorded as such by the registrar 
also. The books of both agents must agree, and they provide a constant check on 
each other in assuring an accurate record of the ownership of issued and out- 
standing shares and in preventing the issuance of certificates for shares beyond 
the legally outstanding amount. 


SUBSCRIPTION AGENT. Banks and trust companies may act as sub- 
scription agents for a new offering of stock by a corporation to its shareholders, 
through the issuance of rights. In this capacity, they accept subscriptions, issue 
full- or partly paid receipts or purchase certificates, receive subscriptions from 
underwriters of the new issue, and deliver the new securities to the subscriber 
upon surrender of full-paid subscription receipts or purchase certificates. 


DEPOSITARY UNDER VOTING TRUST AGREEMENTS. A vot- 
ing trust agreement calls for the deposit of stock with a trust company under an 
agreement providing that the shares shall be voted by specified voting trustees. 
The trust company, acting as agent for voting trustees, issues shares of beneficial 
interest. to stockholders in lieu of their deposited stock certificates. During the 
duration of the voting trust the trustees are in effective control of the com- 
pany. The depositary trust company also is usually appointed agent to issue 
and transfer certificates of beneficial interest, and to pay dividends thereon. 


AGENT FOR CORPORATIONS IN PROCESS OF REORGANIZA- 
TION, RECAPITALIZATION, CONSOLIDATION, OR MERGER. 
These corporate transactions involve the deposit, transfer, and exchange of 
securities. Trust companies, with their efficient deposit facilities and their trained 
organizations, are well qualified to receive and hold the securities involved to 
effect exchanges and cash payments promptly and smoothly. 
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SECTION / 


SECURITY ANALYSIS 


Investment Principles 


INVESTMENT DEFINED. The term “investment” has three different 
meanings in common usage. In the broadest sense, investment refers to the 
placement of funds in productive assets to earn a return, regardless of whether 
or not such investment is accompanied by management. In this sense, invest- 
ment refers to the acquisition by a business of assets for its own use, as well as 
the purchase of securities in businesses managed by others. A second definition 
of investment is the acquisition of assets to secure a return in the form of interest, 
dividends, rents, or capital appreciation, but without assumption of responsibility 
for management. The third and most narrow definition of investment is the 
acquisition of assets to secure income where the degree of risk is limited so far 
as practicable. In this third sense, investment is distinguished from speculation, 
which involves the deliberate assumption of substantial risks to secure capital 
appreciation or a high rate of return; and gambling, which involves the making 
of wagers rather than the acquisition of interests in property. (Jordan and 
Dougall, Investments.) 

Ownership of cash does not constitute investment. Only when cash is used to 
acquire income-producing assets, whether as creditor or owner, does investment 
occur. 

In this section, the term investment will be used in the second sense stated 
above, the placement of capital without assuming responsibility for management 
to obtain a return in the form of interest, dividends, rents, or capital appreciation. 


CLASSES OF INVESTMENTS. Investments fall into two main classes, 
designated in financial, as distinct from legal, terminology as fixed income and 
equity investments. Fixed income investments include bonds, real estate mort- 
gages, and preferred stocks. Equity investments include common stocks and 
ownership of real estate. Convertible bonds and preferred stocks are hybrid 
forms, acquiring characteristics of equity investments through the holder’s 
option to exchange his fixed income securities for common stocks under specified 
conditions. 

The chief classes of bonds are U.S. government, state and municipal govern- 
ment, and corporate obligations. Common stocks are classified into industrial, 


financial, public utility, and railroad stocks. 

CHARACTERISTICS OF INVESTMENTS. Each investment possesses 
a number of characteristics that determine its suitability and desirability for 
individual or institutional investors. The two most important characteristics are 
safety and the rate of return. Other significant characteristics are marketabil- 
ity and tax status. 

SAFETY. All investment involves risk. Even the purchase of U.S. govern- 
ment obligations, generally regarded as the highest quality security available, 
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involves two risks, a decline in price due to a rise in the level of interest rates 
and a decline in the purchasing power of the dollars received as interest and 
principal due to a rise in the level of commodity prices. At the other end of the 
pole, the purchase of common stock in a newly promoted enterprise In a new 
industry involves manifold risks too numerous to mention. oe 

Each investor is guided by circumstances and temperament in determining 
how much risk to assume. A widow entirely dependent upon the income from 
her investments should limit the risks she assumes to an absolute minimum. On 
the other hand, a business man with a large salary may feel justified in assuming 
considerable risks in order to obtain substantial appreciation on his investments, 
particularly since long term capital gains are taxed far more favorably than 
current income. (Graham, Dodd, and Cottle, Security Analysis.) 

Safety in investment is thus a relative term, referring to the ability of the 
investor to assume risk, as well as to the number and character of risks surround- 
ing a particular investment. 


Forms of Safety Sought. Safety as an investment objective assumes two 
forms. Dollar safety, which is provided by high-grade bonds, means that the 
investor who places $1,000 in a bond can expect to receive back substantially the 
same amount either through its eventual sale or redemption. Purchasing power 
safety, provided best by common stocks, means that the investor who puts $1,000 
in equities can expect to recover, say, $2,000 in time should the commodity price 
level double during the period that stocks are held. Common stocks as a class 
have proved an effective inflation hedge over the long run, but not necessarily 
over shorter periods. (Clendenin, Introduction to Investments.) 


Diversification. Diversification can add to the safety of a portfolio through 
spreading the risk. In bonds, staggering of maturities lessens the risk of portfolio 
depreciation due to a rise in interest rates, which causes widest declines in 
prices of obligations with longer maturities. In common stocks, diversification 
takes the form of buying equities of companies in different industries and enter- 
prises, so that unfavorable developments affecting a particular industry or enter- 
prise would have only a limited adverse effect upon the performance of the port- 
folio as a whole. (Hayes, Investments: Analysis and Management) 


The Timing Hazard. Wide fluctuation in the level of common stock prices 
gives rise to a major timing hazard in equity investment. When stocks are bought 
at a time when prices are substantially higher than will prevail in ensuing years, 
a portfolio is likely to depreciate in price, and the investor will obtain less in 
earnings and dividends on his investment than he would if purchases were made 
at a later date after stock prices had declined. The timing hazard can be mini- 
mized by skillful selection of securities based on competent analysis. It can be 
minimized also by dollar cost averaging, which involves periodic investment of a 
fixed sum in equities over a period of years so as to effect purchases at times of 
both high and low stock prices. Since more shares will be bought when prices are 
low than when prices are high, the average cost to the investor over a period of 
years is lowered. Formula plans, which provide for purchases of stocks when the 
level of prices declines and sales of stocks when prices rise, provide another 
approach for limiting the timing hazard. 


RETURN ON INVESTMENT. Investors seek to obtain the highest re- 
turn available on investments that provide the kind and degree of safety they 
desire. The return on fixed income investments like bonds, mortgages, and 
preferred stocks is limited to the contractual interest or preferred dividend rate. 
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Common stocks, by contrast, constituting the ownership element in businesses, 
provide not only a current dividend yield, but also the prospect of future in- 
creases in cash dividends, stock dividends, price appreciation, and split-ups that 
may result from reinvestment of retained earnings and the cash flow from de- 
preciation allowances, research and development outlays, and other management 
efforts to increase profits. At the same time, however, common stocks are subject 
to the risk of declines in earnings, dividends, and market price that unfavorable 
developments affecting the economy or the company may cause. 


MARKETABILITY. The ability to readily sell or buy a security is called 
marketability. When a security can be bought and sold in large amounts without 
disrupting its price it is said to possess a broad market; if only small amounts can 
be bought or sold at the prevailing price it has a narrow or thin market. When 
the bid and asked prices are not far apart, a security is said to enjoy a close 
market. When prices for a security do not fluctuate widely between sales or 
over a period of time, it has a stable market; when prices move over a wide 
range its market behavior is volatile. (See also discussion of Marketability in 
Sec. 10, Securities Markets.) 


Liquidity. Liquidity refers to the ability to convert investments into cash 
at any time without material loss. Short-term U.S. government. obligations 
are a prime source of liquidity, as are commercial paper and deposits in banks. 
The short maturity and the high quality of these instruments assure their 
hquidity. In addition, short-term U.S. government securities and commercial 
paper possess very broad, close, and stable markets, which enhance their 
liquidity characteristics. 


TAX STATUS. High income taxation makes the tax status of investments of 
major significance to individual investors in the middle and upper income 
brackets, and to taxed institutional investors. Such investors should be concerned 
_ primarily with the effective return from an investment after taxes, rather than 
with the gross return before taxes, in appraising its desirability. Among fixed 
income investments, tax-exempt obligations hold a particularly favorable posi- 
tion for higher bracket individual investors and taxed institutional investors like 
commercial banks. Dividend income enjoys an 85% credit when received by 
corporate investors. Appreciation is taxed only when realized, and long-term 
capital gains are taxed at only half or less of the rate applicable to ordinary 


income of individuals. 


LEGAL INVESTMENTS. Some classes of investors do not have full free- 
dom of choice in selecting securities for purchase. Laws of a number of states 
specify “legal” investments for savings banks and insurance companies, whereas 
commercial banks are required to comply with rating standards specified by 
supervisory authorities. (Bellemore, Investments.) 

Trustees must conform to restrictions laid down by state laws and court de- 
cisions. The disadvantages of rigid restrictions on investment powers have been 
alleviated to a great extent in trust administration by a recent shift in many 
states away from “legal lists” and to the “prudent-man” rule. “Legal” securl- 
ties customarily are highly rated, fixed-income, fixed-maturity securities to the 
exclusion of preferred and common stocks. The prudent-man rule permits in- 
vestment in corporate stocks on a discretionary basis. All but a few states now 
follow the prudent-man rule on a complete or limited basis. If a limited-prudent- 
man rule is used, from one-third to one-half of the portfolio (depending on the 
statutory percentage) may be invested under prudent-man standards. 
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FUNCTION OF SECURITY ANALYSIS. The primary function of 
security analysis is to appraise the safety, return, and other characteristics of 
investments in the light of the pertinent facts available to the analyst. The meth- 
ods of analysis used must be adapted to the security being analyzed. 

Basic facts for security analysis are provided in financial manuals, annual 
reports, and registration statements filed with the Securities and Exchange Com- 
mission. Brokerage houses and financial services from time to time publish 
analyses of particular issues that vary from brief to thorough, in length and 
character. Data of value to the security analyst appear constantly in news- 
papers, in trade publications, and in financial periodicals. Professional analysts 
also rely upon field interviews, addresses by corporate executives before meet- 
ings of security analyst associations and elsewhere, and stockholder meetings 
for facts and insights. 

The principles and methods of analysis of fixed income investments differ 
fundamentally from those that govern the analysis of equity investments, usually 
common stocks. 


Bond Analysis 


OBJECTIVE OF ANALYSIS. Investors in bonds are primarily concerned 
with the capacity of the obligor to pay interest and principal as they fall due. 
The chief indices of such capacity are: 


1. The credit of the obligor. 
2. Protective provisions of the bond issue being analyzed. 
3. Bond ratings. 


THE CREDIT OF THE OBLIGOR. The credit of the obligor—i.e., his 
ability to meet all debts as they mature—is the most important factor in bond 
analysis. A strong credit standing enables the obligor to borrow funds to service 
outstanding obligations, should available cash resources become inadequate for 
this purpose. The credit of the obligor is measured by: (1) earnings coverage 
of interest charges; (2) cash flow coverage of debt service requirements; and 
(3) miscellaneous credit factors. : 


Earnings Coverage of Interest Charges. This, in the past the most widely 
used yardstick for bond quality, is the ratio of earnings available to pay interest 
(profits before income taxes) to fixed charges. In stable industries, earnings cov- 
erage of 2 or more times interest charges may be regarded as adequate; whereas in 
industries subject to wide fluctuations in earnings coverage of 3, 4, or more 
times may be required for a good credit rating. In industries sensitive to the 
business cycle, coverage of fixed charges under recession conditions is the 
significant ratio. 

The factor of safety in fixed charge coverage is the percentage by which earn- 
ings before taxes may decline before they fail to cover fixed charges. If earnings 
before taxes are $2,400,000 and fixed charges are $960,000, then such earnings 
can decline by as much as 60% or $1,440,000 and still cover fixed charges. 

If substantial lease rental obligations have been incurred, they should be 
taken into account in computing earnings coverage of fixed charges. However, 
rentals under long-term leases may include not only a return on the investment 
of the lessor, but also the return of such investment. In that event, the rentals 
are equivalent to both the interest and sinking fund payments on a bond issue. 

As long-term creditors, bondholders are concerned with future far more than 
with past or present earnings coverage of fixed charges. Hence the probable trend 
of earnings over a period of years and their vulnerability to cyclical declines 
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in business activity and other unfavorable influences are major factors affecting 
the credit of the issuer. 


Earnings Coverage of Junior Bond Interest. If a corporation has both senior 
and junior debt outstanding, the significant measure of earnings coverage of 
interest on junior debt is the ratio to total fixed charges. Thus, a corporation 
with a $20,000,000 issue of 414% debentures and $10,000,000 of 5% subordinated 
debentures has total interest charges of $1,400,000. If it earns $2,800,000 before 
Income taxes, the coverage of interest on the subordinated debentures would be 
2 times, since prior charges of $900,000 must be paid along with $500,000 on the 
subordinated issue. To say that earnings after deducting $900,000 of interest on 
the debentures, or $1,900,000, cover interest requirements on the 5% subordinated 
debentures 3.8 times is patently misleading. But it is accurate to say that 
interest of $900,000 on the 414% senior issue is being covered 3.1 times. 


Cash Flow Coverage of Debt Service Requirements. The sharp rise in 
depreciation allowances has shifted the emphasis in credit analysis from earn- 
ings to cash flow. Since corporate spending for new fixed assets and for inven- 
tories tends to decline in recessions, and in any event can ordinarily be curtailed 
by management, the cash flow from depreciation can be utilized if needed to pay 
interest and to meet debt maturities. Insurance companies and other institu- 
tional investors stress the relation of cash flow to debt service requirements in 
appraising the credit of companies that seek to borrow through private place- 
ments. As with earnings, the future trend of a corporation’s cash flow is of 
primary importance for bond analysis purposes. 


Miscellaneous Credit Factors. A number of other factors influence the credit 
of a corporation. These include its cash and liquid investments, which can be 
used to service debt even when current earnings and cash flow become inadequate; 
ownership of securities that can be pledged for borrowing when necessary, and 
large scale expensing of research, drilling for oil, or other outlays that can be 
cut back. 


PROTECTIVE PROVISIONS OF BOND ISSUE. A bond issue may be 
given specific protection, over and above that provided by the credit of the 
obligor, by a mortgage on physical property; pledge of securities under a col- 
lateral trust agreement, or a preference over other creditors of the issuer through 
a covenant of prior or equal coverage or the subordination of other indebtedness 
(see Sec. 14). As there stated, the chief protection such provisions give, as a 
practical matter, is priority in the event of a future reorganization, should the 
corporation become unable to meet its interest charges or debt maturities. Be- 
cause of the specific added protection they have been given, such bond issues 
sell at lower yields than other obligations of the corporation, unless nearness 
of maturity may cause an unsecured obligation to sell on a low yield basis. 

In some instances, the protection provided by mortgage or pledge of col- 
lateral may be so great that the bond issue so protected is considered strong and 
sells at a relatively low yield even if the credit of the obligor is weak. As a rule, 
however, delays in interest payments and other uncertainties that accompany a 
reorganization proceeding will cause investors to expect a materially higher yield 
from such bonds than from unsecured obligations of issuers with very strong 
credit. 


BOND RATINGS. Widespread use is made of ratings accorded publicly 
owned bond issues by investment services. These ratings are based on a few 
broad investment tests, and so do not take the place of a thorough analysis of a 
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bond issue. However, because many investors are guided by ratings in buying 
and selling bonds, they influence bond yields to a large extent. Institutional in- 
vestors are particularly influenced by ratings if, as in the case of commercial 
banks, supervisory authorities use them to determine the suitability of bonds for 
bank investment. Changes in the rating given a bond, therefore, can considerably 
affect its price and yield. 


Rating Systems. The two systems of rating in general use are those of Moody 
Investment Service and Standard and Poor’s. The rating or rank assigned to 
a security under each of these systems is customarily denoted by letter. Moody’s 
system uses letters as follows: Aaa; Aa; A; Baa; Ba; B; Caa; Ca; and C. 
Standard and Poor’s ratings are: AAA; AA; A; BBB; BB; B; CCC; CC; C; 
DDD; DD; and D. The C rating under the Standard and Poor’s system, as 
applied to bonds, is reserved for income bonds on which no interest is being paid. 
All bonds rated DDD, DD, or D are in default, with the rating indicating the 
relative salvage value. The value of any system of rating is limited by the charac- 
ter and number of tests used, as well as by the fact that the financial statements 
employed for arriving at the ratings apply to not future, but past performance. 
Hence, ratings tend to follow the market. If the quality of a high-grade bond 
becomes impaired through loss of earning power by the issuer, ratings are lowered 
as smaller profits are reported from time to time. But the market quotation for 
the bond often anticipates such a declining earnings trend some time ahead, or 
at least reflects smaller profits as they are reported. 

Hickman (Corporate Bond Quality and Investor Experience) found that “the 
agency ratings serve as rough indexes to price and yield stability. On the average, 
realized yields on low grades were somewhat above those on high grades, but 
investors seeking price stability should have avoided the low-grade issues.” 


THE MARKET FOR BONDS. Because the market for bonds is so largely 
institutional in character, issues favored by insurance companies, pension funds, 
and other institutions enjoy a wider demand and tend to sell at lower yields than 
other bonds. For individuals in the low tax brackets, savings accounts with their 
safety and flexibility are favored. U.S. savings bonds, for similar reasons, are 
the most widely held fixed-income securities. Individuals in the middle and 
upper income tax brackets are large holders of tax-exempt bonds because of 
the high effective yield, after taxes, that they provide. (See Sec. 11.) 


CONVERTIBLE BONDS. These bonds appeal to individual and some in- 
stitutional investors because they give a call on the stock of the issuer, whereas 
the investment value of the bond limits the extent to which it will decline when 
the price of the stock falls. This investment value is indicated by yields of 
similar bonds that do not have the conversion privilege. For example, a 414% 
bond convertible into 20 shares of stock would be worth 140 if the stock rose to 
70. Should the price of the stock decline by 50% to 35, the bond would decline, 
not to 70, its conversion value into 20 shares of stock at that time, but to its 
investment value as a bond, which could be 95 on the basis of the credit of the 
obligor, the protective provisions, the rating, and the bond’s maturity date. 


OTHER FIXED-INCOME INVESTMENTS. Analysis of real estate 
mortgages, leases, and preferred stocks for investment has the same basic objec- 


tive as bond analysis, but it must be adapted to the special characteristics of 
these investment media. 


Real Estate Mortgages. Real estate mortgages constitute the largest single 
class of fixed-income investments available. Because of servicing problems and 
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the limited marketability they enjoy as compared with publicly offered bonds, 
they are held chiefly by institutional investors, particularly banks, savings and 
loan associations, and life insurance companies. 

Real estate mortgage loans are now almost always amortized by periodic 
repayments of principal over the life of the loan. In the case of individual house 
mortgages, uniform monthly payments designed to repay the loan in full at 
maturity are standard practice. 

Mortgages are classified as: 

1, Residential, including liens on individual homes and multifamily housing. 

2. Commercial, including office buildings, stores, and shopping centers. 

3. Industrial, including factories and industrial parks. 

4. Eleemosynary, such as church loans. 


The mortgagee looks to the value of the pledged property and the income of 
the property and the obligor for assurance that payments will be made as they 
fall due. In the case of individual home mortgages, both because of the higher 
ratio of loan to appraised value now commonly loaned and because of uncertainty 
as to the price at which the pledged property can actually be sold in the market, 
more stress is placed on income and other resources of the mortgagor than in the 
past. When a mortgage equals a very high percentage of the market value of the 
property, the mortgagor has little financial incentive to maintain payments and 
avoid foreclosure, except for his personal liability on the loan. The valuation of 
income-producing property such as apartments, office buildings, hotels, and mo- 
tels is largely based on its earning capacity. For that reason, mortgage loans on 
special purpose property, which may be difficult or impossible to rent to others, 
are usually a smaller percentage of assessed valuation. 


Insured and Guaranteed Mortgages. The attraction of home mortgage 
loans to investors, even when they equal a high ratio of assessed valuation of 
pledged property, may be enhanced by insurance or guarantees. A large pro- 
_ portion of residential mortgages is insured by the Federal Housing Administra- 
tion. In the event of default on F.H.A. insured mortgages, the institution hold- 
ing the mortgage forecloses and turns over the property, free of lien, to the F.H.A. 
in return for debentures on which interest and principal payments are guaranteed 
by the U.S. Treasury. Since these government-guaranteed bonds will sell close 
to par, the institutional investor is subject to material loss only from expenses of 
foreclosure. The Veterans Administration guarantees 60% (up to $7,500) of 
home mortgage loans made to qualified veterans, and in the event of fore- 
closure and payment of the amount guaranteed the claim of the Veterans Ad- 
ministration is subordinated to that of the mortgagee for the unpaid balance of 
the loan. V.A. guaranteed mortgages, like F.H.A. insured mortgages, have a much 
broader market than conventional mortgages, those lacking insurance or guaran- 
tees, because of the protection of government underwriting, their standardized 
character, and purchases of such loans by the Federal National Mortgage As- 
sociation under specified conditions. 


Preferred Stocks. The investment status of preferred stocks may be ad- 
versely affected by large-scale borrowing by the issuer, since debts have priority 
over preferred stock. Protective provisions that limit the incurring of added debt 
are important to preferred stocks, therefore, if the financial strength of the 
issuer is not beyond question. With preferred stocks, as with subordinated deben- 
tures and other junior debt, earnings coverage of all fixed charges senior and 
equal to the issue being analyzed is the significant analytical yardstick, rather 
than coverage of the preferred dividend requirements alone. However, since pre- 
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ferred stock dividends are not a deduction from taxable income, adjustment must 
be made for the fact that earnings only after payment of income tax are available 
for paying preferred dividends. 


Common Stock Analysis 


OBJECTIVE OF ANALYSIS. The objective of common stock analysis is 
basically different from that of bond analysis, reflecting the fundamental dif- 
ferences between these two classes of securities. The aim of bond analysis is to 
appraise the ability of the debtor to pay interest and principal as they fall due. 
But common stock analysis seeks to determine the probable future value of a 
share in the ownership of the corporation. Although numerous factors will affect 
the value of a common stock, they will do so through: 


1. The earnings per share. 
2. The price-earnings ratio at which the shares will sell. 


EARNINGS PER SHARE. Although the value of a common stock is going 
to be determined by future, not past or current earnings, reported profits provide 
a basis for projecting what future earnings are likely to be. A record of stable 
growth of profits indicates that this trend is likely to be maintained in the future, 
in the absence of developments that would bring about a change. Similarly, a 
highly volatile or declining trend of profits would presumably persist if no new 
developments that would improve the trend are in prospect. 

Projections of sales volume, selling prices, and costs; planned diversification into 
new fields; and adjustment for nonrecurring income and costs enable the analyst 
to estimate the probable trend of earnings per share over a period of years in the 
future. A large part of common stock analysis is the making of such projections, 
using procedures suited to the industry and corporation being analyzed. 


THE PRICE-EARNINGS RATIO. The multiple at which the earnings per 
share of a common stock are valued in the market reflects chiefly: 


1. The trend of earnings per share. 

2. The quality of reported earnings. 

3. Dividend policy. 

4. Demand for the stock among institutional and individual investors. 
5. Quality of management. 


The relative importance of each of these factors varies from time to time 
with economic conditions and other developments that influence investor atti- 
tudes. During the depressed 1930’s, stability of dividends as then exemplified by 
American Telephone & Telegraph was valued highly and given a relatively higher 
price-earnings ratio. This attitude persisted during the 1940’s. The relatively 
rapid economic growth of the 1950’s was accompanied by a pronounced shift in 
investor preference to growth stocks promising a strong upward trend in earnings 
per share. Past experience indicates that price-earnings ratios will continue to 
reflect such shifts in emphasis among the factors that influence the relation of 
prices of stocks to earnings of the issuers. 


The Trend of Earnings Per Share. Earnings growth is highly prized by 
investors because it results in stock price and dividend increases over a period 
of years. A higher price-earnings ratio discounts expected profit growth. Con- 
versely, a downward trend in earnings results in a low price-earnings ratio to 
discount anticipated decreases in profits, price, and dividends. The appreciation 
in price of a stock with rising earnings per share is beneficial to middle and 
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upper bracket investors especially because appreciation is not taxed to the stock- 
holder until realized, and is taxed at lower rates if the capital gains are long- 
term. Relative certainty and stability of growth may be stressed more than 
the expected rate of growth, especially by institutional and more conservative 
individual investors. This explains their willingness to pay relatively high price- 
earnings ratios for such groups as utilities, life insurance companies, and banks. 

Earnings growth is of limited value to an investor if a corporation finances its 
capital requirements with periodic offerings of new stock that tend to dilute 
the growth in earnings per share. Hence, if a corporation finances its expansion 
from internal sources and borrowing and minimizes dilution of earnings through 
new stock offerings, a more rapid rise in earnings per share and a higher price- 
earnings ratio result. 


The Quality of Reported Earnings. Accounting practices differ widely among 
industries and corporations, causing wide differences in the quality of reported 
earnings that tend to be reflected in price-earnings ratios. The chief factors 
affecting the quality of reported profits are: 


1. Depreciation allowances. Depreciation allowances are noncash deductions from 
earnings that provide funds for the acquisition of productive assets or debt re- 
payment. The larger the deductions for depreciation, therefore, the greater 
the ability of the corporation to finance profitable expansion that will build 
up future earnings power without outside financing. 

2. Research and development outlays. These lead to future increases in sales 
and profits, and so justify a higher price-earnings ratio. 

3. Inventory and other nonrecurring types of profits. In periods of rising com- 
modity prices like the 1940’s and much of the 1950’s, profits were increased 
by the larger than normal markups on low-cost inventory sold in a rising 
market, so-called inventory profits. Since such profits disappear when com- 
modity prices stabilize, they are of poor quality and so justify low price-earn- 
ings ratios. 


Dividend Policy. The proportion of earnings distributed as dividends in- 
fluenced price-earnings ratios to a greater extent in the past, particularly when 
income tax rates were lower. However, dividend policy is still significant for 
low-bracket individual and institutional investors. Higher bracket investors also 
pay higher price-earnings ratios for stocks expected to benefit from dividend in- 
creases, since such issues tend to rise in price as dividend rates are raised. The 
payment of stock dividends and stock splits also tend to raise the price of a stock, 
and so the price-earnings ratio. If investors put more stress upon future growth 
in earnings and dividends and the quality of profits in setting price-earnings ratios, 
current dividend yields on stocks decline well below that offered by bonds. 


Investor Demand. Price-earnings ratios are greatly influenced by investor 
demand for stocks. Stocks that are popular with individual and larger institu- 
tional investors tend to sell at substantially higher price-earnings ratios than 
those that do not enjoy such a following. 

Institutional demand for common stocks has been greatly expanded by the 
emergence of pension and retirement funds as leading institutional investors. 
Stock groups that are favored by pension funds, usually those offering prospects 
of relatively certain, stable earnings growth and consequent appreciation over a 
long period of years, tend to sell at higher price-earnings ratios. Preferences of 
individual investors are subject to frequent and erratic changes, resulting in 
ereater volatility of price-earnings ratios for the stocks affected by such shifts in 
investor attitudes. 
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Quality of Management. A less tangible but very important analytical con- 
sideration is the quality of management. Able management in depth is generally 
able to cope with problems as they arise, and to take advantage of growth oppor- 
tunities. Both the past record of management and field studies will provide a 
basis for appraising quality of management. However, good managements may 
become less effective in time, and also managements with a mediocre record may 
be strengthened, cither from within or by bringing in new talent from the outside. 

Graham, Dodd, and Cottle (Security Analysis) state that “the appraisal of 
management is considered an essential—perhaps the essential—factor in determin- 
ing whether an investment should be made in a given business and often whether 
holdings in a business should be disposed of. Experienced investors and their ad- 
visers are greatly influenced in their buy-and-sell decisions by their individual 
conclusions or by the commonly accepted view as to the caliber of management.” 


ANALYSIS PROCEDURES. Security analysis procedures must be adapted 
to the characteristics of individual industries. Methods used in the analysis of in- 
dustrial, financial, public utility, and railroad securities are surveyed in the re- 
mainder of this Section. 


Industrial Securities 


NATURE OF THE INDUSTRY. Since the category of industrials em- 
braces every type of corporate enterprise except financial corporations, public 
utilities, and railroads, it comprises a very wide variety of businesses. Although 
basic principles of investment analysis are the same in each case, their application 
varies with the character of the business. 

The major classes of industrial concerns are: 


1. Mining, petroleum, and other extractive enterprises, dependent upon natural 
resources, the supply of which is usually limited. 

2. Manufacturers of industrial materials like metals and chemicals. 

3. Manufacturers of producer durable goods and military equipment. 

4. Manufacturers of consumer nondurable goods, including textiles, foods, and 
tobacco. 


5. Manufacturers of consumer durable goods and building materials. 
6. Wholesale and retail distributors. 
zh 


. Service industries like air transport and bus lines that may have public utility 
characteristics. 


Numerous concerns diversify their activities, so that they manufacture and sell 
products falling in two or more of the classifications given above. Thus, a pe- 
troleum company produces chemicals and a company like General Electric manu- 
factures equipment for industry and consumer durable goods. 

In analyzing such securities, the investment analyst will consider (1) the long- 
term trend of the industry; (2) competition within the industry and from other 
products or services; (3) prospective technological changes and their impact upon 
earnings; (4) labor factors; and (5) how sensitive the industry is’ to’ business 
fluctuations. Thus, steel is an industry that has long passed its rapid growth 
phase, meeting competition from other metals and plastics that may be intensified 
by future technological changes. It is also sensitive to the rate of business activity. 
On the other hand, steel is so cheap as compared with its competitors and enjoys 
so wide a variety of uses that for a long time to come an era of business prosperity 
will necessarily imply a heavy demand for steel products, with corresponding large 
sales for steel manufacturers. Wages constitute a large proportion of the cost of 
steel, which makes the industry sensitive to wage increases as compared with, say, 
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the petroleum industry, in which the wage element is a much smaller proportion 
of total cost. Foreign competition is another factor that can be quite important, 
since many steel consumers are concerned only or mainly with price in choosing 
their sources of supply. 


FACTORS OF ANALYSIS. The security analyst is interested in seven 
major factors in appraising the value of an industrial security. These are: 


Prospective earnings. 

Cash flow. 

Working capital position. 

Accounting peculiarities. 

Capital structure. 

Dividend prospects. 

Special considerations that may affect the value of the security in the future. 


PROSPECTIVE EARNINGS. Prospective earnings are of primary im- 
portance, for security prices tend to reflect primarily the future earning power of 
the enterprise, rather than past or current performance. Prospective earnings in 
turn reflect: 


Rica SU Ne 


1. Sales prospects. 
2. Selling prices. 
3. Costs. 


Sales Prospects. Prospects for sales volume will depend upon the company’s 
position in the industry, the outlook for the industry, competition, development of 
new products, etc. A number of corporations are classified as “growth companies,” 
so far as sales prospects are concerned, because the demand for their product is 
expanding, giving them gains in sales from year to year interrupted only tem- 
porarily, if at all, by business recessions. On the other hand, in older industries 
the long-term trend may be downward because the demand for the company’s 
products is contracting because of competition from rival products, exhaustion of 
raw material reserves, or changes in consumer preferences. Industries quite sen- 
sitive to the business cycle show wide changes in sales volume from year to year, 
which makes the stocks of such concerns attractive when bought during recession 
periods, since sharp gains in sales may be anticipated once the business trend turns 
upward. 

In each industry, there are indications of future sales changes. Thus, an increase 
in farm income augurs well for mail-order company sales. Greater industrial ac- 
tivity means heavier consumption of fuels and raw materials. 


Selling Prices. Prospects for selling prices may be as important as the sales 
outlook in influencing future earning power. Higher selling prices widen profit 
margins without adding to costs, whereas price cutting often reduces profits dras- 
tically: Competition, antitrust law prosecution, technological changes, marketing 
policies, and tariff changes can all affect prices charged for a company’s products. 
Thus, a company shifting from direct selling to sales through jobbers may have 
to reduce its selling prices, although this may be offset by a reduction in market- 
ing expense. Copper mining companies may have to reduce prices if new mines 
expand the supply on the world market. 


Costs. Future earnings may be influenced as much by changes in costs as by 
any other factor. Changes in raw material prices, in technological processes, in 
wage rates, and in taxes all affect costs. Periods of rising prices usually mean 
larger profits, for the higher value of year-end inventories reduces the cost of 
goods sold, unless last-in-first-out inventory valuation prevents inventory price 
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changes from affecting earnings. Conversely, declines in commodity prices lead to 
smaller profits because reduced year-end inventories increase the cost of goods 
sold. 

Costs are also affected by sales volume. When sales are large, overhead and 
even direct cost per unit of product tend to be reduced. Conversely, a reduced 
volume of turnover nearly always indicates higher costs per unit. 

The investment analyst must constantly be on the lookout for developments 
that change costs, and so affect profits. A succession of small tobacco crops, for 
example, will raise the price of tobacco and so narrow profit margins in the 
cigarette industry, unless cigarette prices can be raised correspondingly. 

In some cases, expenses may be increased in anticipation of larger sales in the 
future. Thus, an oil or natural gas company may spend large sums of money 
upon developing new reserves, from which revenue will not be realized for some 
time to come. Similarly, an aircraft manufacturing company may incur heavy 
costs in perfecting a new model, sales of which will take place only in the future. 
When costs increase because heavy development expenses are being incurred for 
future production, this is not to be considered in the same light as a rise in costs 
on the existing output. 


CASH FLOW. The cash flow is calculated by adding to the net profit figure 
expenses that have not required an outlay of cash. These are represented so 
largely by the depreciation charge that often a good approximation can be 
reached by simply adding the depreciation allowance to the net profit figure. 
Because cash flow can be utilized to acquire new productive assets, to repay debts, 
or for other corporate purposes, as well as to replace particular assets as they are 
retired, it must be taken into account along with prospective earnings in analyzing 
industrial stocks. 


WORKING CAPITAL POSITION. The investment value of a security is 
affected by the working capital position of the issuer, as well as the latter’s pro- 
spective earning power. With a strong working capital position, the investment 
status of the stock of a company may be maintained even if earnings decline tem- 
porarily. A company may use excess cash to acquire productive assets or other 
enterprises, or to pay liquidating dividends to stockholders. On the other hand, 
if working capital is impaired, larger earnings may have to be devoted to re- 
plenishing current assets, so that the price of the stock may not discount the 
increase in earnings. 

A large investment in inventory may be a factor of weakness, particularly 
when commodity prices are weak or style changes occur. Heavy receivables also 
may cause loss when commercial failures run high. 

The liability side of the working capital position is very important where pay- 
ables run high. Even an enterprise with substantial earning power may be em- 
barrassed by large maturities of bank notes and other debts that cannot be met 
conveniently, especially during periods of weakness in the security markets. 


ACCOUNTING PECULIARITIES. Accounting practices vary greatly 
among industrial concerns. Some enterprises, particularly those where heavy re- 
search or other outlays build up valuable intangible assets, may be said habitually 
to understate earnings. Others that do not make adequate provision for ex- 
penses, taxes, or potential losses may be overstating earnings. 

The investment analyst cannot take corporate income accounts and balance 
sheets at face value. Such statements provide the raw material that he processes 
to appraise investment values. He must determine the accounting practices pur- 
sued in each case and interpret reported figures accordingly. This is particularly 
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so if figures for two or more corporations are to be compared. Thus, results of a 
company that deducts costs of developing a new product from earnings are not 
comparable with those of a company that capitalizes such outlays as an asset. 
Financial statement analysis reveals accounting peculiarities. 


_ CAPITAL STRUCTURE. The capital structure of a corporation and its 
important subsidiaries and affiliates should be analyzed to determine the prior 
charges that have been incurred ahead of the common stock, and minority stock 
interests in subsidiaries. The heavier the senior capitalization of bonds 
and preferred stock, the less strong is the investment status of the common shares. 
This is the more true if senior issues are convertible or participating, or have 
heavy sinking funds and early maturities. Large bank loans or other short-term 
debts undermine the position of a company’s securities if there is any question of 
the ability of the enterprise to pay such obligations as they fall due. 

If corporations have subsidiaries, it is important to learn whether their liabilities 
are shown in a consolidated statement. Practices in consolidating parent and 
subsidiary corporation statements are not uniform. 


DIVIDEND PROSPECTS. The price-earnings ratio of an industrial se- 
curity may be influenced considerably by the proportion of earnings paid out as 
dividends, if there is no clear prospect of growth in earnings. A rising trend in 
se Surenyidends or periodic stock dividends enhances the “growth image” of a 
stock. 


OTHER FACTORS. The competent investment analyst will not be satisfied 
after he has weighed the six factors mentioned, for other considerations may 
play a dominant role in determining market values. 

In wasting asset industries such as mining and petroleum production, proved 
reserves may be the chief determinant of value. Even large current earnings and 
a strong working capital position may be of limited significance if the ore reserves 
of a mining company will be exhausted in the near future. On the other hand, 
' huge ore reserves may make the stock of a mining company quite attractive even 
if current profits are meager. 

A company that possesses a new patent or process of value to an industry 
may be in position to secure large royalty income, even if its own operations are 
not profitable. There have been a number of instances where such patents con- 
stituted the chief asset of the business, and where the value of the stock issue 
depended upon the outcome of litigation arising from these patents. Needless to 
say, such stocks are quite speculative at best until the patent uncertainties have 
been resolved. 

A change in the accounting methods employed may affect earnings, and 
therefore stock values. When air transport companies were unable to secure new 
planes during World War II, after their equipment had been written off entirely, 
depreciation charges tended to disappear and profits to rise sharply. But this 
was clearly a nonrecurring advantage. Later, heavy expenditures for jet aircraft 
sharply reduced earnings and many companies reported net losses after the 
ereatly increased depreciation allowances on this costly new equipment. 

A new statute or government regulation may become a major investment 
factor at times. Shifts in defense procurement may have a major impact on cor- 
porations receiving a great deal of such business. Antitrust proceedings can 
strongly influence the stocks of the companies affected. 


RATIO ANALYSIS. Ratios helpful to the security analyst can be worked 
out for each industry, primarily for comparative analysis. Examples are sales 
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per $100 of market value of common stock of each company in an industry, and 
for oil companies oil and gas output and reserves per $100 of market value of 
common stock. 

Such ratios must be used with great care, especially if selling prices or produe- 
tion costs may be more important than the volume of output in determining 
profits. If the cost of producing a barrel of oil is half as large for one company as 
for another, the fact that it turns out fewer barrels per share will not prevent it 
from showing larger profits. 


INDUSTRY ANALYSIS. In the analysis of industrial securities, an essen- 
tial step is to identify and study dominant influences that affect earnings and 
other elements of value of companies in each industry. These influences not only 
vary from industry to industry, but also from time to time within the same 
industry. Examples of such key analytical factors are given in the following 
summary: 

Oil stock values are largely affected by the location of crude reserves and other 
properties, the proportion of its crude requirements produced by the company, 
and the relation of product to crude prices. International petroleum companies, 
with a large part of their operations outside the United States, benefit from low- 
cost crude reserves and more rapid growth rates, but are subject to political risks 
that do not apply to companies operating mainly within this country. For do- 
mestic companies, close regulation of crude production and imports will result in 
relatively high crude oil costs if a large part of the company’s crude requirements 
must be purchased from others. 

Automobile stocks are very much influenced by cyclical fluctuations in de- 
mand, as well as by the ability of car manufacturers to adapt their products to 
changing public tastes. The latter factor has accounted for wide variations in the 
percentage of the market captured by individual companies in particular years. 

Chemical and drug stock values may be very much influenced by development 
of new products. Staple chemicals and drugs are subject to intense price compe- 
tition, but new products and those sold under brand names to consumers and 
having a wide acceptance often give quite satisfactory profit margins. The record 
of each company’s research program is thus a major analytical consideration. 

Retail stocks are greatly influenced by a company’s adaptability to shifting 
population patterns and buying habits. In the mail order field, the success of a 
company in establishing stores and in competing with discount house operations 
has been of great importance. In grocery chains, the shift from small stores to 
supermarkets has played a similar role. Widespread automobile ownership and 
suburbanization were the underlying forces that made such adaptation im- 
portant. 

Tobacco stock values have been affected by the success of managements in 
adapting their product to consumer concern with health considerations. Shifts 
in demand to filter cigarettes and consumer response to advertising stressing 
health factors have favored some companies at the expense of others. 

After analyzing financial statements and other pertinent data, the security 
analyst will want to identify and appraise such key industry influences, and the 
management’s ability to cope with them, to arrive at a realistic appraisal of fu- 
ture earning power and of the value of an industrial stock. 


Financial Securities 


DISTINCTIVE FEATURES. Securities of financial enterprises are pe- 
culiar in that assets of these institutions consist mainly of loans and securities. 
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The methods of analysis differ, therefore, from those applicable to industrial 
companies. Quality of assets and effective cost of funds, for example, may be 
quite significant analytical factors. 


BANK STOCKS. The most important group of financial securities are bank 
stocks. Analysis is made more difficult because of the limited information pro- 
vided by annual and other reports in many cases. When assets are understated 
or left out of the balance sheet entirely, the regulatory authorities interpose no 
objections. They do not regard it as their function to require accurate account- 
ing for investors—they are concerned primarily with the safety of the funds of 
depositors. 

Because of the highly liquid character of bank assets, book value is of more 
importance than for industrial companies. Reported book value is readily de- 
termined from the condition statement, as the bank’s balance sheet is called. 
However, asset value may vary considerably from the figure shown on the books. 
Securities are usually carried at cost less a reserve built up through sales of in- 
vestments at a profit. Loans are shown net of reserves for possible losses. Real 
estate may be carried at figures varying widely above or below current market 
values. Many bank managements like to accumulate hidden reserves, usually by 
carrying assets taken over when loans go into default far below their true worth. 

Banks derive their earnings mainly from interest on loans and investments. 
Fees and charges for services are a relatively small part of income for most banks, 
Banks customarily report operating earnings from these two sources and deduct 
expenses and taxes attributable to such operating income to show net operating 
income. Gains and losses on securities and additions to reserves are then listed, 
to arrive at net income. 


Analysis Ratios. Ratios commonly used in analyzing bank stocks are net 
operating earnings after applicable taxes per share, market price as a percent of 
book value, earning assets per share, and the ratio of time to total deposits. 
When relatively high rates of interest are paid on time deposits, the time deposit 
ratio may be significant. The rate of growth of deposits and earning assets and 
the average return on assets, allowing for the tax advantage of tax-exempt se- 
curities, are also important indicators of investment value. 


INSURANCE STOCKS. Analysis of insurance stocks involves an appraisal 
of both underwriting and investment results. The investment funds of most insur- 
ance companies are derived chiefly from reserves that belong to policy-holders. 
In fire and casualty insurance companies, these are the unearned premium 
reserves and the loss reserves. In life insurance companies, they are the reserves 
against policies outstanding. 


Fire and Casualty Insurance Companies. These companies report under- 
writing and investment results separately. Some companies rely mainly on 
underwriting for their earnings, and others chiefly on investment income, including 
appreciation of the stock portfolio that accounts for a large percentage of the 
assets of most of these companies. The analyst must recognize this and stress 
the underwriting or investment outlook accordingly in appraising such stocks. 


Life Insurance Companies. Life insurance stock analysis stresses the rate 
of growth of the company and the types of policies outstanding, as well as such 
general factors as the trend of interest rates, life expectancy, and taxation of life 
insurance companies. Although life insurance companies invest mainly in fixed 
income securities, some have put a material percentage of their funds in com- 
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mon stocks. Because of the high degree of leverage in life insurance stocks, this 
can substantially affect investment values. 


OTHER FINANCIAL STOCKS. Analysis of stocks of finance com- 
panies, including installment finance, business finance, and personal loan com- 
panies, stresses profitability and quality of assets, cost of funds, and rate of 
growth. Similar considerations affect stocks of savings and loan holding com- 
panies, as well as the impact of special tax law provisions to which they are 
subject. 

Investment company stocks are subject to different considerations. With 
closed end companies, the investment record and the ratio of market price to 
net asset value at prevailing market prices are important. Mutual fund shares 
are pegged in price by the ability to redeem the shares at the current asset value. 
The investment record of a mutual fund and the suitability of its portfolio policy 
to the objectives of the investor are major analytical considerations in the selection 
of such shares by the investor. 


Public Utility Securities 


TYPES OF ENTERPRISES. Securities of electric, gas, telephone and tele- 
graph, water, and transit companies are classified as public utilities. Railroads 
are public utilities in the legal sense, but their securities are classified separately 
because of economic, regulatory, and other peculiarities. 


DISTINCTIVE FEATURES. From an investment viewpoint, public utility 
companies are distinguished from other corporations in the following respects: 


1. Public utilities must generally obtain from a regulatory authority a franchise to 
provide the specified service. 

2. The franchise is, as a rule, exclusive, giving them a “legal monopoly” to serve 
the area specified. 


3. Rates charged, financing, and other aspects of operation are subject to regula- 
tion in the public interest. 


FRANCHISES. The chief provisions of a public utility franchise, affecting 
directly or indirectly the investment standing of the utility securities, are: 


1. The kind of service to be performed. 

2. The duration of the franchise. 

3. The exclusiveness of the right to perform the service permitted. 
4. Territorial limitations in the performance of the service. 

5. Restrictions and regulations regarding rates and charges. 


A franchise may limit a utility company to a single service, such as supplying 
electricity, operating a telephone system, or running a transit company. As a 
rule, however, it is permitted to furnish the services that its equipment renders 
economically possible, even though the franchise does not specify some services. 
Thus, a telephone company may make its wires available for the transmission of 
messages by telegraph. 5 

A franchise may be limited as to duration, it may be perpetual, or it may be 
of indeterminate duration. Under a limited franchise a renewal by the political 
authority is required at the time the franchise expires. A perpetual franchise can- 
not be revoked, except for some breach of the franchise agreement. Under the 
“Indeterminate permit,” the political authority reserves the right to revoke the 
franchise under specified conditions. It is frequently provided that in the event 
of revocation the utility company is to receive compensation for its property, 
either from the municipality or from a successor corporation. 
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When a franchise is exclusive, the utility company receives a monopoly to per- 
form the specified service within a prescribed territory. This eliminates direct 
competition and duplication of equipment, but it does not exclude indirect compe- 
tition such as exists between a gas and an electric company. The present-day 
tendency of public authorities is to avoid duplication of services and wasteful 
competition by granting exclusive franchises or by refusing to grant additional 
franchises for the performance of a service that is or can be adequately supplied 
by existing public utility facilities. 

A franchise is usually limited to a specified area, although in some cases the 
area is not definitely outlined. Thus, it may be limited to a single municipality 
or to a county. Gas and electric companies often operate under a number of dif- 
ferent franchises acquired by merger or acquisition, each confined to a limited 
area. 

Early franchises sometimes fixed rates that a utility could charge for its service. 
But rates are now set by either state regulatory agencies or local authorities. 


UTILITY RATES. Utility rates refiect (1) the value of the service, and (2) 
the cost of the service. The value of the service is what consumers can afford 
to pay for it; the cost of service is the cost of furnishing it, including a fair re- 
turn on invested capital. Neither principle can be applied independently of the 
other. The cost basis of rate-making is impracticable if, under it, rates would be 
higher than the consumers can afford to pay. On the other hand, rates based 
on the “value of service” may be so high as to yield unreasonable profits at the 
public’s expense. Utility rates, under judicial precedents, are generally set at 
levels that give a reasonable return on the capital invested and provide the public 
with service at rates consumers can readily afford to pay. 


UTILITY VALUATION. Adjustment of public utility rates is closely 
linked to the valuation of property used in performing the service. Courts have 
sought to define a “fair value” for utility property as a base upon which a fair 
- rate of return could be computed. In a number of decisions in the 1920’s, fair 
value was held to be chiefly present-day cost of reproduction, less depreciation, 
irrespective of original cost. This formula linked earning power of utility enter- 
prises to the fluctuating purchasing power of the dollar, rather than to a return 
on the dollars invested. 

Subsequently the original cost basis of utility valuation has come into the 
ascendancy. This valuation basis would limit the rate base of public utilities to 
the dollars “prudently” invested in their property. This view has prevailed in 
rulings of the Federal Power Commission in rate cases affecting companies sub- 
ject to its jurisdiction, decisions of the Securities and Exchange Commission on 
issues of securities under the Public Utility Holding Company Act, and rulings 
by a number of state regulatory commissions that have been influenced by these 
federal agencies and the Uniform Classification of Accounts issued by the Na- 
tional Association of Railway and Public Utility Commissioners. 

The United States Supreme Court, in the Hope Natural Gas case (320 US. 
591), decided in 1944, virtually discarded the “fair value” rule for rate making. 
Instead of any rigid rate formula, the highest court ruled that “rates which enable 
the company to operate successfully, to maintain its financial integrity, to attract 
capital, and to compensate its investors for the risk assumed certainly cannot be 
condemned as invalid, even though they might produce only a meagre return on 
the so-called fair value rate base.” Thus, the Supreme Court greatly widened the 
discretion given regulatory commissions in setting rates. This epoch-making de- 
cision said further: “From the investor or company point of view, it is important 
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that there be enough revenue not only for operating expenses but also for the 
capital costs of the business. These include services on the debt and dividends on 
the stock. . . . By that standard the return to the equity owner should be com- 
mensurate with returns on investments in other enterprises having corresponding 
risks. The return, moreover, should be sufficient to assure confidence in the finan- 
cial integrity of the enterprise, so as to maintain its credit and to attract capital.” 

This view was reiterated by the Supreme Court in 1953 in the Northern Natural 
Gas Co. case (206 F. 2d 690). Numerous state commissions have used prudent — 
investment in one guise or another as-a basis of rate rulings following these Su- 
preme Court decisions. 


COMMISSION REGULATION. The Federal Power Commission, the Se- 
curities and Exchange Commission, and, in the case of communications companies, 
the Federal Communications Commission have limited regulatory authority over 
public utilities, though the Federal Power Commission does have power to directly 
regulate natural gas transmission companies. State commissions set up in most 
states have the widest powers of regulation. The commission’s authority differs 
from state to state. It usually embraces (1) franchises, (2) rates and services, 
(3) security issues, and (4) accounts and reports. 

When the earnings of a public utility company rise to a level that is believed to 
yield substantially more than 6% upon the prudent value of its investment, a 
number of commissions, or municipal authorities in the states where statewide 
regulation is not provided, will order a rate investigation or require rates to be 
reduced forthwith. If the demand for service is expanding at a rapid pace, how- 
ever, a rate reduction may not immediately lower earnings, for the expansion of 
sales may offset the cuts in rates. 

The attitude of the state commission is particularly important in the invest- 
ment analysis of utility securities, now that the courts are disinclined to overrule 
their rate decisions, as we have seen above. 


ANALYSIS OF A UTILITY COMPANY. In the investment analysis of 
public utility stocks, prospective earning power and cash flow are primary con- 
siderations, as with other securities. The chief items to be taken into account are: 


. Present and future demand for the service. 

. Franchise, rates, and other regulatory factors, 
. The load factor. 

. Character of the physical plant. 

. Capitalization. 

. Reported earning power. 


oor wre 


The Demand for Service. The rate of growth in the demand for service in 
the area served is the major point for analysts. Competition from other services 
and other fuels must be taken into account in appraising. potential demands for 
utility service. 

Throughout their history, with very few exceptions, public utilities other than 
transit companies have enjoyed an expanding demand for their services. But 


growth rates vary greatly with population, employment, industrial, and living- 
standard trends. 


Regulatory Factors. Details about the franchises and rates charged by pub- 
lic utility companies are available in the financial services. The fact that a 
franchise expires within the near future may or may not be a serious matter, de- 
pending upon the attitude of the franchise-granting authority. Expiration of a 
franchise may give an occasion for agitation for public ownership. If voters ap- 
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prove the acquisition of a utility by a municipality or power district, payment 
equal to original cost or better can normally be expected, but this may mean a 
loss to common stockholders if the shares have been quoted at higher levels. 

The fact that the rates charged, especially for residential service, are higher 
than those charged by neighboring companies may make a company vulnerable 
to rate reductions. However, relative rates must be checked against the return 
realized on the rate base. Certain communities share operating economies 
achieved between consumers and utility companies, which may result in a high 
rate of return. 

Competition from public power projects and the attitude of public authorities 
toward the sale of their power for private distribution largely affect the position 
of utilities in adjacent areas. The attitude of the community toward municipal or 
district ownership is also quite important. 


Load Factor. This may affect earning power substantially. A utility is re- 
quired to have capacity adequate to meet the maximum demand for its service at 
any time. This maximum is the peak load. Actual output in a given period, such 
as a month or year, divided by what would have been produced at continuous 
peak load operation, is the load factor. The higher the load factor, other things 
being equal, the more profitable the operation, for plant capacity is idle a lesser 
percentage of the time. 


Character of the Plant. This is important as an indication of its adequacy 
for future expansion and the need for replacements. An engineering study of 
the character and condition of plant and equipment, usually prepared by engi- 
neers in connection with a new security offering, offers valuable guidance to in- 
vestors. The Federal Power Commission, under its uniform system of accounts 
for utilities, has required public utilities subject to its jurisdiction to report 
write-ups of property values, both direct and those resulting from the purchase 
of property above its original cost. Direct write-ups (Account 107) are to be 
written off directly against surplus, whereas purchase write-ups (Account 100.5) 
are to be amortized in most cases over a 15-year period against earnings. State 
commissions have varying requirements as to eliminating write-ups of property 
values. In some states, part of the write-ups may be retained in the rate base. 
Although write-ups are relatively unimportant today, the actual age of the plant 
is important. Because greater efficiencies have been built into new equipment, the 
larger the proportion of the plant that is comparatively new, five to ten years, 
the lower will be the operating costs to the company. 

Generally speaking, the investment in plant and equipment of an electric, gas, 
or telephone company should not exceed 5 times the annual operating revenues. 
Utilities should have a retirement reserve of over 15% to cover replacements, 
‘with a moderately lower percentage for hydroelectric properties. 


Capitalization. Regulatory authorities, both Federal and state, have sought 
to maintain a reasonable balance between bond and stock capitalization of pub- 
lic utilities, to avoid the excessive fixed charges that have plagued railroads. The 
S.E.C, has favored a capital structure for an operating company that comprises 
50% debt, 20-25% preferred stock, and the balance common stock, though the 
commonly accepted ratio for an electric utility is 50% debt, 15% preferred stock, 
and 35% common stock. If the common stock equity is less than 20% of total 
capitalization, the Commission has restricted dividend payments by operating 
companies being separated from parent holding companies to 50% of available 
earnings. If the common equity is less than 25%, dividends have been restricted: 
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to 75% of earnings available. Such restrictions lapse, needless to say, when the 
common stock equity reaches the specified percentage of total capitalization 
through reinvestment of earnings or through the sale of new common stock. 
Difference of opinion exists whether the “reserve for deferred Federal in- 
come tax,” which is built up as a utility uses rapid depreciation methods for 
tax purposes while retaining straight-line depreciation for reporting and rate 
regulation, should appear on the balance sheet as a deferred liability or a surplus 
item constituting part of the common equity. The latter position is based on the ° 
view that in an expanding utility a stream of capital expenditures will defer 
taxes in constant or increasing amounts. The Federal Power Commission, the 
Securities and Exchange Commission, and the American Institute of Certified 
Public Accountants have taken an opposite view, holding that this account should 
not appear in the equity section of the balance sheet. A number of state public 
utility commissions have required that this item be shown as “restricted surplus.” 


Earning Power. Analysis of the earning power of a public utility must take 
into account both regulatory and economic factors. If earnings are substantially 
above the fair return rate on the rate base, they are vulnerable. Conversely, if 
earnings fall below a fair return level, rate increases may be obtainable if they 
are economically feasible. 

The basic economic factors governing utility earning power are the demand 
for service and the cost of providing it. Industrial and commercial demand re- 
flects business conditions, whereas residential demand is largely influenced by em- 
ployment and national income. The cost of providing service is affected by wage 
changes, fuel costs, and taxes. 

Reported earnings of a utility are affected by the accounting treatment of the 
tax credit from the use of more rapid depreciation methods for tax purposes. A 
number of jurisdictions require that only taxes actually paid be deducted from 
earnings, so that tax reductions flow through to net income, thereby increasing 
the reported amount, and could become an argument for lower rates. Elsewhere, 
the tax reductions go into a “reserve for deferred Federal income tax” and so are 
kept out of net income, which is then said to be normalized. The cash flow is 
the same in each case, but the investment quality of reported profits is affected 
by the accounting procedure employed. 


Operating Ratio. The operating ratio in public utility analysis is computed 
by adding operating expenses (including depreciation and amortization) and 
Federal income taxes and dividing by operating revenues. For a company pro- 
ducing electric power from steam this ratio usually runs around 80%, and for 
hydroelectric companies, 70%. For natural gas companies and for telephone 
companies the operating ratio should be about 85%. If Federal income taxes are 
removed from the numerator of the ratio, the normal ratio for the above com- 
panies will tend to run about ten percentage points lower. A more significant re- 
sult may be obtained if depreciation, amortization, and Federal income taxes are 
all eliminated from the computation, thus permitting comparison of directly con- 
trollable expenses with operating revenues. A well-run, well-capitalized electric 
utility will have fixed charges equal to less than 12% of operating revenues, and 
these charges should be earned twice. Gas companies’ fixed charges should not 
exceed 15% of operating revenues, and similarly should be earned twice. Low 
interest rates have greatly helped utilities to reduce fixed charges and strengthen 
coverage of interest charges. 


‘CLASSES OF PUBLIC UTILITIES. Public utilities are usually classified 
by the services performed. The principal classes are: (1) electric companies, (2) 
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natural gas transmission and distribution companies, (3) telephone and telegraph 
companies. Local transit companies and water works are relatively minor groups. 
Some utilities own franchises for the operation of two or more services. Most 
prevalent are combination gas and electric companies. The Public Utility Hold- 
ing Company Act of 1935 has tended to limit operations to one type of service. 


Electric Light and Power. The electric utility industry has provided a classic 
example of stable, certain growth, qualities especially appreciated by institutional 
and many individual investors. Competition from public power projects and 
those financed by the Rural Electrification Administration has been significant in 
some areas, but it has represented no serious threat to date. Existence of public 
projects is not cherished by the privately owned companies, for, being govern- 
ment owned, they do not have to earn a profit and are in position to charge rela- 
tively low rates. 

Increasing reliance upon atomic power plants as a source of electricty in the fu- 
ture may help the industry to hold down unit generating costs over the long run. 


Natural Gas. The growth of gas utilities has been enormously accelerated by 
the wholesale substitution for manufactured gas of natural gas brought by pipe- 
line companies from producing areas, particularly the great oil fields of the South- 
west. Regulation of natural gas companies has largely affected investment values. 
Because of the high debt ratios of pipeline companies, protected as they are by 
long-term contracts to buy and sell gas, the Federal Power Commission has 
favored rates that cover interest charges and yield what it regards as an adequate 
return on the equity, rather than rates that yield an overall fair return on invest- 
ments, regardless of how such investment has been financed. 


Telephone and Telegraph Companies. The telephone industry has enjoyed 
particularly rapid, stable growth. Because of its nature, it is largely under single 
ownership. 

The American Telephone and Telegraph Co. is the dominant enterprise in the 
telephone business in the United States. The A.T.&T., or Bell System, composed 
of operating telephone and associated companies, does about 90% of the nation’s 
telephone business and owns about 80% of the phones in use. The largest inde- 
pendent telephone system is General Telephone and Electronics Corporation. 
There are several thousand other independent telephone companies, mostly small 
local companies. A.T.&T. has by far the largest number of stockholders of any 
American corporation. 

The telegraph business, confronted by severe competition from the telephone 
and radio, has turned to such newer services as telex, carrier equipment micro- 
wave beams, and AUTODIN (automatic digital network). 

Municipal ownership has greatly reduced the number and importance of 
transit and water works securities. 


Railroad Securities 


LEGAL AND ECONOMIC FACTORS. The railroad industry is subject 
to comprehensive regulation by the Intrstate Commerce Commission, a Fed- 
eral agency, and to a limited degree of regulation by state commissions also. 
Under the Interstate Commerce Act, the Interstate Commerce Commission has 
the power to fix freight and passenger rates; to pass upon the issuance of new 
securities; to regulate accounting; to pass upon proposed mergers, consolidations, 
and leases; and to supervise other phases of railway operation. Relatively rigid 
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regulation and working rules insisted on by railway labor unions have severely 
handicapped railroads in meeting keen competition from highway, water, pipe- 
line, and air carriers. The investment position of railroad securities in the future 
will be largely dependent on the extent to which they can become more adaptable 
to changing competitive conditions in transportation. 


RAILROAD TRAFFIC. The bulk of railroad operating revenue is de- 
rived from freight traffic. The volume of traffic handled depends to a large ex- 
tent on the location and economic character of the territory served, competing 
transport facilities available, and the traffic connections developed by the par- 
ticular railroad. 

Density of traffic is very important for earning power. Although it is usually 
more profitable to carry freight over long distances than for short hauls, a small 
compact road may be more profitable than transcontinental lines if it carries a 
sufficiently large volume of traffic. Density is measured by the revenue ton-miles 
carried per mile of line per annum. A density of less than 1,000,000 ton-miles per 
annum on an ordinary railroad main line raises the question whether the traffic 
volume is sufficient for regular profitable operation. 

Passenger traffic revenue has suffered heavy losses as volume has dwindled 
because of automobile and air line competition. 


RAILROAD RATES. The Interstate Commerce Commission has the au- 
thority to change railroad rates, on its own initiative or on the application of 
carriers or shippers. The Commission’s authority is quite broad under the law, 
and it may consider the effect of rate changes upon the movement of traffic, as 
well as upon earning power. The effort to retain traffic eagerly sought by com- 
petitors has been a more significant influence on rates than the I.C.C. in many 
instances, resulting in a gradual erosion of the railway rate structure. 

The level of rates is measured by revenue received per ton-mile, both for all 
freight and for particular classes of freight traffic. 


OPERATING EXPENSES. Railway accounting is peculiar in that de- 
preciation of fixed assets has a limited role, except for tax purposes. Current 
maintenance looms large, especially in connection with way and structures, the 
theory being that a property well maintained does not in fact depreciate. This 
accounting practice permits heavier maintenance outlays in good times and smaller 
outlays when revenues fall off. 

Maintenance of way and structures includes the cost of replacing rails, ties, 
ballast, and other parts of roadway and terminals, as well as the wages of labor 
necessary to maintain tracks, terminals, bridges, and other structures in proper 
condition. Topography, the proportion of branch mileage, and the severity of the 
climate play an important part in determining what proportion of operating 
revenues must be spent for maintenance of way and structures. Effects of main- 
tenance expenditures are cumulative, so that a road that has been overmaintained 
for a number of years can afford to cut maintenance sharply for a time to counter- 
act a period of low business activity, but an undermaintained road must step up 
such outlays sooner or later or safe operation will be jeopardized. 

Since 1943, the I.C.C. has required annual deductions for depreciation of certain 
ways and structures, which are included in maintenance. 

Maintenance of equipment, comprising the cost of labor and materials used 
for the upkeep of locomotives, cars, and other rolling stock, is less subject to varia- 
tion from year to year. However, when traffic declines substantially, a railroad 
may leave in bad order part of its rolling stock not currently required, to be re- 
paired when traffic volume expands again. The character of equipment, its age, 
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and the extent to which existing rolling stock is to be replaced in the near future 
will all affect the amount of equipment maintenance outlays of a railroad. 
Charges for depreciation and retirement of rolling stock are included with main- 
tenance of equipment. These are considerably larger than for way and structures 
and were liberalized for tax purposes by the Guidelines issued in 1962. ; 
Transportation expense constitutes the largest single group of railway op- 
erating expenses. This group includes train and station labor, train and station 
supplies, and fuel. Unlike maintenance, it cannot be deferred but varies directly 
with the volume of traffic. Because transportation costs may not be deferred, the 
trend of such costs over a period of years gives a measure of efficiency of man- 
agement. 

1 Traffic expense includes the cost of obtaining traffic, both personnel and adver- 
tising. It corresponds to selling and advertising expense in other industries. 
General expense comprises main office salaries, including accounting, insurance 
and other departments, and legal costs. 


ANALYSIS RATIOS. With the plethora of statistics of railway operation 
that has been made available by the I.C.C., numerous ratios are available for 
measuring the efficiency and economy of operation of one railroad over a period 
of years, as against others in its area, or the nation’s railroads as a whole. It 
should be remembered, however, that the location and character of traffic of 
a railroad may be the dominant factors in determining these ratios, rather than 
management policy. Thus, the Pocahontas coal carriers, Chesapeake & Ohio and 
Norfolk & Western, carrying solid trainloads of coal on downgrades from the 
West Virginia mountains to tidewater, have exceptionally favorable ratios be- 
cause of the nature of their traffic, the small number of branches, the limited 
passenger business, and, to a lesser extent, because their grades are with, rather 
than against, the traffic. 

The operating ratio, most widely used, gives the ratio of all railway operating 
expenses to railway operating revenues. The maintenance ratio shows the per- 
centage of railway operating revenues that is devoted to maintenance, including 
depreciation. The transportation ratio is the percentage of transportation ex- 
penses to railway operating revenues. Each of these ratios is usually compared 
for a given railroad over a period of years, and for similarly situated railroads. 

A more thorough analysis of the operations of a particular railroad my be 
made by performance ratios. The most widely used are average tons per loaded 
freight car, freight cars per freight train, and train-miles per train-hour, the 
latter measuring the average speed of freight trains. These three performance 
ratios are combined in what is sometimes called the key ratio of efficiency of rail- 
way operation—ton-miles per train-hour. Since the revenues of a railroad vary 
with ton-miles carried, whereas expenses are incurred mostly in proportion with 
train-hours operated, this ratio reflects the key operating factors affecting railroad 
earning power. Adequacy of maintenance of way expenditures can be measured 
by maintenance outlay per equated track mile and miles of track replaced with 
new or used rail, and the weight of rail placed. Equated track miles are com- 
puted by counting the first main track as 1, double and other multiple track as 
8, and other track, including sidings and spurs, as .5. Adequacy of maintenance 
of equipment is measured by repair outlays per locomotive and per freight or 
passenger car, and by the percentage of locomotives and cars that are in bad order 
awaiting repairs. Overall efficiency of freight operation is indicated by the ratio 
of car-miles per car-day, which measures the extent to which cars are kept mov- 
ing and so contributing to revenue. Pounds of fuel used per locomotive-mile and 
average cost of fuel used measure efficiency of fuel utilization. 
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RAILROAD FINANCIAL STATEMENTS. Railroad accounting has been 
subject to detailed regulation by the Interstate Commerce Commission since 1914. 
At first, such regulation made for more complete and detailed reporting. With 
the passage of time, however, railway financial accounting fell behind standards 
established in other industries, particularly with regard to consolidation of parent 
and subsidiary statements, depreciation, and so on. It should be remembered, 
however, that the I.C.C. is primarily concerned with accounting to facilitate regu- 
lation, rather than with accounting for investors, which is the primary concern 
of the S.E.C. 

In railroad statements, income taxes, as well as other taxes, are deducted before 
computing railway operating income. This tends to understate fixed charge cov- 
erage, as against the more common practice of deducting income taxes after inter- 
est deductions. 

Railroads use each other’s rolling stock for through shipments, resulting in 
hire of equipment debits and credits. A line with a large car supply, and one 
that originates a large part of its traffic, will usually have a credit from this 
source, but most railroads report debits. Railroads as a whole report debits be- 
cause they use refrigerator, tank, and other cars belonging to industrial companies 
and specialized operators of such cars. 

A most important consideration in analyzing the investment position of a rail- 
road is its forthcoming funded debt maturities. If these are large and net work- 
ing capital is meager, ability to pay off maturing obligations will depend upon 
the ability to refund. Should earnings be insufficient or the security markets dis- 
turbed, refunding may not be possible, so that reorganization or readjustment 
becomes necessary. 

Some railroad balance sheets may prove misleading for financial analysis pur- 
poses because they do not list contingent obligations. These should be taken 
into account by the financial analyst in measuring the burden of fixed charges and 
debt maturities of a railroad system. 


SPECIAL ANALYTICAL FACTORS. In such as the railroad industry, 
confronted with the need for adapting itself to major technological and economic 
changes, security analysis must direct itself to appraisal of the progress of indi- 
vidual companies in making such adaptation. The most significant expedients for 
doing this, other than through better service and more economical. operation, are 
mergers; abandonment of unprofitable lines and services; sale of excess real estate 
and other property to retire debt and modernize facilities; development of new 
services like piggybacking and expansion of income from nonrailroad sources 
such as pipelines, oil, and mineral production on railroad lands; and diversifica- 
tion through acquisitions of other kinds of enterprises that prove profitable. 
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FINANCIAL REPORTS 


Evolution of Financial Reporting 


EARLY CORPORATE REPORTS. Little or no financial information was 
submitted by management to stockholders in a formal report even up to the latter 
part of the nineteenth century. With stock ownership quite limited, the necessity 
for giving an account of the management’s stewardship of corporate affairs to a 
large body of owners was not apparent. 

Ripley (Main Street and Wall Street) cites innumerable cases illustrative of 
the “public be damned” attitude of corporate officials toward stockholders preva- 
lent at the time. In its annual report for 1901, one corporation included the 
following statement: 


The settled plan of the directors has been to withhold all information from stock- 
holders and others that is not called for by the stockholders in a body. So far no 
request for information has been made in the manner prescribed by the directors. 
Distribution of stock has not meant distribution of control. 


A number of large corporations dispensed with annual meetings and many pub- 
lished no financial reports to stockholders or issued statements containing a 
‘minimum of information. 

The first really modern type of annual report was published by the United 
States Steel Corp. in 1902. This example was followed by the comprehensive 
report of the General Motors Corp., which in 1916 was the first to announce 

_formally that it would publish semi-annual balance sheets and profit and loss 
statements in addition to its regular annual report. 

Other corporations began to issue reports that were simple, understandable, 
and as informative as their structure would permit. In contrast, the reports of 
many companies continued to be skimpy, uninformative, and misleading. This 
situation was an important factor leading to the demand for corrective legislation 
by the Federal government and stricter control by the securities exchanges. 


REQUIREMENTS OF THE NEW YORK STOCK EXCHANGE. As 
far back as 1866, the New York Stock Exchange attempted to collect. financial 
statements from listed companies. Since 1900, all companies applying for listing 
on the Exchange must agree to publish annual reports of their financial condi- 
tion and operating results. This agreement was later expanded so that by 1926 
a listed corporation was required to publish, and submit to stockholders at least 
15 days in advance of its annual meeting, an annual report containing its financial 
statements. If a corporation had subsidiaries, it had to publish consolidated state- 
ments of the parent and its subsidiaries, or separate statements of the parent and 
each of the majority-owned subsidiaries. In addition, companies were requested 
to publish semi-annual or quarterly earnings statements. 
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But examination of the reports filed with it convinced the New York Stock 
Exchange that frequent reporting could be confusing and misleading if the state- 
ments failed to make a full and fair disclosure of the financial and operating data 
essential for appraisal of the value of the corporate securities. Accordingly, the 
Exchange has intensified its efforts, particularly since the passage of the securities 
laws in the 1930’s, to secure adequately informative financial reports from listed 
companies. 


ACCOUNTING REQUIREMENTS OF THE SECURITIES AND 
EXCHANGE COMMISSION. The heavy losses incurred by investors in the 
1931-1933 era resulted in Federal regulation of security issues and trading. 
The Securities Act of 1933, the Securities Exchange Act of 1934, the Public Utility 
Holding Company Act of 1935, and the Investment Company Act of 1940 gave 
regulatory authority over financial reporting to the Securities and Exchange 
Commission. The second annual report of the Commission stated that one of the 
major purposes of the Securities Act of 1933 was “to place adequate and true 
information before the investor.”” A key objective of the Securities Exchange Act 
of 1934 was “to make available to the average investor honest and reliable informa- 
tion sufficiently complete to acquaint him with the current business conditions of 
the company, the securities of which he may desire to buy or sell.” 

Rappaport states (S.E.C. Accounting Practice and Procedure) : 


Many of the reports or documents required to be filed with the Commission con- 
tain financial data, mostly in the form of financial statements and related schedules. 
These are always a vital, often the most significant, element of the information upon 
which the investor predicates investment decisions. Because Congress recognized 
that accounting and accountants performed such an important role in achieving the 
statutory purpose of disclosure, and because financial statements lend themselves 
readily to misleading inferences or even deception, whether or not consciously in- 
tended, the statutes administered by the Commission deal extensively with account- 
ing. 


The Commission is authorized “to prescribe the form or forms in which the 
required information shall be set forth, the items or details to be shown in the 
balance sheet and income statements, and the methods to be followed in the 
preparation of accounts, in the appraisal or valuation of assets and liabilities, in 
the determination of depreciation and depletion, in the differentiation of recurring 
and non-recurring income, in the differentiation of investment and operating 
income, and in the preparation, where the Commission deems it necessary or desir- 
able, of consolidated balance sheets or income accounts of any person directly 
or indirectly controlling or controlled by the issuer, or any person under direct 
or indirect. common control with the issuer.” (Section 19a, Securities Act of 1933, 
and Section 13b, Securities and Exchange Act of 1934.) 

Each registered company, under both the 1933 and 1934 acts, is required to 
include as part of its registration statement and annual reports a set of financial 
statements for (1) the registrant, (2) the registrant and subsidiaries consolidated, 
and (3) unconsolidated subsidiaries. Preparation of these statements is governed 
by Regulation SX, which prescribes the form and content of the balance sheets, 
profit and loss statements, schedules, footnotes, and the certificate of the inde- 
pendent public accountant. As a further guide, the Commission from time to 
time publishes opinions of its Chief Accountant on major accounting questions 
and administrative policy with respect to financial statements. 

Unlike the Interstate Commerce Commission, however, the Securities and 
Exchange Commission has prescribed neither a uniform system of accounts nor 
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a uniform method for the preparation of the financial reports required. Consistent 
with the rules prescribed in Regulation SX, the registrant is permitted to report 
its financial statements in such form and order, and may use such generally ac- 
cepted terminology as will best indicate their significance and character in the 
light of the statute. To assure proper disclosure, however, the statements filed 
are examined by the Commission’s staff to determine whether they have been 
prepared in accordance with “recognized and accepted principles of accounting” 
and whether they comply with the rules and regulations prescribed by the Com- 
mission. Those statements that do not meet these standards are cited deficient 
and returned for correction. Unless the financial statements are amended in 
accordance with principles of accounting acceptable to the Commission, that 
body may, under Section 8(b)(d) of the Securities Act, and Section 19(a) of the 
Securities and Exchange Act, refuse to permit the registration statement to 
become effective or suspend the effectiveness of a registration already effective. 
Since Section 5(a) of the 1933 Act and Section 12(a) of the 1934 Act make it 
unlawful to sell or trade in such securities unless a registration statement is in 
effect, the Commission actually has the power to determine what shall and what 
shall not be considered recognized and accepted accounting practices. This 
power has had a profound effect on the accounting profession and in many 
instances has resulted in more comprehensive and informative reports to stock- 
holders. The registration statements and annual reports filed with the Securities 
and Exchange Commission are available for public inspection. 


REGULATION BY THE INTERSTATE COMMERCE COMMIS- 
SION. One of the earliest government attempts to compel disclosure of the finan- 
cial condition and operating results of corporations was Section 20 of the Inter- 
state Commerce Act of 1887, which required common carriers to file annual reports 
with the Commission on forms prescribed by that body. Examination of these 
reports disclosed, however, that they were not comparable since each railroad 
maintained its own system of accounts. To remedy this condition, the Hepburn 
Act of 1906 extended the power of the I.C.C. over accounting, specifically author- 
izing that body to prescribe a uniform system of accounts and to employ inspectors 
to examine the books of railroads subject to its jurisdiction. 

The uniform system of accounts prescribed for common carriers by the I.C.C. 
differs in few essentials from accounting systems employed by industrial cor- 
porations. The primary aim of railroad accounting regulation is to facilitate 
regulation, rather than to enlighten investors in railroad securities. Hence, the 
instructions emphasize the separation of outlays for additions and betterments 
from expenses. This tends to result in an understatement of expenses and over- 
statement of earnings. Depreciation of way and structures is required only to a 
very limited extent, and consolidation of parent and subsidiary statements is not 


compulsory. 


THE TREND TOWARD “HUMANIZING” REPORTS. The formal, 
dry annual report to stockholders long in vogue is giving way to more colorful, 
interesting, and “humanized” annual reports. In the preparation of annual re- 
ports, there are two major groups of readers to be taken into account, those 
who are technically trained in understanding financial statements and those who 
are not. The former includes investment analysts, accountants, controllers, 
treasurers, credit men, top management personnel, economists, and so on, many 
of whom also use other sources of information like statements filed with the S.E.C. 
The latter includes the vast majority of stockholders who are neither trained nor 
experienced in financial statement analysis and whose primary, and often only, 
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source of information on corporate affairs is the annual report. The need for 
securing and retaining the goodwill of this group has become increasingly apparent 
to alert managements. Accordingly, more and more annual reports in the last 
decade have been prepared so as to appeal primarily to this vast group of 
stockholders. Pictures, graphs, and other popular features have been included 
to make the financial statements more interesting and informative. 


Sources of Financial Data 


VARIABILITY OF MATERIAL. Graham, Dodd, and Cottle (Security 
Analysis) state: 


Most of the corporate data used by the security analyst will have come originally 
from two parallel sources. The first is information sent by the company to stock- 
holders or the press; the second is material filed with a regulatory body—most often 
the S.E.C. Nearly all this information is reproduced or condensed by the financial 
services as it becomes available. For many analytical purposes it is sufficient to take 
the material at second hand, from the various manuals, supplements, or the current 
information services of Moody’s and Standard & Poor’s. But for a full-scale analysis 
the practitioners will generally find it advisable to consult the original sources to 
make sure that nothing of importance is overlooked. 

The amount of material available varies to an extraordinary degree when the en- 
tire body of quoted securities is surveyed. At one extreme we have unlisted issues 
which are subject to no regulatory controls, and for which the published data can 
range from a complete story down to literally nothing at all. At the other extreme 
we have the Class I railroads, which include all lines of any importance. These file 
quarterly with the I.C.C. a large eight-page form that presents statistics in the great- 
est profusion about nearly every phase of their physical operations and finances. In 
addition they supply weekly figures of cars loaded on their lines and received from 
connections. 


The credit analyst is more often in a position to obtain material directly from 
the company and to demand data that the company does not present publicly. An 
important creditor can insist upon financial statements if the company is inter- 
ested in obtaining funds from the creditor even though the company may not 
publish financial statements for the general public. ; 


INFORMATION FROM THE COMPANY. The most important source 
of financial information is the company itself. Even when data coming through 
other bodies are used, it must be recognized that the initial source of data for the 
S.E.C., the I1.C.C., Dun & Bradstreet, etc., has been the company itself. No regu- 
latory or reporting body assures the complete accuracy of the data that. it 
obtains from the company. 

The major source of data coming from the company is the corporation’s annual 
report. Other sources are quarterly and other interim reports, statements by 
corporate spokesmen, and reports given out by the company under special 
circumstances, such as financial statements in connection with applications for 
loans. 


The Annual Report. Current annual reports of publicly held companies range 
all the way from 3 by 5 cards printed on one side to four-color bound publica- 
tions in excess of 100 pages. Most reports of the leading companies consist of 20 
to 40 pages of which a significant portion consists of illustrative graphs and 
diagrams and pictures of various company operations. 

Most reports contain at least a condensed consolidated balance sheet and 
an income statement. An increasing number also include a statement of recon- 
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ciliation of retained earnings and a flow of funds statement. It is becoming in- 
creasingly popular to include financial data for a number of years as well as for 
the current year, to facilitate comparisons. There have even been examples of 
the inclusion of financial data on competing firms. 

Some annual reports include a number of supporting schedules of financial data 
as well as quantitative data on units produced, physical facilities, employees, 
stockholders, etc. In addition, most annual reports of leading companies contain 
a substantial amount of nonfinancial data describing various operations, expecta- 
tions for the future, list of affiliates, etc. 


Quarterly and Other Interim Reports. Many corporations send to stock- 
holders interim reports in addition to the annual report. These may be (a) 
quarterly statements—some with dividend checks, others under separate cover, 
and still others through news releases; (b) semi-annual statements; (c) dividend 
stuffers or inserts other than quarterly reports; and (d) reports of business trans- 
acted at annual meetings of stockholders. Some firms send a complete transcript 
of the annual meetings whereas others send a condensation of the proceedings. 


Statements by Corporate Executives or Spokesmen. Additional sources of 
financial information are statements of corporate officials to the press or contained 
in public addresses. Such statements may provide information about financial 
condition and policies, plans for future expansion, labor relations, government 
controls, dividend payments, contemplated new financing, etc. In some cases 
these may be reprinted and mailed to stockholders, security analysts, and others. 

Many corporate spokesmen appear before the Society of Financial Analysts 
in leading financial centers across the country. Their remarks are reported in 
leading newspapers and many companies reproduce them and send them to mem- 
bers of the society and, in some cases, also to stockholders. 


Annual Meetings. In a further effort to give stockholders a more intimate 
picture of corporate affairs and thereby cement better relations between stock- 
holders and management, certain corporations have attempted to attract larger 
numbers of stockholders to annual meetings. Some firms have gone so far as to 
hold the annual meetings in. places where the largest numbers of stockholders are 
concentrated. Free lunches, tours, souvenirs, etc., are sometimes offered to those 
who attend. Generally, a fair amount of important data is made available at the 
annual meeting. Because of the large number of stockholders who cannot attend 
the meeting, the information presented is sometimes published and sent to all 
interested parties. 


SECURITIES AND EXCHANGE COMMISSION INFORMATION. 
The majority of large companies with publicly held stock come under the 
jurisdiction of the Securities and Exchange Commission. The basic purpose of 
the Securities Act of 1933, the Securities and Exchange Act of 1934, and subse- 
quent legislation is to make more accurate and reliable data available to investors. 
A substantial amount of financial information is available in the prospectus issued 
in connection with the sale of new securities by a covered company. The pros- 
pectus provides a detailed description of the company’s business and normally 
gives much more complete financial information than that contained in annual 
reports. Prospectuses, however, are available only at the time of the issuance of 
new securities by the company, and for most companies this is at infrequent 
intervals. 

Annual data are also available through the S.E.C. All companies whose stock 
is listed on organized securities exchanges must file an annual report with the 
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S.E.C. These reports bring financial data about the corporation up-to-date from 
the time of the last prospectus or the original registration statement. They are 
available for inspection at the offices of the S.E.C. or at the securities exchanges. 
Financial reporting services collect data from these reports and in turn distribute 
them to the general public. In addition, most companies make much of the infor- 
mation available in their published annual reports. 


FINANCIAL REPORTING SERVICES. The investor seeking information 
about the finances, operations, and management of a corporation will find 
valuable material in the data published by such services as Moody’s Investors 
Service and Standard & Poor’s Corporation. These investment services present 
information and opinions from the point of view of the investor and provide a 
factual basis for reaching a judgment about security values. Many other more 
personalized advisory services are available but their coverage is usually less 
comprehensive. 

Moody’s Investors Service publishes five manuals: Industrials, Municipals 
and Governments, Transportation, Public Utilities, and Banks and Finance. The 
manual of basic information is published once a year and semiweekly supplements 
keep the material up-to-date. A dividend record provides a continuous record 
of dividend payments and other pertinent information. A bond survey shows 
coupon rates, maturity, interest dates, Moody’s rating, market price, maturity 
yield, etc. 

Standard & Poor’s Corporation service includes the Standard Corporation 
Record, the Dividend Record, and the Bond Guide. In addition, this com- 
pany publishes analytical and advisory data including Industry Surveys, Trade 
and Securities Statistics, Trends and Projections, and The Outlook. The 
Standard Corporation Record, furnishing financial information on American 
and Canadian corporations and their securities, consists of six loose-leaf alpha- 
betical volumes revised monthly, with a daily news section. The Dividend 
Record prints details on dividend announcements, rights, stock redemption and 
tenders, etc. The Bond Guide reports daily bond calls and tenders, sinking 
fund proposals, defaulted bond data, ete. 


OTHER SECONDARY SOURCES. The Interstate Commerce Com- 
mission publishes a wealth of data about railroad corporations. Complete annual 
reports are filed with the commission by all regulated companies.: Much of the 
data is reproduced in an annual publication, “Statistics of Railways in the United 
States.” The Federal Power Commission obtains substantial information about 
various public utility corporations, much of which is also published in an annual 
statistical report. Other regulatory bodies providing information about corpora- 
tions include the Federal Reserve Board, the Comptroller of the Currency and 
state banking departments (concerning banks), state insurance departments 
(concerning insurance companies), and the I.C.C. (concerning pipe lines, truck- 
ing companies, express companies, etc.). 

Another source of information is trade associations. Some of these organiza- 
tions publish data about specific companies and others about the industry as a 
whole. The trade journals and general business publications also contain useful 
financial information about corporations and industries. 


SHORT-TERM CREDIT INFORMATION. Data upon which to base 
short-term analyses are available from the following sources: 


Dun & Bradstreet, Inc. This mercantile agency is a nationwide and interna- 
tional organization for the collection, analysis, and dissemination of credit in- 
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formation. Such information is contained in the Reference Book and the 
Analytical Report. 

_ The Reference Book was first published in 1859 with 20,000 names. It now 
lists more than 2,000,000 names of business enterprises in the United States and 
Canada. Trade classifications are identified by symbols on the left, whereas 
financial and credit ratings are indicated on the right of the company’s name. The 
Reference Book is revised six times a year and is issued in January, March, May, 
J uly, September, and November. Changes reflect new names entering the field of 
business, deletions of defunct concerns, revisions in rating upward or downward, 
changes in name styles, etc. The Analytical Reports are uniform in style, facts 
being presented in the order of their credit importance. Each report is divided 
into the following sections: summary, trade, banking, current, finance, manage- 
ment, history, and operation. 


The National Credit Office. This agency secures financial statements from 
thousands of firms and verifies the contents directly with the independent public 
accountants. Photostatic copies of the statements and verifications are available 
to the credit grantor immediately on request. 


The Robert Morris Associates. This is a national association of bank credit 
men. Its credit service is a highly specialized one, designed almost exclusively for 
member banks. 


The Income Statement 


CONTENTS. The income statement is also called statement of operations 
or profit and loss statement but the term “income statement” is generally pre- 
ferred. This statement reflects the results of operations during a stated account- 
ing period. It presents the revenue for the period, the applicable expenses, and 
the net income or loss. Data concerning sales, returns and allowances, cost of 
goods sold, selling and administrative expenses, other income and expenses, income 
taxes, and net income are normally presented in the income statement. 

The American Accounting Association (Accounting and Reporting Standards 
for Corporate Financial Statements) states: 


The income of an accounting period should be reported in a statement providing 
an exhibit of all revenue and expenses (including losses) given accounting recognition 
during that period. This practice assures that the income statements for a period of 
years will disclose completely the entire income history of that period. 

The income statement should be arranged to report consistently and in reasonable 
detail the particulars of revenue and the expense pertaining to the operation of the 
current periods measured as accurately as is possible at the time the statement is 
prepared and also any items of revenue or expense not associated with the opera- 
tions of the current period. Such arrangement of data in a single statement dis- 
closes both the earning performance and the entire income history of the enterprise 
during a given income period. 

The income statement should reveal the amount of cost assigned to expense by 
reason of any reduction of an inventory to its recoverable cost. 


In published reports, the usual emphasis is on return to stockholders. The 
income statement is a connecting link between the equity accounts of the balance 
sheet at the beginning of the period and the balance sheet at the end of the 
period. It accounts for the change in the proprietorship resulting from operations 
during the period. In the statement, nonoperating income and expenses (such as 
interest on borrowed funds) are separated from income and expenses directly 
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related to operations. Operating income, or income before interest and certain 
other charges, may be a more meaningful figure for studying the efficiency of 
management and making comparisons between different companies over a period 
of time than total corporate income. The American Accounting Association 
(Accounting and Reporting Standards for Corporate Financial Statements) states: 


The realized net income of an enterprise measures its effectiveness as an operating 
unit and is the change in its net assets arising out of (a) the excess or deficiency of 
revenue compared with related expired costs and (b) other gains or losses to the 
enterprise from sales, exchanges, and other conversion of assets. Interest charges, 
income taxes, and true profit-sharing distributions are not determinants of enterprise 
net income. 

In determining net income to shareholders, however, interest charges, income 
taxes, profit-sharing distributions, and credits or charges arising from such events as 
forgiveness of indebtedness and contributions are properly included. In financial 
reports and discussions alike, care should be exercised to indicate whether enterprise 
net income or net income to the shareholders is at issue. 


FORM OF STATEMENT. The Income Statement is presented in a number 
of different ways in published reports. A model condensed income statement 
from the Accountants’ Handbook is presented in Fig. 1. 


of) «as CORPORATION 
INCOME STATEMENT 
Year Ending December 31, 19— 


OPERATING REVENUE 


Gross sales. (Or other enoOssaev ellle) imate cian aisctaneicereisier tere repairer Seite $xxx 
Less Gross Revenue Adjustments (returns, allowances, discounts; etc.).... ZOO 
INebisales (or Otner ad Tusted: rey Gnue) aa setae acre acarae ae eerie arcmin ree $xxx 
Minor Activity” Revenues Eta) 3 SMe? Sn aon) FU Oo es cee XXX 
Ancillary Revenues (rent, interest, dividends, etc.) ...................00. XXX 
Net Operating “Reventiel 22a: PAUSE) | Beir (Sees Mie pene aa $XXK 
OPERATING EXPENSES * 
StGititali- pele Scene ae ee eer be RINT Aa er ear aes See $xxx 
Selling Ex pensese fF 22 case cule 35 4 be atte oh tlre cena En EE Sox 
Generalvand Administrative (ixpensés!.20 rae 4 neen te eee ee Xxx 
TotaloOperating? Expenses sel. hitiodie. Susisve wate eeeoee tae ae elie XXX 
OPERATING: TN GOME) recscsvores ttoieyenes 5. ohare eee Cac ee OOO eT Toe $xxx 
NoNopeRATING CHARGES AND CREDITS 
Extraordinary and Nonrecurring Gains and Losses ................ $xxx 
Correctionssof) Prion) Years Incomerqees o.4). deen jie area ial ee XXX XXX 
Total Corporate’ Income’ Béfore ‘Taxes?! 21/2225. 25. WOUe 0) AOL $xxx 
TCOME CAKES Oretk uss wait am arte aes). qpatohab Mckay Aah cee CAG ee XXX 
otal: Corporate Income ite Adt boe-nonsaren nie aaterpacoty ole $xxx 


DIsposiITION oF INCOME 
Interest 


Ls le oe SOO DE Sine Ra oflanis ins o Or ane? oe eee ee XXX 
Net Income to Stockholders (net income) ........................ $xxx 
Dividends ‘on™ Preterred*Stodke UY. ot “ei? AEE SHS ere ee tien XXX 
Net Income to°€emmon Stockholders’ /)).27). 20) 2 aaa $xxx 


* Depreciation, depletion, and amortization should be disclosed separately or in a 
footnote. 


Fig. 1. Model income statement. 


THE INCOME STATEMENT 8-9 


SALES OR REVENUES. The first item on the profit and loss statement is 
usually sales or operating revenues. If other sources than sales of merchandise 
are important, disclosure of the amount from each of these sources is essential to 
proper analysis of income. (10% or more of the combined total for either source 
is considered significant under Rule 5-03 of Regulation SX of the S.E.C.) 


Installment Sales and Deferred Income. Several methods of taking up in- 
come on installment sales are generally recognized and have received substantial 
support. The two most commonly employed are (1) taking up total income in 
the period of sale, and (2) taking up income in proportion to payments received. 
The latter is the more conservative policy. As the uncertainty of collection with- 
out loss or large expense increases, the propriety of taking up income immediately 
becomes more and more doubtful. And if total income is taken up in the income 
account in the period in which the sale is made or contract entered into, good 
accounting practice dictates that ample provision be made for prospective collec- 
tion losses. The possible variation in current earnings under these circumstances 
is obvious. 


COST OF GOODS SOLD. A reasonably detailed disclosure of the compo- 
sition of cost of goods sold, including opening and closing inventories, together 
with an explanation of the basis used in inventory valuation, is essential to any 
revealing analysis of the operating results of the business enterprise. The 8.E.C. 
has considered this information of such importance to the investor that it has 
consistently disapproved requests of registered companies to keep confidential the 
composition of cost of sales unless compelling reasons are presented to prove that 
such a disclosure would adversely affect the company’s financial and operating 
position. 


INVENTORY VALUATION. The cost of goods sold is computed by de- 
ducting inventories at the close of the period from the total cost of merchandise 
available for sale. Hence, the method used to value inventories may profoundly 
affect the income shown. The higher the closing inventory, the lower the cost, of 
goods sold, and the larger the income. Inventcries may be valued at cost, the 
lower of cost or market, or some other acceptable basis. In determining cost, the 
method employed might be average cost, first-in first-out, last-in first-out, or some 
other recognized method. Under the circumstances, a disclosure of the basis 
used, together with a statement as to whether such basis is consistent with that of 
the preceding accounting period, is very important information for the analyst. 


Effects of Price Changes. With rising prices of materials and labor in recent 
decades, significant problems have been raised relative to inventory valuation. 
Although the accounting profession has been unwilling to deviate from its 
acceptance of lower of cost or market as the standard way for valuing inven- 
tory, considerable leeway is allowed in accepted accounting practice in determin- 
ing cost of the inventory on hand. Thus, an important management. decision in 
most businesses is the choice of an inventory valuation method. Each of the 
generally followed techniques has a different effect on the valuation on the balance 
sheet and on the cost of goods sold amount on the income statement. If the 
ending inventory is overvalued, the cost of goods manufactured or sold will be 
less by the amount of the overvaluation and the gross profit will be higher. A 
higher gross profit results in higher income taxes. Undervaluation has the oppo- 
site effect on profits and taxes. Because of the increasing importance of income 
tax in recent decades, if a choice is possible many businessmen have chosen to 
prefer undervaluation, which results in lower income taxes. 
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Methods of Valuation. Many businesses find it difficult to determine the 
actual cost of the inventory on hand. When purchases of the same item were 
made at different times at varying prices, it is difficult to tell which cost Items are 
still on hand at the end of the period. One common practice is to assume that the 
first items purchased were the first ones used in production or sale. This is the 
first-in, first-out inventory valuation method, which in practice is called FIFO. 
The result is that the book value of the inventory is close to the existing market 
price. In periods of rising prices, this means that the closing inventory 1s stated 
at higher prices than under other methods and that profits also are higher, with 
correspondingly higher income taxes. 

Under the average cost method, the weighted average of the varying costs of 
an item is used as a basis of the inventory valuation. In periods of rising prices, 
this method results in a lower valuation of balance sheet inventory and lower 
profits and income taxes than the FIFO method. 

The last-in, first-out method of valuation is particularly popular in periods 
of rising prices because it results in a still lower value for balance sheet inventory 
and lower profits and income taxes. Under this system, which is called LIFO, it 
is assumed that the last item purchased is the first item used or sold. Thus, the 
balance sheet inventory reflects earlier prices than the latest market prices. The 
valuation of the closing inventory is lower, the cost of goods sold is increased, 
and profits and taxes are reduced. Many firms changed to the LIFO method of 
valuation for tax purposes during and after World War II, when prices were 
rising sharply. This technique results in lower taxes during inflation and higher 
taxes during deflation. It also tends to stabilize income by minimizing the effect 
on profits of inventory price changes. 

Because of the possible loss or reduction in profits that may come from a drop 
in inventory prices, many companies carry on their books an allowance or reserve 
for decline in inventory values. This allowance has the effect of decreasing in- 
ventory values on the balance sheet, and if the corresponding charge is made 
against income it also has the effect of decreasing stated income. 

It is thus clear that the choice of inventory valuation method may strongly 
influence the stated income for the company during the period under considera- 
tion. It is important that the method of valuation be clearly indicated in the 
income statement and that some basis be given for adjusting the stated income 
results at times when the statement shifts from one form of valuation to another 
between accounting periods. It should also be recognized that it is not possible to 
compare the incomes of two different companies that use different inventory 
valuation methods unless the necessary adjustment is made. 


DEPRECIATION POLICIES. A major element in cost of manufactured 
goods that is influenced greatly by management decisions is depreciation expense. 
Moreover, in most manufacturing and public utility enterprises, depreciation 
expense is a very significant item of cost. 

Depreciation is a decline or loss in value caused by a variety of factors, includ- 
ing physical deterioration, market action, and obsolescence. In business and 
accounting circles, the term is, however, usually restricted to loss in value of non- 
depletable fixed assets due to physical deterioration. Despite proper mainte- 
nance and repairs, practically all fixed assets, except land, will eventually wear 
out. Therefore, proper depreciation charges should be made in order to allocate 
the cost of fixed assets to individual accounting periods during their useful life. 

If an asset were entirely expensed at the time of its purchase, the year of pur- 
chase would absorb unreasonably high expenses, and income for that year would 
be understated. The later years would include no charge for use of the asset on 
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the income statement and, therefore, income would be overstated. The opposite 
extreme would be to capitalize total cost of the asset and to make no charge against 
it until its useful life expired. Under this approach, profits would be overstated 
during all the years of use of the fixed asset until the final year, when income 
would be sharply understated. Neither of these approaches is reasonable from 
the standpoint of making an accurate determination of current income. Thus, the 
standard approach to absorbing the cost of fixed assets is to allocate it in some 
manner over their estimated useful life. 

The allocation of cost of a long-lived asset to individual accounting periods 
should accomplish two objectives: (1) it should reflect the cost of the benefit that 
the current period receives from the use of the asset, and (2) it should result in 
carrying forward as an asset at the end of the current period only that part of 
the original cost that corresponds to service benefits expected from the asset in 
the future. In times of changing prices, it is often not possible to have both reason- 
able depreciation charges against income and reasonable values on the remaining 
service potential of assets unused and carried on the balance sheet. This is due 
to the standard accounting practice that accepts depreciation only on the original 
cost of the asset, regardless of its current market or replacement value. 

The specific charge against income selected by the firm for use in its account- 
ing statements is of a highly subjective nature. Donaldson and Pfahl (Corporate 
Finance) state: 


The use of original cost presents particular problems when the value of the dollar is 
changing. In times of inflation, original cost tends to be substantially below current 
replacement cost or market value and also below a value based on future earning 
power of the asset to the firm... . 

The choice of original cost itself is subjective and many more subjective decisions 
must be made in determining the annual charge for depreciation. One of these sub- 
jective decisions regards the residual value of the asset. If an asset has a scrap value 
at the time of its disposal, the amount obtained from disposal should not be charged 
as depreciation expense during the useful life of the asset. .. . 

A more important subjective decision is the number of years of useful life... . 
The very subjective nature of this decision has caused the Internal Revenue Service 
to establish average or reasonable lives for specific items under certain uses... . 

The combinations of future decisions required in determining the depreciation 
expense for an accounting period is such as to make the actual value chosen subject 
to substantial question... . 


In addition to problems of acceptance of original cost, estimate of scrap value, 
and determination of useful life, there remains the problem of selection of a 
method of charging off the amount of depreciation over the life of the asset. 
A variety of methods are accepted today (see Sec. 17 for a description of the . 
methods used). Because of the high income tax rates in recent years, business 
has tended to use those methods of depreciation accounting that result in the 
lowest income tax payment. By charging more for depreciation less is paid in 
income taxes. The firm has, therefore, more cash on hand on which it can earn 
a return. Even though the Internal Revenue Service allows only total cost to be 
charged as depreciation over the life of the asset, it accepts a number of different 
methods of spreading this charge out so that the timing of payments of income 
taxes may be significantly influenced even though the total tax may eventually be 


the same. 
DEPLETION. Depletion is the charge for the exhaustion of wasting assets 


such as timberlands, oil and gas wells, mines, and quarries. When these wasting 
assets are sold, the remaining physical property has substantially reduced value. 
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Consequently, as the products are removed from the land and sold, a depletion 
charge should be made against the income equivalent to the decline in value of 
the property or the cost of acquiring other natural resources to replace those 
used up. If this were not done, the shareholder or the analyst would be given a 
distorted view of profits since part of what were stated as profits would really be 
a return on the original capital. 

For Federal income tax purposes, the Internal Revenue Service allows a num- 
ber of arbitrary approaches to the determination of depletion. In general, these 
have caused firms to understate rather than overstate profits for income) tax 
purposes. An analyst should determine whether a given income statement uses 
the Internal Revenue Service allowable depletion, or a depletion figure computed 
by the company for public statements, or no depletion allowance at all. 


OTHER OPERATING EXPENSES. Other operating expenses include such 
items as selling, general, and administrative expenses. Selling expenses include 
salaries and commissions paid to salesmen, salesmen’s traveling expenses, advertis- 
ing, sales promotion, and other expenses allocated in the sales department. Gen- 
eral and administrative expenses include salaries of the company’s officers and 
other administrative employees, insurance, stationery, postage, rent, light, and 
heat expense allocated to the administration, ete. Depreciation on office building 
and equipment and on assets utilized by the sales department is included in 
selling, general, and administrative expenses. 

The analyst should pay particular attention to compensation of officers included 
in other operating expenses. Compensation for services, if in a form other than 
eash, for example, can be so reflected in the account as either to understate or 
overstate the expense, with a reverse effect on current earnings. In closely held 
owner-managed companies particularly, the amount paid to management as 
salary may be strongly influenced by the owner-managers’ tax position. In many 
cases, they pay themselves less in salary than would have to be paid if the firm 
were publicly owned. In other cases, management compensation in closely held 
companies might be significantly greater than would normally be expected in a 
publicly held company. In the first case the profit is overstated whereas in the 


latter case part of the extra compensation to management is really the equivalent 
of a dividend. 


NONOPERATING ITEMS. Nonoperating income is that income of the 
company that is not directly related to operations. Ordinarily it is derived from 
its financial activities rather than from its production and distribution activities. 
Dividends received on stock and interest received on bonds held by the company 
are included in this item. Profits from sales other than from “stock in trade” and 
rental income are also normally included. 

Expenses not related to operations are placed under “nonoperating expenses.” 
Interest paid on bank loans or bonds outstanding is included in this section, as 
are losses from sales of assets other than “stock in trade.” 


FEDERAL INCOME TAXES. Federal income taxes are truly an expense 
and should be shown as such on the income statement. But since the income 
tax is based on income before taxes, the latter figure is shown separately on the 
income statement before the taxes are deducted to give “net income.” Thus, profits 
are commonly shown “before” and “after” Federal income taxes. 


CHARGES TO SURPLUS. Many corporations in the 1930’s wrote down the 
value of their fixed assets by charges against capital or paid-in surplus. By de- 
creasing the book value of fixed assets, depreciation charges for subsequent 
periods were reduced and profits increased. Similarly, some concerns create 
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reserves out of retained earnings for the full amount of amortized bond discount, 
estimated future pensions payable, or unamortized improvements to leaseholds. 
In other cases, note and bond discount expense, development expenses, and 
scrapped and demolished equipment are charged directly to paid-in capital. 
Sometimes, loss in value of inventory is charged directly to retained earnings. 
The practical effect of not charging expenses and losses to current operations or 
to any operating year is that the net income for the current year is overstated 
and that income in future years may also be overstated by reducing future de- 
preciation or other charges. 


NONRECURRING ITEMS. Stated net income consists of profit from 
ordinary operations of the business enterprise plus any nonrecurring profits or 
losses that may have occurred during the period. The security analyst, however, 
is interested in current net income chiefly as an indication of prospective earn- 
ings. Hence the analyst is interested in knowing what part of income represents 
ordinary profits, what part nonrecurring profits or losses, how likely are non- 
recurring items to recur in the future, and whether the treatment of nonrecurring 
items is sound and consistent. Nonrecurring items include payments of back 
taxes or tax refunds not previously provided for, the results of litigation or other 
claims relating to prior years, profits or losses on sale of fixed assets or invest- 
ments, adjustments of investments to market value, write-downs or recoveries of 
foreign assets, proceeds of life insurance policies collected, and charge-offs in con- 
nection with bond retirements and new financing. Graham, Dodd, and Cottle 
(Security Analysis) suggest the following rules for the analyst’s treatment of 
nonrecurring items in the income account: 


1. Small items should be accepted as reported. For convenience we may define 
“small” as affecting the net result by less than 10% in the aggregate. 

2. When a large item is excluded, a corresponding adjustment must be allowed for 
in the income tax deduction. 

3. Most nonrecurrent items excluded from the single year’s analysis must never- 
theless be included in a statement of long-term or average results. 


Statement of Financial Position: Balance Sheet 


DEFINITIONS. The statement of financial position or the balance sheet is a 
statement of assets, liabilities, and equity at the clase of business on the date 
indicated. 

Assets represent all things owned by the business that have a money value. 
The American Institute of Certified Public Accountants (A.I.C.P.A.) (Accounting 
Terminology Bulletin No. 1) defines the term as “something represented by a 
debit balance that is or would be properly carried forward upon a closing of 
books of account .. . (provided such debit balance is not in effect a negative 
balance applicable to a liability), on the basis that it represents either a prop- 
erty right or value acquired, or an expenditure made which has created a prop- 
erty right or is properly applicable to the future. Thus, plant, accounts receivable, 
inventory, and a deferred charge are all assets in balance-sheet classification.” 

Liabilities and equity represent the claims of the creditors and owners (stock- 
holders) against the assets. Frequently, the term “liabilities” is used to include 
both creditors’ and owners’ claims. The A.I.C.P.A. (Accounting Terminology Bul- 
letin No. 1) uses the term in that sense in its definition of liabilities as “something 
represented by a credit balance that is or would be properly carried forward 
upon a closing of books of account .. . . provided such credit balance is not in 
effect a negative balance applicable to an asset. Thus the word 1s used broadly 
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to comprise not only items which constitute liabilities in the popular sense of 
debts or obligations (including provision for those that are unascertained), but 
also credit balances to be accounted for which do not involve the debtor and 
creditor relation. For example, capital stock and related or similar elements of 
proprietorship are balance-sheet liabilities in that they represent balances to be 
accounted for, though these are not liabilities in the ordinary sense of debts owed 
to legal creditors.” 

Total assets, therefore, should always be equal to the total of the liabilities (in- 
eluding equity). The balance sheet equation, simply stated, is assets equals 
liabilities plus equity (A = +). Since the claims of creditors take prefer- 
ence over those of owners or stockholders, the interest of the latter is determined 
by subtracting the liabilities from the assets. Another common way of stating 
the balance sheet equation, therefore, is assets minus liabilities equals equity 
(A—L=E). 


CLASSIFICATION OF ACCOUNTS. Assets are usually classified as cur- 
rent, fixed, or deferred. The S.E.C. classification for commercial and industrial cor- 
porations includes the following more detailed classifications: Current Assets, In- 
vestments, Fixed Assets, Intangible Assets, Deferred Charges, and Other Assets. 
The classification of liabilities ordinarily is consistent with that of the assets. 
Frequently, liabilities and equity are shown under one major caption with appro- 
priate classifications thereunder. The S.E.C. follows this practice with the caption 
“Liabilities, Capital Shares and Surplus” supported by the following classifica- 
tions: Current Liabilities, Deferred Income, Long-Term Debt, Other Liabilities, 
Reserves Not Shown Elsewhere, Capital Shares and Surplus. 

The order in which the different classes of items in the balance sheet are listed 
will depend in great part upon the custom and practice in the industry. For com- 
mercial and industrial enterprises, if the current assets represent the greater por- 
tion of the company’s resources, items usually are listed in order of liquidity with 
current assets first, followed by fixed and deferred assets. The liabilities are 
listed in the same order for comparative purposes. For railroads and public 
utilities, the greater portion of whose resources is. invested in fixed property, the 
usual order is for the fixed assets to appear first, followed by current assets and 
deferred charges. For comparative purposes in such companies the liability side 
usually presents capital stock, long-term debt, current liabilities, and deferred 
income, in the order mentioned. Whatever the order followed, the grouping on 
the lability side ordinarily is consistent with that on the asset side. Fig. 2, from 
the Accountants’ Handbook, illustrates a model form of balance sheet. 


...- CORPORATION 
BALANCE SHEET 
December 31, 19X1 


ASSETS 
CuRRENT 
Cash on hand and on deposit (except special or restricted deposits)........ $xxx 
Temporary investments (market value indicated) ............ceceeceeeee XXX 
Notes and accounts receivable (trade) .................+-. $xxx 
Less allowances for probable bad debts, etc. ............ xxx $xxx 

Other receivables (including accruals) .....................-..+.. XXX XXX 
Inventories (by principal classes, with indication of bases on which stated). . XXX 
Prepayments of insurance, rent, salanes) ete. )...eeo.ce. seco eee SK 

Total current "assets. . aun. stot os ox se Eee A ie ee $xxx 


Fig. 2. Model form of balance sheet. 
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INVESTMENTS 
Investments, long-term receivables, funds, and deposits (separately and with 
indication of bases on which investments and all large items are stated)... XBOX 
Property, PLANT AND EQUIPMENT 
ian die Mbasisaindi caved ym teh \ocryceurectoeiNee ciclvahcbn alot ier rit $xxx 
Natural resources, buildings, and equipment (principal classes listed 
separately, with indication of bases on which stated)... $xxx 
Less allowances for depletion and depreciation (separately) XXX Xxx XXX 
INTANGIBLES 
Goodwill (indication of basis on which stated) ............2..000: $xxx 
Patents, franchises, copyrights, etc. (amortized cost—net, or with 
allowance for amortization shown as a contra) .............200- NEOK 
Long-term prepayments or deferred charges (separately) .......... %0.05 
OreamizapionM Costs MAHA. bel hh seeee., A ASR EA Posctat OER ae XXX XXX 
LOTAT ASSETS rey anaeirs Ne ee ee ee a, SAO CG. WhO Bh $xxx 


LIABILITIES AND STOCKHOLDERS’ EQUITY 


LIABILITIES 

Current: 
Notes *payable™ (to banks) 2), Bie Mise ee Sort hee a eect hye $xxx 
INotestand@accounts' payables (trade)een see shee ne ttee seo ae deen XXX 
PD AXES pay ADLER SARE PAE ae EL iE in, FH BLOT mes PO OTE XXX 
Otherspayables*(ineluding*aceruals)m ey te FE, Ee See IS Bacar XXX 
Welerreudsrevienue Or INCOME. Mads Woe. Meta eietn we tel le ttk. Bee eee hte ee XXX 
shotalecurmenteliablibies acest acre cree ee raet cierto ondoaie actos etter ne et $xxx 

Long-term: 


Bonds, mortgages, equipment trust certificates, etc. (showing deductions 
for treasury bonds and unaccumulated discount and addition of un- 
AIMORUIZCH mio LEM UTI in: So tere Ape hate Re cre ab roared cl Seychstiy ot leaner s eee Khtd XXX 
SOTA es TABINUDINS. for. act suiesecy he ceboettinas <slncrent: chieemmrannime atoneeenlss $xxx 
StocKHOoLpERS’ Equity 
Preferred stock (details) : 


arte Saved pivialU Cus axe cfs 4,6 osednvaneveushessisus csoucicut’SolSusis jase sie) ues $xxx 
Contributed in excess of par or stated value .............. KEK KX 
Common stock (details) : 
Par MOrUStALedeVialUleie ot. sie a eae ont tie sista ears e eusies che eee eeae es $xxx 
Contributed in excess of par or stated value .............. XXX XXX 
Contributedwcapital-——others \wmewtn ee acres tse = eteels weer ctencle ake ake XXX 
BOY cs coy SENEIO CICK e CRE SURES ORT AE CRS OO Gaon Ola Cee eer to oes on $xxx 
Appropriated retained earnings (supporting schedule) ...... $xxx 
Unappropriated retained earnings (to agree with balance 
shown on income statement or supporting schedule) ....... XXX XXX 
TORAMMSTOCKHOLDERS @ HiQUIDIn, fst tierie slolt- eetiseve ee is oh tate pierenrete chee ¢ XXX 
ToraL LIABILITIES AND STOCKHOLDERS’ EQUITY .............22....-5- $xxx 


Fig. 2. (Continued.) 


Although uniform reporting has been prescribed for railroads and public 
utilities by Federal and state regulatory bodies, no such uniformity exists for the 
preparation of financial statements for the thousands of industrial and com- 
mercial organizations engaged in varying types of businesses throughout the coun- 
try. Recognizing the impracticability of prescribing any one standard form for 
the many diverse industries, and with a view toward having statements prepared 
in a manner that will most clearly reflect the financial condition and operating 
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results of each enterprise, the S.E.C. allows a company-wide latitude in such mat- 
ters, as is evidenced by Rule 3-01 (a) of Regulation SX: 


Financial statements may be filed in such form and order, and may use such 
generally accepted terminology, as will best indicate their significance and character 
in the light of the provisions applicable thereto. 


CURRENT ASSETS. The American Institute of Certified Public Account- 
ants (A.J.C.P.A.) (Accounting Research Bulletin No. 43) defines current assets as 
follows: 


The term current assets is used to designate cash and other assets or resources com- 
monly identified as those which are reasonably expected to be realized in cash or 
sold or consumed during the normal operating cycle of the business. Thus the term 
comprehends in general such resources as (a) cash available for current operations 
and items which are the equivalent of cash; (b) inventories of merchandise, raw 
materials, goods in process, finished goods, operating supplies, and ordinary mainte- 
nance material and parts; (c) trade accounts, notes, and acceptances receivable; (d) 
receivables from officers, employees, affiliates, and others, if collectible in the ordi- 
nary course of business within a year; (e) instalment or deferred accounts and notes 
receivable if they conform generally to normal trade practices and terms within the 
business; (f) marketable securities representing the investment of cash available for 
current operations; and (g) prepaid expenses such as insurance, interest, rents, taxes, 
unused royalties, current paid advertising service not yet received, and operating 
supplies. Prepaid expenses are not current assets in the sense that they will be.con- 
verted into cash but in the sense that, if not paid in advance, they would require 
the use of current assets during that operating cycle. 


Cash and Cash Items. Cash on hand, demand deposits, and time deposits 
ordinarily are included under this caption. The inclusion of funds other’ than 
those freely available for withdrawal to meet ordinary current obligations results 
in an overstatement of both the working capital and current ratio position of the 
company. Such noncurrent funds include deposits in foreign banks the with- 
drawal of which is subject to government restrictions and regulations, funds ear- 
marked for retirement of preferred stock, pension funds, sinking funds, ete. 


Marketable Securities. Ordinarily all securities that have a ready market and 
have been acquired for temporary investment only, except those acquired. for 
purposes of control, are included under this caption. Securities of affiliates, even 
though of a marketable nature, are normally not included. The basis used in 


arriving at the value of marketable securities may be cost, book value, or market 
value. 


Notes and Accounts. Receivable (Trade). These receivables represent 
amounts due from trade customers within the period of one year or less on notes 
and open accounts known to be collectible. Failure to exclude bad debts and 
provide an adequate allowance for doubtful accounts and notes receivable results 
in an overstatement of both assets and current earnings. 

Notes receivable discounted or transferred represent a contingent liability until 
honored by the maker at date of maturity. Since the indorser is liable if the 
maker refuses payment at maturity, disclosure of this information is essential to 
a fair appraisal of the current position of the company and its ability to pay 
short-term debts, including those of a contingent nature. Of equal importance 
to the analyst is the disclosure of the amount of receivables hypothecated or 
pledged as collateral. 


Notes and Accounts Receivable from Officers and Affiliates. A study by 
the S.E.C. disclosed that, although substantial amounts due from officers and di- 
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rectors were shown separately in balance sheets filed with the Commission, such 
amounts were included in several cases without disclosure under the caption 
“Accounts and notes receivable, less allowance,” in annual reports to stockholders. 
In its Accounting Series Release No. 27, the S.E.C. strongly disapproved of this 
practice and placed upon the certifying accountants the responsibility for dis- 
closing this information in published reports in these words: 


Where an indebtedness results from a transaction between the company and one 
or more of the management, as individuals, the certifying accountants should employ 
every means at their disposal to insist upon full disclosure by the company and, 
failing persuasion of the company, should as a minimum qualify their certificate or 
disclose therein the information not set forth in the statements. 


Inventories. The term “inventory” is used to designate the total of those items 
of tangible personal property that (1) are held for sale in the ordinary course of 
business or (2) are in process of production for such sale or (3) are to be cur- 
rently consumed in the production of goods or services to be available for sale. 

A primary objective of accounting for inventories is the proper determination 
of income and the process of matching appropriate costs against revenues. 
That portion of purchases or inventory costs not charged against income is left 
in the asset “inventory” on the Statement of Financial Position. In a manufac- 
turing process, cost includes raw material costs, direct labor costs, and overhead. 
In a distribution firm, cost of inventory would be purchase cost plus freight. 

Determination of cost involves a number of problems in situations where 
similar items of inventory are acquired at different times and at different prices. 
Cost for inventory purposes may be determined under any one of several assump- 
tions, including first-in first-out, average, last-in first-out, normal stock, etc. (see 
previous discussion of inventory valuation on page 10). A departure from cost 
in pricing of inventory is generally taken when the market value of such goods 
is less than cost. Thus, inventory is normally priced at lower of cost or market. 
It is only in exceptional cases that inventories may be priced above cost. The 
general tendency in times of rising prices is for inventory values on the balance 
sheet to be considerably less than replacement costs. 


INVESTMENTS. Investments may be classified as current assets or non- 
current assets. Inclusion of investments in current assets is warranted when the 
assets consist of readily marketable securities that the company intends to 
convert into cash during the next operating cycle. These types of investments are 
used as a means of earning a return on temporarily idle cash. Valuation is 
generally at the lower of cost or market. The valuation is usually applied to the 
portfolio in its entirety rather than to individual items. The S.E.C. requires that 
the aggregate cost and aggregate amount on the basis of current market ‘shall be 
stated parenthetically or otherwise.” 

Investments of a more permanent nature, or short-term investments that are 
not readily marketable, or marketable short-term investments that it is not the 
intention of the company to liquidate are classified as noncurrent assets and are 
usually included in a separate section in the balance sheet between current and 
fixed assets. The major item for most manufacturing and distribution firms is 
securities of affiliates and accounts and notes receivable from affiliates. The 
affiliates could be controlled subsidiaries in nonconsolidated situations or related 
enterprises in which the company does not have a more than 50% control. The 
subdivision “investments” normally also includes noncurrent claims, special de- 
posits, sinking funds, life insurance, investments in other companies, and other 


real and personal property. 
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Valuation of long-term investments may be at cost, amortized cost, or book 
value. Minor market variations are not normally recorded and the lower of cost 
or market approach is seldom used. If the investment is in an affiliated company, 
it is likely that there is no market price that can be used for comparison. In 
this case, the most common practice is to carry investments at cost, but in certain 
circumstances the book value on the books of the affiliate may be substituted on 
the parent company’s balance sheet. : 

If the parent company controls the policies of subsidiaries and affiliates, 
the possibilities for over- or understating the value of these assets are substantial. 
It is necessary for the analyst studying the parent corporation’s balance sheet 
to determine the reasonableness of the valuation. 


PROPERTY, PLANT, AND EQUIPMENT. For most industrial con- 
cerns and public utilities, land, buildings, structures, machinery, and equipment 
are a significant portion of total assets. These items are often shown on the 
balance sheet under a single figure, with a single deduction of allowances (re- 
serves) for depreciation and depletion. Sometimes the value of land is stated 
separately. 

Land is normally carried on the books at cost. Other tangible fixed assets 
are usually carried at book value (cost less depreciation). However, fixed assets 
are occasionally carried at appraised value, replacement value, replacement less 
depreciation, or some other recognized valuation. The analyst starts with the 
balance sheet valuation and adjusts it to suit his particular purpose, such as esti- 
mating resale value of property pledged to secure a bond issue. 

In some instances, costs have been written up to appraised values because of 
increased values or to adjust cost in the case of bargain purchases. However, 
such write-ups have been relatively uncommon in recent years. A large number 
of write-downs of fixed assets took place in the early 1930’s but relatively few in 
recent years. In Accounting Research Bulletin No. 43, the American Institute 
of Certified Public Accountants reaffirmed its acceptance of the cost approach to 
fixed asset valuation, in spite of the inflation of the post-World War II years. 
However, the accounting profession accepts a variety of approaches to deter- 
mination of the amount of depreciation or depletion. 

Net property values can be substantially affected through liberal or conserva- 
tive allowances for depreciation. They may also be affected by charging to 
operations expenditures for property, equipment, and major repairs that should 
be capitalized. This practice not only reduces the net property account in the 
balance sheet but also affects the income account through increased expenses in 
the year in which the charge was made and decreased expenses in future years 
when depreciation or other amortization would be included had the property 
originally been capitalized. Because of the wide variation in accepted approaches 
to capitalization of assets and depreciation accounting policies, special care must 
be exercised in examining the fixed asset account. Most authorities agree that 
accepted accounting practice in recent years has led to undervaluation rather 
than overvaluation of property accounts. 


INTANGIBLES. The American Institute of Certified Public Accountants 
(A.L.C.P.A., Accounting Research Bulletin No. 43), includes two types of assets 
under the heading of “intangibles”: (a) those having a term of existence lim- 
ited by law, regulation, agreement, or by their nature (such as patents, copy- 
rights, leases, licenses, franchises for a fixed term, and good will as to which 
there is evidence of limited duration), and (b) those having no such limited 
term of existence and as to which there is, at the time of acquisition, no indica- 
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tion of limited life (such as good will generally, going value, trade names, secret 
processes, subscription lists, perpetual franchises, and organization costs). The 
A.LC.P.A. further states: “The initial amount assigned to all types of intangibles 
should be cost, in accordance with the generally accepted accounting principle 
that assets should be stated at cost when they are acquired. In the case of non- 
cash acquisitions as, for example, where intangibles are acquired in exchange for 
securities, cost may be considered as being either the fair value of the considera- 
tion given or the fair value of the property or right acquired, whichever is the 
more clearly evident.” 

According to the A.I.C.P.A., the cost of type (a) intangibles should be amortized 
by systematic charges in the income statement over the period benefited, as in 
the case of other assets having a limited period of usefulness. When it becomes 
reasonably evident that the term of existence of a type (b) intangible has be- 
come limited and that it has therefore become a type (a) intangible, its cost 
should be amortized by systematic charges in the income statement over the 
estimated remaining period of usefulness. The total cost of type (b) intangibles 
should be written off when it becomes reasonably evident that they have become 
worthless. 

Although in the past intangibles have frequently been shown in the balance 
sheet at arbitrary values established by management, more standardized ac- 
counting principles are generally followed by larger firms today. It can generally 
be assumed that the above recommended approach has been used in statements 
certified by independent public accountants. However, although the normal valu- 
ation process is cost or amortized cost, the time period over which amortization 
should take place must often be determined subjectively, and in many cases the 
original determination of cost of the intangible is also highly subjective. 


DEFERRED CHARGES. Included under this caption on the asset side of 
the balance sheet are such items as unamortized debt discounts and expenses, 
experimental costs, development expenditures, and other deferred expenses. Ordi- 
narily, these items are unimportant and are written off to current operations. If 
they are legitimately chargeable to future periods, they are generally amortized 
over their estimated useful life. 


CURRENT LIABILITIES. The American Institute of Certified Public 
Accountants (A.I.C.P.A., Research Bulletin No. 43) defines current liabilities as 
follows: 

The term current liabilities is used principally to designate obligations whose liqui- 
dation is reasonably expected to require the use of existing resources properly classi- 
fiable as current assets, or the creation of other current liabilities. As a balance-sheet 
category, the classification is intended to include obligations for items which have 
entered into the operating cycle, such as payables incurred in the acquisition of ma- 
terials and supplies to be used in the production of goods or in providing services to 
be offered for sale; collections received in advance of the delivery of goods or the 
performance of services; and debts which arise from operations directly related to 
the operating cycle, such as accruals for wages, salaries, commissions, rentals, royal- 
ties, and income and other taxes, Other liabilities whose regular and ordinary liqui- 
dation is expected to occur within a relatively short period of time, usually twelve 
months, are also intended for inclusion, such as short-term debts arising from the 
acquisition of capital assets, serial maturities of long-term obligations, amounts re- 
quired to be expended within one year under sinking fund provisions, and agency 
obligations arising from the collection or acceptance of cash or other assets for the 
account of third persons. 

This concept of current liabilities would include estimated or accrued amounts 
which are expected to be required to cover expenditures within the year for known 
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obligations (a) the amount of which can be determined only approximately (as in 
the case of provisions for accruing bonus payments) or (b) where the specific person 
or persons to whom payment will be made cannot as yet be designated (as in the 
case of estimated cost to be incurred in connection with guaranteed servicing or 
repair of products already sold). The current liability classification, however, 1s 
not intended to include a contractual obligation falling due at an early date which 
is expected to be refunded, or debts to be liquidated by funds which have been accu- 
mulated in accounts of a type not properly classified as current assets, or long-term 
obligations incurred to provide increased amounts of working capital for long periods. 
When the amounts of the periodic payments of an obligation are, by contract, meas- 
ured by current transactions, as for example by rents or revenues received in the 
case of equipment trust certificates or by the depletion of natural resources in the 
case of property obligations, the portion of the total obligation to be included as a 
current liability should be that representing the amount accrued at the balance-sheet 
date. 


Two Main Classifications. Current liabilities consist of two main classifica- 
tions, payables and deferred income. Generally, notes and accounts payable 
other than regular trade payables are normally stated separately. Also, esti- 
mated payables (accrued expenses), such as provision for income taxes, are com- 
monly listed separately. The accrual system of accounting calls for estimating 
liabilities of the firm as of the balance-sheet date and recordmg these among 
expenses even though payments are not yet due. In many firms, accrued ex- 
penses such as wages, payroll taxes, corporate taxes, etc., are the most important 
current liability items. Dividends declared by the board of directors represent a 
liability of the corporation and should be shown among current liabilities as an 
accrued payable. 

Deferred revenue or income represents monies received but not yet earned. 
Ordinarily, that portion of the income that has been earned is included in the 
income statement and the unearned portion is shown as an item of deferred in- 
come in the current liability section of the balance sheet or in a separate section 
of liabilities apart from current or fixed. 


LONG-TERM (FIXED) LIABILITIES. The category “long-term lia- 
bilities” is used to include all obligations not classified as current. Although this 
section is sometimes called funded debt, use of this term is not recommended 
since it does not cover all long-term obligations. The most important items in- 
cluded in long-term liabilities are notes and bonds payable with maturities of 
over one year. Notes and bonds payable are generally valued at face value, no 
adjustment being made for changes in market value. Ordinarily, treasury bonds 
are deducted from bonds shown on the lability side of the balance sheet, the 
difference representing the amount due on bonds outstanding. Frequently, how- 
ever, bonds acquired by purchase in the open market—for example, for pension 
funds—are listed among assets. 

It is desirable to disclose in financial statements the amounts due on long-term 
obligations, year by year. Also included should be the amount of bonds authorized 
in the indenture, the amount issued and not retired or canceled, the amount in 
sinking funds and other special funds, the amount pledged, the amount held by 
parent or subsidiary companies, and any facts concerning default in the principal, 
interest, sinking fund, or redemption provisions. A description of the bond or 
note issue on the balance sheet invariably includes the interest rate and the ma- 
turity date. 


CONTINGENT LIABILITIES. Disclosure of contingent liabilities—for 
example, on lawsuits, and claims—is essential in determining the prospective 
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financial condition and current position of a company. Discovery of contingent 
liabilities not disclosed is usually quite difficult. If such amounts are substantial, 
failure to give due consideration to them in any credit or investment analysis 
may well result in a distorted picture. 


PREFERRED STOCK. If the capital stock of a corporation includes pre- 
ferred stock, the latter’s characteristics will affect both its position and that of 
the common. In listing preferred stock on the balance sheet, the following dis- 
closure is required in all financial statements filed with the S.E.C. (Rule 3-19d, 
Regulation SX) : 


1. If callable, the date or dates and the amount per share and in total at which 
such shares.are callable shall be stated. 

2. Arrears in cumulative dividends per share and in total for each class of shares 
shall be stated. 

3. Preferences on involuntary liquidation, if other than the par or stated value, 
shall be shown. When the excess involved is significant there shall be shown (i) 
the difference between the aggregate preference on involuntary liquidation and 
the aggregate par or stated value; (11) a statement that this difference, plus 
any arrears in dividends, exceeds the sum of the par or stated value of the 
junior capital share and the surplus, if such is the case; and (ili) a statement 
as to the existence, or absence, of any restrictions upon surplus growing out of 
the fact that upon involuntary liquidation the preference of the preferred 
shares exceeds its par or stated value. 


CONTRIBUTED CAPITAL. Par value common stock is normally carried 
on the balance sheet at par value per share times the number of shares outstand- 
ing. The number of shares outstanding is usually determined after deducting 
treasury shares. If the stock is of no par value, it is generally carried at a stated 
value. Amounts paid by stockholders to the company in excess of par or stated 
value are generally carried as paid-in surplus or capital contributed over par. 
The American Institute of Certified Public Accountants (A.I.C.P.A., Accounting 
Terminology Bulletin No. 1) suggests that the contributed portion of propri- 
etary capital be shown as: 


(a) Capital contributed for, or assigned to, shares, to the extent of the par or 
stated value of each class of shares presently outstanding. 

(b) (i) Capital contributed for, or assigned to shares in excess of such par or 
stated value (whether as a result. of original issue of shares at amounts in 
excess of their then par or stated value, or of a reduction in par or stated 
value of shares after issuance, or of transactions by the corporation in its own 


shares) ; and 
(ii) Capital received other than for shares, whether from shareholders or 


from others. 


Item (a) is the capital stock account. Item (b), capital in excess of par value, 
has usually been called capital surplus or paid-in surplus, but the A.I.C.P.A. rec- 
ommends that these terms be discontinued. This capital arises from a number of 
sources, including amounts paid in by stockholders in excess of par or stated 
value, donations of capital stock, write-up of assets, reorganization, recapitaliza- 
tion, profit on sales of the company’s own stock, ete. The A.I.C.P.A. recommends 
that any appreciation included in the stockholders’ equity other than as a result 
of a quasi-reorganization should be designated by more descriptive terms, such 
as, for example, “excess of appraised or fair value of fixed assets over costs of 
fixed assets.” This implies that capital arising from such appreciation in value 
be separately stated from other contributed capital. (See also Sec. 18.) 
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RETAINED EARNINGS (EARNED SURPLUS). The American Insti- 
tute of Certified Public Accountants (A.I.C.P.A., Accounting Terminology Bulletin 
No. 1) defines retained earnings as: “the balance of net profits, income, gains 
and losses of a corporation from the date of incorporation (or from the latest 
date when a deficit was eliminated in a quasi-reorganization) after deducting 
distributions therefrom to shareholders and transfers therefrom to capital stock 
or capital surplus accounts.” The A.I.C.P.A. recommends that the use of the term 
surplus be discontinued and that the term earned surplus be replaced by terms 
that will indicate the source, such as retained income, retained earnings, accumu- 
lated earnings, or earnings retained for use in the business 

In connection with retained earnings, there should, so far as practicable, be an 
indication of the extent to which the amounts have been appropriated or are 
restricted as to withdrawal. Unless specific information to the contrary is dis- 
closed, it is ordinarily assumed that the total amount of retained earnings is 
freely available for dividends. If there is any legal impediment to declaring 
dividends from the full amount of retained earnings shown, either under state 
statutes or otherwise, this fact is of great importance to the analyst and should 
be disclosed. If retained earnings are restricted for a specified purpose such as 
plant expansion, contingenies, redemption of funded debt, or additions to work- 
ing capital, the amounts so designated are listed separately as retained earnings 
reserves. Retained earnings earmarked for these purposes would not be used for 
dividend distribution, as otherwise no purpose is accomplished by segregating 
part of the retained earnings in this way. In computing the book value of a 
share of stock, such reserves are included along with other retained earnings. 


ADDITIONAL INFORMATION. The analyst should seek additional in- 
formation about the items listed in financial statements in the supporting sched- 
ules, footnotes, and the certificate of the independent public accountant. Failure 
to study these critically may lead to oversight of valuable information. 


Consolidated Statements 


PURPOSE OF CONSOLIDATED STATEMENTS. The American In- 
stitute of Certified Public Accountants (A.I.C.P.A., Accounting Research Bulletin 
No. 51) states: 


The purpose of consolidated statements is to present, primarily for the benefit of 
the shareholders and creditors of the parent company, the results of operations and 
the financial position of a parent company and its subsidiaries essentially as if the 
group were a single company with one or more branches or divisions. There is a 
presumption that consolidated statements are more meaningful than separate state- 
ments and that they are usually necessary for a fair presentation when one of the 
companies in the group directly or indirectly has a controlling financial interest in 
the other companies. 


ADVANTAGES AND LIMITATIONS. The analysis of financial state- 
ments of a corporation owning stock of one or more subsidiaries is greatly facili- 
tated by consolidation of the parent company balance sheet and income account 
with those of the subsidiaries. The 8.E.C. requires, if a corporation owns, directly 
or indirectly, over 50% of the stock of others, not only parent company state- 
ments but also consolidated statements and separate or group statements of 
majority-owned subsidiaries not included in the consolidated report. But con- 
solidated statements can be misleading, unless they are supplemented by separate 
statements of the parent and major sabsidiainicel 
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The status of bond issues and other creditor claims against the parent and each 
of its subsidiaries often cannot be determined from a consolidated statement. 
Earnings for common stock shown by a consolidated statement may mean little, 
especially if a large part of the profits are earned by one or more subsidiaries 
unable to pay dividends to the parent because of accumulations of unpaid divi- 
dends on publicly held preferred stock, lack of cash, or other reasons. 

The American Institute of Certified Public Accountants has emphasized “the 
necessity of giving further statements for the parent alone, and possibly for cer- 
tain subsidiaries,” in addition to the consolidated statements. For a complete 
picture investment analysts usually need separate statements of all included sub- 
sidiaries and unconsolidated subsidiaries. 


INCLUSION AND EXCLUSION OF SUBSIDIARIES. Control over 
the management of subsidiary companies is usually considered a prerequisite to 
consolidated statements. Based upon this principle, many parent companies 
consolidate only subsidiaries in which the parent company owns directly or indi- 
rectly more than 50% of the voting stock. The American Institute of Certified 
Public Accountants has expressed the view that a company of which less than 50% 
of the voting stock is owned should ordinarily not be included in the consolida- 
tion. For companies filing statements with the S.E.C., Rule 4-02(a) of Regulation 
SX prescribes that “the registrant shall not consolidate any subsidiary which is 
not a majority-owned subsidiary.”’ Subject to this limitation, that principle of 
inclusion or exclusion should be followed that will most clearly reflect the financial 
condition and operating results of the parent company and its subsidiaries. 

There are certain exceptions to the general rule on majority ownership. For 
example, a subsidiary should not be consolidated if control is likely to be tem- 
porary or if it does not rest with the majority owners, as in the case of legal 
reorganizations or in bankruptcy. 

The most common exclusions of controlled subsidiaries is in connection with 
foreign subsidiaries. The American Institute of Certified Public Accountants 
(A.1.C.P.A., Accounting Research Bulletin No. 48) states: 


. in view of the uncertain values and availability of the assets and net income of 
foreign subsidiaries subject to controls and exchange restrictions and the consequent 
unrealistic statements of income that may result from the translation of many for- 
eign currencies into dollars, careful consideration should be given to the fundamental 
question of whether it is proper to consolidate statements of foreign subsidiaries 
with the statements of the United States companies. Whether consolidation of for- 
eign subsidiaries is decided upon or not, adequate disclosure of foreign operation 
should be made. 


For analysis purposes, it is of primary importance that there be disclosed, in a 
footnote to the statements or otherwise, the principle followed by the company 
“in determining inclusion and exclusion of subsidiaries in consolidation, and 
whether the principle followed in the preparation of the current statements 1s 
consistent with the principle of inclusion and exclusion followed in the prepara- 
tion of the statements of the preceding periods. Varying practices followed are: 


1. Inclusion of only 100% owned subsidiaries. 

2. Inclusion of only domestic subsidiaries. 

3. Inclusion of all subsidiaries in which, directly or indirectly, more than 60% of 
the outstanding voting stock is owned. 

4. Exclusion of subsidiaries in which, for whatever reason, the parent does not 


exercise control over distribution of earnings. 
5. In lieu of consolidation the parent’s share in the undistributed earnings of 


nonconsolidated subsidiaries is shown in its income statement. 
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INVESTMENT IN CONSOLIDATED SUBSIDIARIES. In acquiring 
the stock of a subsidiary the parent company may pay a price that is equal to, 
greater than, or less than its book value. The difference between the book 
value and the price paid for acquired stock of the subsidiary ordinarily is elimi- 
nated in consolidation. Although it is a common practice to charge this differ- 
ence to the consolidated goodwill account if one exists, this is by no means uniform 
practice. If a company has paid less than book value for the stock of a subsidiary, 
this discount has been variously treated in consolidated statements as negative © 
goodwill, capital surplus, and as an addition to the depreciation reserve, depend- 
ing upon the facts in the case. 

Retained earnings and losses of subsidiaries cause a discrepancy to develop be- 
tween the cost and book value of stocks of subsidiaries in any event. In this 
connection, Rule 4-05(a) of Regulation SX of the SEC prescribes: 


There shall be set forth, in a note to each consolidated balance sheet filed, a state- 
ment of any difference between the investment in subsidiaries consolidated, as shown 
by the parent’s books, and the parent’s equity in the net assets of such subsidiaries 
as shown by the books of the latter. If any such difference exists, there shall be set 
forth the disposition made thereof in preparing the consolidated statements, naming 
the balance sheet captions and stating the amounts included in each. 


RECONCILIATION OF DIVIDENDS RECEIVED FROM AND 
EARNINGS OF UNCONSOLIDATED SUBSIDIARIES. The parent 
company’s proportionate share of the undistributed earnings or losses of its 
majority-owned unconsolidated subsidiaries for the period under review is of 
vital importance for two reasons. First, the consolidated earnings plus or minus 
the parent’s share of the net profit or net loss of the unconsolidated subsidiaries 
will reveal the combined profits of the parent and all of its majority-owned 
subsidiaries. The significance of this information was brought out in the follow- 
ing case cited by the executive assistant to the Committee of Stock List of the 
New York Stock Exchange: 


A very large corporation formerly published consolidated statements including 
only its wholly-owned subsidiaries. These statements apparently justified the divi- 
dends which were regularly paid. It also held from 75% to 85% of the stock of 
certain large unconsolidated subsidiaries. When asked to publish either fully con- 
solidated statements or separate statements of the subsidiaries, it developed that the 
companies’ proportion of the current losses of the unconsolidated subsidiaries had for — 
years been larger than the total profits of the rest of the system as shown by the 
unconsolidated statements. Certainly, in this case, however unintentionally, the 
stockholders had been misled. 


Secondly, the difference between current earnings accruing to the parent, less 
dividends declared, will determine the net increase or decrease in the parent’s 
equity in its unconsolidated subsidiaries. If the investment account of the com- 
pany in its unconsolidated subsidiaries has been kept at cost, such information, if 
available annually from date of acquisition to the date of the latest financial re- 
port, would permit the reader to determine the present equity of the company in 
the net assets of its unconsolidated subsidiaries. 


Minority Interests. The size of minority interests in the capital stock of sub- 
sidiaries indicates how large a share of their earnings and assets belongs to others 
than the parent corporation. The amount of such minority interests must be 
stated separately in consolidated statements filed with the S.E.C. This is de- 
sirable since it is only after earnings due the minority interests have been de- 
ducted that profits accruing to the parent can be determined, 
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INTERCOMPANY ITEMS AND TRANSACTIONS. Since consolidated 
statements are designed to show the financial condition and earnings of the entire 
group of corporations as a unit, intercompany sales, profits, dividends, loans, etc., 
are eliminated, if significant in amount. Practical considerations may at times 
necessitate minor exceptions to this rule. In such cases, Rule 4-08 of Regulation 
SX of the $.E.C. requires the following disclosure: 


In general, intercompany items and transactions, if significant in amount, shall be 


eee if not eliminated, a statement of the reasons and the method shall be 
made. 


Other Reports 


STATEMENT OF RETAINED EARNINGS. This statement shows the 
balance of retained earnings at the beginning of the accounting period and the 
items that have resulted in the retained earnings figure at the end of the 
period. These may include the net income for the period, dividends paid, ad- 
justments in retained earnings relating to prior years, reductions or increases 
resulting from the sale or reacquisition of the corporation’s own stock, transfers 
to and from appropriated retained earnings, and other nonoperating charges or 
credits made directly to retained earnings. Fig. 3, adapted by the Accountants’ 


J COMPANY 
STATEMENT OF RETAINED EARNINGS 
Year Ended December 31, 19— 


Balancehatr antlary 1 .919=—tiinapprOpria ted wns lcr «acts eae oe ne etree ereeeneys $xxx 
Transfer from amount previously appropriated for contingencies (no longer 
MEG UIE Ci) a syed shes chen Aes Pacgyntpves. seta sfic6 sm tosierehanea Sintra. seo taagla cere XXX 
$xxx 
Deduct: 
Bee Ne Gl OSS HILO Ieewtila © anya emetic ay Sey vos. ete case a a okay scevoeleyarnice rar Taare tas $xxx 
Cashedividends declared—$0.20) a share .6,550%.c.0000% «oa = 00 2 bboelt ome XXX XXX 
BalanceratWecemberns2 tel O == yeucssehsyaeecnseeloue SUI. REO Ttaele  Resaeneee, $xxx 


Fig. 3. Statement of retained earnings. 


Handbook from an actual annual report, illustrates a typical statement of re- 
tained earnings: 

The statement of retained earnings ties together the net income figure on the 
income statement with the final retained earnings figure on the balance sheet. 
In many cases, the statement is shown as a continuation of the income statement. 
Fig. 4, adapted by the Accountants’ Handbook from an annual report of the 
Radio Corp. of America, illustrates a combined statement of income and re- 
tained earnings. 


THE FUNDS STATEMENT. The funds statement is widely used by 
financial analysts. If such a statement is not prepared by the company, the 
analyst often attempts to prepare one from information obtained from other 
reports and supplementary data. 

The American Institute of Certified Public Accountants (Perry Mason, Cash 
Flow Analysis and the Funds Statement) describes the funds statement as follows: 


The funds statement, as a part of the annual report of the corporation, can be 
characterized as a condensed report of how the activities of the business have been 
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we COMEAINNG 
CONSOLIDATED EARNINGS 


Year Ended Year Ended 
Dec. 31, 19X2 Dec. 31, 19X1 


PRODUCTS AND SERVICHS SOLD! sone caesecaee eee ee ete $xxx $xxx 
Cost oF OPERATIONS: 
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MATERIALS AND SERVICES BouGHT FROM OTHERS .... XXX XXX 
DEPRECIATION AND PATENT AMORTIZATION .........- sonen d:0/0:4 
INTEREST ON BorrowED MoNEY ...............-00+- OKO xO08 
State, Locan aNnp MIscELLANEOUS TAXES .......... KOK XXX 
$xxx $xxx 
Prorit BeroreE FreperaAL TAXES ON INCOME ........... $xxx $xxx 
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Federal excess profits tax (applicable to a sub- 
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Toran Fepnran TAXES ON INCOME ..........2..0.0.045 $xxx $xxx 
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REINVESTED EARNINGS AT BEGINNING OF YEAR ........ XXX XXX 

$xxx $xxx 


DiviENDS DECLARED: 
For current year: 


Preferred stock? $3'50"per*share’ ese) oe eee. eee $xxx $xxx 
Common stock: 
Regular dividend—$1.00 per share ............ NOOK Boxew 
Extra dividend for 19X2—20 cents per share... OOK — 
Total current: year ran othe eee eee $xxx $xxx 
For first quarter 19X3: E 
Preferred stock, 874% cents per share ............ XXX — 
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REINVESTED EARNINGS AT END oF YEAR ............-. $xxx $xxx 


Fig. 4. Combined statement of income and retained earnings. 


financed, and how the financial resources have been used, during the period covered 
by the statement... . 

The principal raw material used in the preparation of a funds statement ordinarily 
consists of a comparative balance sheet, with the net changes which have taken place 
in the various items during the period being indicated. Also needed are analyses of 
certain accounts, especially the retained earnings, where the differences between the 
beginning and ending balance sheet figures need adjustment for satisfactory report- 
ing, or where a difference is the result of a combination of several items which must 
be separated... . 

The statement organizes this material, after some eliminations, combinations, and 
additional analysis and reclassification, into two principal groups—(1) sources of 
funds and (2) application, disposition, or use of funds. Broadly speaking, sources of 
funds are indicated by decreases in assets and increases in liabilities or in the stock- 
holders’ equity, while applications of funds are associated with increases in assets 
and decreases in habilities or in the stockholders’ equity. 
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Comparative funds statements, covering several years of operations, enable the 
reader to obtain useful information such as the financing methods used in the past 
dividend policies which have been followed, and the contribution of funds derived 
from operations to the growth of the company, They may also provide reliable clues 
as to the future financial requirements. 

. . . This statement is often more comparable with those of other companies than 
are the balance sheet and the income statements since . . . some of the major varia- 
tions in accounting procedure are eliminated in the calculation of the “cash flow” or 
funds provided from operations. . . . 


The A.L.C.P.A. concludes that the funds statement should be treated as a major 
financial statement and presented in all annual reports of corporations and be 
covered by the auditors in the short-form report. It should be broad enough to 
cover all financial management operations rather than merely a reconciliation 
of cash or working capital. A typical funds statement also known as a statement 
of application of funds, is shown in Fig. 6, p. 42. (See further discussion below 
under Comparative Statement Analysis.) 


Other Statements. Many other types of financial data are also available on 
occasion, ranging from simple supporting schedules to explain certain items in the 
statement of financial position and the income statement to complex reports pre- 
scribed by various supervisory credit agencies in which the firm may present its 
data in a manner significantly different from the formal statements and various 
kinds of financial summaries and graphic presentations. Of particular interest to 
some users of financial statements are estimated statements. These are gener- 
ally in one of two forms—‘“budgets” or “pro forma statements.” Budgets are 
not generally made available outside the firm. They are a description of the 
planned financial results for the firm for a coming period and can be extremely 
useful management tools. Because of the subjective nature of the estimates in 
budgets, outside analysts cannot assume exact reliability, nor is the auditing 
profession prepared to “audit” budgets. The pro forma statements give effect to 
planned or proposed transactions. They are commonly used in connection with 
the receipt and disposition of funds to be derived from the sale of securities. 
They may also be used in presenting a balance sheet for the end of the coming 
year based on the expected changes resulting from operations. 


Certification of Reports 


ROLE OF CERTIFICATION. The certification of financial statements by 
independent and public accountants gives added assurance that the information 
has been presented in accordance with accepted principles of accounting, 
except if otherwise expressly indicated. Statements filed with the S.E.C. and other 
regulatory bodies must be certified by independent public accountants. The 
auditor’s report that must accompany the financial statements required by the 
S.E.C. must contain a brief explanation of the scope of the audit, the accountant’s 
opinion of the financial statements covered by the certificate and the accounting 
principles and practices reflected therein, together with any matters in the state- 
ment to which the independent accountant takes exception. 


STANDARDS FOR CERTIFICATION. The American Institute of Cer- 
tified Public Accountants has attempted to establish accepted standards for 
auditing and certification. There is general agreement in the profession that the 
audit examination should be performed by persons having adequate technical 
training and proficiency as auditors. Furthermore, in all matters relating to the 
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assignment, independence in mental attitude should be maintained by the audi- 
tors. A further requirement is for due professional care in the performance of 
the examination and preparation of the report. 

The American Institute of Certified Public Accountants (Accounting Research 
and Terminology Bulletins) states: ‘““The responsibility of the auditor is to ex- 
press his opinion concerning the financial statements and to state clearly such ex- 
planations, amplifications, disagreement, or disapproval as he deems appropriate.” 
Although this is the responsibility of the independent auditor, the A.I.C.P.A. rec- © 
ognizes that the accounts of a company are primarily the responsibility of the 
management. However, it recommends application of similar principles and 
procedures for those who prepare the financial statements as for the independent 
auditors. 


FORM OF REPORT. A short-form, two-paragraph accounting report rec- 
ommended by the A.I.C.P.A. is given below. Limitations as to the scope of the 
examination may be included in the first paragraph and qualifications of the 
opinion are usually expressed in the second paragraph. In some cases, the two 
paragraphs are put in reverse order and combined into a single paragraph. 


Date 
Addressee : 

We have examined the balance sheet of X company as of December 31, 19—, and 
the related statement(s) of income and surplus for the year then ended. Our exami- 
nation was made in accordance with generally accepted auditing standards, and 
accordingly included such tests of the accounting records and such other auditing 
procedures as we considered necessary under the circumstances. 

In our opinion, the accompanying balance sheet and statement(s) of income and 
surplus present fairly the financial position of X company at December 381, 19—, and 
the results of its operations for the year then ended, in conformity with generally 
accepted accounting principles applied on a basis consistent with that of the preced- 
ing year. 

Signature of accountant 


Formerly, a variety of forms were used. Accounting Trends and Techniques 
(A.I1.C.P.A.) reported, however, that a survey of six hundred annual reports for 
the year 1961 indicated that all of the reports contained the recommended short- 
form auditors’ report or its modified version. Thus, uniformity has been achieved 
in this respect. 


Analysis of Financial Statements 


NEED FOR CRITICAL ANALYSIS. Because financial statements are not 
ordinarily prepared for special purposes, such as investment analysis, and be- 
cause there will necessarily be differences of opinion in appraising many items in 
the earnings statement and the balance sheet, there is need for critical analysis 
of even the most detailed and elaborate financial statements. The elements of 
opinion and accounting convention that enter into the preparation of financial 
statements make it necessary, in particular, to examine the principal items and 
practices that may tend to distort reported earnings. 

Reported earnings can be distorted through (1) overstatement or under- 
statement of major items of income or expense; (2) estimates for depreciation, 
depletion, and contingencies; and (3) treatment of nonrecurring and nonoperat- 
ing gains and losses. The analyst’s task may also be greatly complicated by lack 
of sufficient detail and clarity in the data presented. 
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Cash or Accrual Accounting. One of the major concerns of the analyst is to 
note whether the income statement is prepared on a cash or an accrual basis. 
The cash basis reflects only income and expenditures resulting from actual cash 
receipts and cash disbursements. Such a statement ordinarily is known as a 
statement of cash receipts and disbursements, and is not a true reflection of in- 
come earned and costs and expenses incurred during the period. Since most 
business is conducted on a credit basis, a statement that’ portrays only cash 
transactions usually fails to reflect all of the transactions affecting gains and losses 
for the period under review. 

The accrual basis takes into account all transactions during the period under 
review, whether on a cash or credit basis. For example, on the accrual basis a 
$5,000 sale to a customer on December 15, delivered that date, payment to be 
received 30 days later, would be included in the income statement as part of 
gross revenue for December, notwithstanding the fact that the receipt of cash 
would not occur until the following month. On the cash basis this amount would 
be excluded from December income and included in January, when the cash is 
actually received. Unless it is specifically stated to the contrary, an income 
statement is presumed to have been prepared on the accrual basis. 

When the company closes its books at the end of the year, there invariably 
exists certain unrecorded items of income and expenses. Unless these items are 
reflected in the accounts, income for the current and subsequent years will be 
distorted. Such items include accrued income and expense and deferred in- 
come and expense. Omission of accrued income and deferred expense will under- 
state current income, whereas omission of accrued expenses and deferred income 
will overstate earnings. 

Expenses Subject to Managerial Discretion. There is room for very 
wide differences of opinion and practice in handling charges against income that 
are determined by management rather than by actual obligations incurred or 
cash expended. Included in this group are provision for depreciation, depletion, 
amortization, doubtful accounts and. notes receivable, and contingencies. Also 
subject to a wide range of managerial discretion are maintenance and repairs, 
rents, royalties, management and service contract fees, reserves for taxes other 
than federal income and excess profits taxes, and bonuses to officers and directors 
based upon sales or net profit. The S.E.C. considers the disclosures of these items 
of such major importance that the submission of schedule XVI, entitled “Supple- 
mentary profit. and loss information,’ which contains a listing of these items, is 
mandatory for all financial statements filed with the Commission. 

Since the determination of amounts charged against income in any one operat- 
ing period for such expenses rests with management, net income can obviously be 
manipulated to show a greater or lesser amount depending upon the objective 
sought. The analyst requires disclosure in the financial statements of pertinent 
information relating to these items, together with an explanation of the policy 
followed, if he is to be able to interpret the results satisfactorily. 


PURPOSES OF STATEMENT ANALYSIS. Generally speaking, there 
are at least three groups who are interested in the financial statements of a 
business enterprise. These are: (1) owners or investors, (2) creditors, and (3) 
management. Although all are interested in the financial condition and operating 
results of the organization, the primary information that each seeks to obtain 
from these statements differs materially, reflecting the purpose that the state- 
ment is to serve. Management is primarily interested in a tool that will measure 
costs and efficiency and facilitate intelligent decisions, Investors desire primarily 
a basis for estimating earning power. And credit men and commercial banks 
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are concerned primarily with liquidity and ability to pay debts within the early 
future. Yet, with few exceptions, the same balance sheet and income statement 
are presented for all these purposes. This has caused many students of the 
subject to suggest the preparation of separate or single-purpose statements 
in such form and detail as will best serve the primary interests of each of the three 
groups specified. 

On the other hand, it has been pointed out that there is no substantial differ- 
ence in the form of financial statements that serve the needs of all the various 
interested groups and that the practice of preparing one set of statements 1s too 
deep-rooted to be easily abandoned. Consequently, it has been suggested that 
financial statements be prepared in such a manner as will reveal to the statement 
analyst all essential financial and operating data ordinarily required to form an 
intelligent judgment of the condition of the business, whether it be for investment, 
credit, or management purposes, Along these lines, Bonbright (The Valuation of 
Property) offers the following suggestion: 


Further research would consider the question whether a workable multiple-purpose 
scheme of accounts might not be so devised that, by the aid of a pencil and paper, 
a reader could reconstruct the accounts to fit his own requirements. (For example, 
such a multiple-purpose balance sheet might report a valuation of current assets at the 
lower of “cost or market,” but with a footnote indicating the cost on one hand and 
the current market price on the other hand.) 


This procedure has been favored by the S.E.C. (particularly in Regulation SX). 


INVESTMENT ANALYSIS. The primary objective of most investment 
analysis is to appraise prospective earning power. Broadly speaking, an analysis 
to determine bond quality takes into consideration (1) earning power, (2) work- 
ing capital position, and (8) property protection. Principal emphasis is placed 
upon the trend of near and long-term earnings, which in turn calls for con- 
sideration of conditions and prospects in the industry, caliber of management, 
and other related factors. Working capital position is highly important as a 
measure of solvency. It indicates the ability of a company to meet debt maturi- 
ties in times of reduced earnings, and to finance improvements and expanding 
business without heavy borrowing. Property protection is important chiefly as 
an indication of relative treatment in the event of reorganization. (See Sec. 7 on 
Security Analysis for detailed discussion.) 

Reported earnings can only be interpreted intelligently in the light of account- 
ing policies pursued, particularly as regards such matters as nonrecurring profits 
and losses, depreciation and depletion, reserves for contingencies, inventory 
valuations, etc. Accounting conventions may present a picture that could be 
misleading to the unwary investor. 


CREDIT ANALYSIS. Credit men and commercial bankers are primarily 
concerned with liquidity and a borrower’s ability to meet his short-term obliga- 
tions. Therefore, the ratio of current assets to current liabilities and the ade- 
quacy of working capital are most carefully scrutinized. Balance sheet analysis 
tends to take precedence over the income statement. 

Balance sheets prepared or certified by independent public accountants for 
credit purposes do not purport to reflect market values, but are presented as 
values in use or going concern values. Public accountants do not hold them- 
selves out as appraisers of fixed asset or inventory values. However, the National 
Credit Office and representatives of the New York State Society of Certified 
Public Accountants have agreed that all assets and liabilities susceptible of verifi- 
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cation by direct correspondence should be so verified by independent public ac- 
countants. 

Fixed assets and noncurrent indebtedness are given less attention by the 
short-term credit grantor than by the long-term creditor, although that portion 
of the long-term debt that matures in the early future may profoundly affect the 
current position and should be included therein. Equally, the need for replace- 
ment of obsolete or fully depreciated machinery may drastically alter the current 
asset position of the company. 

Until more recent years, the income statement was neither requested by, nor 
submitted to, the credit grantor. The balance sheet, reflecting the current posi- 
tion and net worth, was considered adequate. The depression of the 1930’s, with 
its accompanying increase in business failures, demonstrated the need for analyz- 
ing operating statements of the borrower if the credit grantor was to judge 
risks intelligently. Since that time, the practice of securing the borrower’s income 
statement has become general, for lack of earning power may cause losses to 
creditors even if a strong working capital position exists. Under such conditions 
liquid assets can be dissipated rapidly. Conversely, large earnings may make the 
credit risk small even if the current position is weak. 


ANALYSIS FOR FINANCIAL MANAGEMENT. Management seeks 
information that will promote efficiency and increase profits, and provide a basis 
for intelligent decisions in the conduct of the business. Balance sheet analysis 
helps to measure efficiency of utilization of assets. The income statement, how- 
ever, is most valuable for control purposes, indicating operating efficiency of the 
enterprise as a whole and individual departments, results of expansion, etc. 

Analysis by comparisons is common procedure. Comparison of a company’s 
financial statements with those of other companies in the same industry measures 
its relative efficiency. Comparisons of current monthly operating figures with 
those of related months in previous accounting periods, and comparisons of the 
current annual report with previous annual reports, reveals sales, cost, and profit 
trends. 

Another common form of analysis is a statement that presents details of opera- 
tions in comparison with planned and budgeted figures. These analyses help 
management to enforce its policies, to locate strong and weak points in the 
operating organization, and to maintain a running control over expenditures. 


Ratio Analysis 


USE OF FINANCIAL RATIOS. Ratio analysis is the process of determin- 
ing and interpreting numerical relationships based on financial statements. Pres- 
entation of these ratios enables the user to better understand financial statements 
than by looking at the absolute quantities alone. Major classes of financial ratios 
include balance sheet ratios, income statement ratios, interstatement ratios, and 


per share ratios. 


SIGNIFICANT RATIOS. Significant ratios are those that express relation- 
ships that are important for the purpose of the analysis. A prospective purchaser 
of stock might be very much interested in earnings per share, whereas this ratio 
might have little meaning to the supplier considering selling to the company on 
an open line of credit. Since management has the responsibility for administering 
the assets, its primary concern should be operating return relative to total assets. 
Stockholders, on the other hand, are primarily interested in net profit relative 
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to stockholders’ equity or, perhaps, even more so, in the profit per share relative 
to the market price of the ‘stock. 

A widely accepted group of ratios for credit analysis are those published by 
Dun & Bradstreet, Inc. (Foulke, Twenty-Five Years of the Fourteen Important 
Ratios). These ratios, along with a number of other commonly used ratios, are 
discussed in the following pages. 


Limitations. In using ratios the analyst must keep a few general limitations 
in mind. One is that a ratio is no better than the specific absolute figures from 
which it is derived. Consequently, awareness of the approach used in prepar- 
ing the financial statements is important in determining the usefulness of the 
ratios developed from them. The analyst must. also be sure of the accounting 
definitions of the items included in the ratios. For example, some firms may 
classify certain prepayments as current assets whereas others may include them 
in another section of the balance sheet. 

A second limitation is that the ratios are not meaningful in and of themselves. 
They are useful only when compared to some standard, such as the ratios of 
previous periods or those of other companies. It is up to the analyst to select 
good standards since the conclusions drawn from the ratios can be no better than 
the standards against which they are compared. 


BALANCE SHEET RATIOS. The ratios discussed below are derived from 
the balance sheet. There are many other balance sheet ratios suggested by some 
authors, but most are merely rearrangements of the ones here described. Exam- 
ples are current liabilities to total capitalization, current liabilities to total assets, 
fixed assets to net working capital, ete. 

Balance sheet ratios are used mainly in analyzing the financial position of the 
company. They deal with relationships between owners and short-term and 
long-term creditors, sources and uses of funds, and degrees of liquidity of the 
assets. These ratios are of particular importance to analysts mainly interested in 
the company’s ability to meet its obligations, whereas the income statement ratios 
subsequently discussed are of primary importance to those whose main concern 
is the degree of profitability of the firm. 


Current Ratio. The current ratio is computed by dividing the current liabili- 
ties into current assets. Thus, company A, with current assets of $500,000 and 
current liabilities of $250,000, shows a current ratio of 2:1. For every $1 of cur- 
rent debt the borrower has $2 of current assets on hand. This relationship is of 
prime importance to the short-term creditor as it gives some indication of a 
borrower’s ability to meet his current obligations. It must be kept in mind, 
however, that current assets are not the only source of funds to meet current lia- 
bilities. For example, the firm may borrow from new creditors to repay old. 

A current ratio of 2:1 has long been considered generally satisfactory but in- 
discriminate use of this standard is unsound. The electric utility operating com- 
panies have operated successfully for many years with current ratios averaging 
much nearer 1:1 than 2:1. On the other hand, many manufacturing enterprises 
would be in rather difficult shape if their current ratios were as low as 2:1. It is 
necessary to recognize, therefore, that the current ratio varies from industry to 
industry and, within the same industry, from season to season. 


Acid-Test Ratio. The acid-test ratio is computed by dividing current liabili- 
ties into current assets exclusive of inventory. The remaining current assets, 
consisting of cash, marketable securities, and accounts and notes receivable, are 
sometimes called “quick” assets, and this ratio is sometimes called the “quick” 
ratio. 
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The acid-test ratio is a supplementary measure of liquidity that places more 
emphasis on immediate conversion of assets into cash than does the current 
ratio since, in the event of difficulty, most of the “quick” assets could be con- 
verted into cash fairly quickly to meet maturing liabilities. In the past, a “quick” 
ratio of 1:1 has been considered favorable since for every dollar of current lia- 
bilities there is a dollar of “quick” assets. However, accounts and notes receiv- 
able are not necessarily convertible at face value into cash on very short notice. 
Furthermore, additional cash needs may arise beyond the amount of the current 
habilities at any given time. Thus, like the current ratio, a reasonable standard 
for the acid-test ratio will vary from season to season and ‘industry to industry. 


Current Liabilities to Owners’ Equity. This ratio has also been expressed 
as current liabilities to tangible net worth, which equals capital stock and surplus 
less intangible assets. Since it is uncommon today to find companies with sub- 
stantial amounts of intangible assets, in practice the two ratios are essentially 
the same. In the past, intangible fixed assets were excluded on the theory that in 
liquidation they brought little if any cash. However, it is recognized that in 
liquidation many other assets may also sell for amounts considerably less than 
the values carried on the books. Furthermore, conservative accounting practice 
in recent years has accepted valuation of intangible fixed assets only in connection 
with a market sale of these assets, which would result in a valuation regarded 
as reasonable. 

A company with current liabilities of $250,000 and net worth of $750,000 
(capital stock $300,000 and surplus $450,000) has a ratio of 1:3, which means 
that current liabilities are 33% of owners’ equity. In many cases, this would 
appear to be an ample margin of safety since for every dollar contributed by 
short-term creditors, stockholders have supplied $3. 

This ratio is a measure of the degree of protection to short-term creditors pro- 
vided by the owners. The higher the ratio, the lower the protection to the 
short-term creditors. If the company also has long-term debt, the. ratio of total 
liabilities to owners’ equity should also be considered. 


Fixed Assets to Owners’ Equity. This ratio gives an indication of the extent 
to which owner-contributed capital has been invested in fixed assets. The more 
of the owners’ contribution that is tied up in fixed assets, the less is their contri- 
bution to current assets, which may mean that creditors have contributed a large 
proportion of the total. In difficult times, overinvestment in fixed assets adds to 
the difficulties by increasing depreciation, maintenance, and taxes and thus reduc- 
ing profits. 

The higher this ratio, the less the protection for creditors. If it exceeds 100%, 
which is standard practice for utilities and railroads, it would be a mark of weak- 
ness for many industrial operations and would indicate a need for additional 
equity capital. 


Funded Debt to Net Working Capital. Relating funded (long-term) debt 
to net working capital (current assets minus current liabilities) is one way of 
examining creditor contribution to the more liquid assets of the firm. For most 
industrial concerns, funded debt should not exceed net working capital—in fact, 
for many firms it should be less. If net working capital is less than funded debt, 
there may be difficulty over the long run in meeting financial obligations, thdind: 
ing maturities on the funded debt. 


Inventory to Net Working Capital. This ratio is determined by dividing 
the inventory by the amount of the net working capital (current assets minus 
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current liabilities). Foulke (Practical Financial Statement Analysis) points out 
that this relationship has unusual significance since net working capital changes 
moderately from one year to another whereas inventory may fluctuate sub- 
stantially. He suggests that inventory should be no greater than 75 to 100% of 
net working capital. The standard obviously depends upon the specific situation. 
Because inventory is the least liquid of the current asset items, it would be de- 
sirable for current assets other than inventory to at least equal current lia- 
bilities. . 

Owners’ Equity to Total Assets. The ratio of stockholders’ to total assets is 
sometimes called the equity or the proprietary ratio. Generally speaking, the 
higher the ratio the stronger the financial condition of the firm, since a larger 
proportion of the borrower’s resources will have been obtained from owners’ 
contribution. Economic upheavals may bring severe financial losses that will 
affect particularly those who depend heavily on borrowed funds. By many credit 
analysts this ratio is ranked in importance with the current ratio. It is of special 
interest to long-term creditors and is of greater value than the current ratio in 
analyzing the capital structure for the long-run solvency of the firm. 

Proper proportions of debt to net worth vary from industry to industry. The 
important criterion is for total debt to be kept within manageable limits. The 
more stable the industry, the greater the amount of liabilities that may be in- 
curred with safety. However, there is a point for any firm beyond which addi- 
tional borrowing may indicate potential future difficulty. 

The temptation to trade on the equity is great since the smaller the amount 
of contributed capital, the larger the return to stockholders, assuming a satisfac- 
tory profit margin on sales. The danger lies in the need for meeting interest 
charges and debt maturities in depressions as well as in profitable periods. Heavy 
fixed charges in a period when profits are abnormally low are a common cause of 
financial difficulty. 


Funded Debt to Total Capitalization. In many larger corporations capitaliza- 
tion comprises long-term bonded debt as well as capital stock and “surplus.” 
Although some writers use the term “capitalization” to include only the par 
value of bonds and capital stock outstanding, for many purposes it is desirable to 
include surplus as well. Particularly is this true for corporations with low par or 
no-par stock carried in the balance sheet at a relatively small amount, so that 
surplus represents the bulk of the stockholders’ equity. Exclusion of surplus 
would then misrepresent the amount of capital in the business. 

The ratio of funded debt to total capitalization, expressed as percentage of the 
total, reflects the relationship between long-term borrowed capital and perma- 
nent contributed capital. It is computed by dividing total capitalization, usually 
less book value of intangibles, into the amount of the funded debt. Thus a cor- 
poration with a bonded indebtedness of $600,000, preferred stock outstanding of 
$300,000, common stock $150,000, surplus $100,000, and intangible assets $150,000 
has a capitalization of $1,000,000 (for computation of this ratio it is common 
practice to eliminate from net worth the book value of intangible assets). Of 
this total 60% represents long-term borrowed capital and 40% the stockholders’ 
equity or contributed capital. Although no hard and fast rule can be set down 
as to what a proper relationship should be in such cases, one rough rule of thumb 
is that the maximum percentage of funded debt for public utilities and railroads 
should not be in excess of 50% of capital structure and for industrials 331%4%. 
Earning power may justify a higher or make desirable a lower maximum per- 
centage in each case. 
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A too-heavy debt burden reduces the margin of safety to bondholders,  in- 
creases fixed charges upon earnings, decreases earnings available for dividends to 
stockholders, and, in the case of a sudden depression, may bring on insolvency 
and force reorganization. 


Fixed Assets to Funded Debt. A ratio of 2:1 in this case would mean that 
for every dollar of bonded indebtedness there are available two dollars of book 
value of fixed assets to meet the obligation. But since book value and actual 
liquidating value may be greatly at variance, this ratio can at best be considered 
only an indication of relative security. In computing book value of fixed assets, 
depreciation should be deducted. Earning power is the ultimate test of bond 
values, and this property ratio is therefore only a supplementary measure. 


INCOME STATEMENT RATIOS. The following ratios are determined 
from figures taken from the income statement. A number of other ratios based 
on the income statement are also commonly used. Frequently, for example, each 
item on the statement is expressed as percentage of net sales. These ratios are 
used primarily to analyze the profitability of a company’s operations. 


Operating Ratio. This ratio is determined by dividing net sales into total 
operating expenses and is expressed as a percentage. Total operating expenses 
include virtually all costs except financing costs and income taxes. They include 
cost of goods sold and selling, general, and administrative expenses. This ratio is 
the most general measure of operating efficiency and is therefore particularly 
important to management in judging its operations. The difference between the 
operating ratio and 100 gives the ratio of operating income to net sales, or 
operating profit. Obviously, the lower the ratio, the higher the margin of profit. 
According to Donaldson and Pfahl (Corporate Finance) the ratio measures the 
efficiency of operations but not the efficiency or profitability of all activities of the 
firm, since it does not take into account nonoperating items such as bond inter- 
- est and profit from sale of fixed assets. 


Net Profit Margin. This ratio is also sometimes called net profit to sales, 
return on sales, or the profit ratio. It is determined by relating the net income 
after taxes to the net sales for the period and measures the profit per dollar of 
sales. Because of changing tax situations, this ratio is also often determined by 
using income before taxes rather than after taxes. If operating profit is used 
instead of net profit, the ratio becomes the complement to the operating ratio 


discussed above. 


Number of Times Fixed Charges Earned. This ratio is commonly deter- 
mined by dividing bond interest charges (and sometimes certain portions of 
fixed rentals) into the firm’s net profit before taxes and fixed charges for the 
Net income + income taxes + fixed charges 

fixed charges 

tor indicates the earnings available for payment of interest and other fixed 
charges that are deductible as business expenses in determining taxable income. 
This ratio is used mainly as a measure of the ability of the firm to meet interest 
charges to bondholders. Graham, Dodd, and Cottle (Security Analysis) state 
that the present-day investor is probably accustomed to regarding the ratio of 
earnings to fixed charges as the most important specific test of safety of bond 
investment. 

It is generally recommended that this ratio be determined before income 
taxes rather than after and that correspondingly higher standards be used. It is 


. The numera- 


period. This is stated: 
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also recommended that for an individual bond issue the ratio be determined on a 
“total-deductions” method. This means that regardless of the priority of the 
specific bond issue, all bond interest charges of that company should be included 
in the fixed charges used to determine the ratio. Thus, under the “total-deduc- 
tions” method all bond issues of the company would have the same “number of 
times fixed charges earned” ratio. 


INTERSTATEMENT RATIOS. The five ratios discussed below are inter- 
statement ratios. That is, they relate to quantitative measures of which one 
is taken from the balance sheet and one from the income statement. In using 
interstatement ratios, it is necessary to use average balance sheet figures for 
the period of time covered by the income statement under consideration. Many 
other interstatement ratios could be developed but the five described below are 
the most common. 


Receivables Turnover. The receivables turnover measures the relationship 
between credit sales during the accounting period and average receivables out- 
standing during the period. This ratio is also called the collection ratio or the 
receivables to sales ratio and is sometimes expressed as the average number of 
days receivables are outstanding. The average number of days that uncollected 
sales are outstanding is computed by multiplying the ratio of outstanding receiv- 
ables to net sales by the number of days in the business year. For this purpose 
360 is ordinarily used instead of 365 days. Thus, in the case of a company that 
had average outstanding accounts and notes receivable from customers of $120,- 
000 and credit sales for the year of $720,000, the receivables to sales ratio would 
be %, the receivables turnover would be 6, and the average receivable would be 


; $120,000 *, 
outstanding for $750,000 < 360 = 60 days. If normal terms of sale are 30 days, 


then one-half of the receivables would seem to be past due. 

The collection ratio is a valuable measure of the collectibility of receivables 
and a good supplementary test of the validity of the current ratio. If the 
collection period is substantially in excess of the usual trade terms in the indus- 
try, it is probable that many of the receivables will never be collected. Moreover, 
difficulty may be caused by the excessive amount of working capital tied up in 
receivables. In such cases, the analyst should obtain detailed schedules of the 
accounts receivable showing amounts not yet due, amounts due, and amounts 
past due, broken down into classifications such as 30 days past due, 60 days past 
due, etc. Care should be taken that all cash sales are excluded and only credit 
sales are included in this computation. 


Merchandise Turnover. Ordinarily, the greater the merchandise turnover, 
the larger the amount’of profit, the smaller the amount of capital tied up in 
inventory, and the more current the merchandise stock. In addition, the concern 
with the more frequent turnover, other things being equal, has a great competi- 
tive advantage in that it can afford to sell its merchandise at a lower price, for 
increased sales volume may yield a larger total profit even though the margin of 
profit per unit is slightly less. 

Merchandise turnover, therefore, is a valuable measure of merchandising effi- 
ciency and inventory quality, especially of style and perishable goods. It is 
computed by dividing average inventory into the cost of goods sold. If an income 
statement gives opening and closing inventories, the average inventory is arrived 
at by adding these figures and dividing the total by two. If monthly inventories 
can be obtained, a more accurate average would be arrived at by adding to- 
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gether the monthly inventories and dividing by the number of months involved. 
The following example illustrates the computation of merchandise turnover: 


Inventory at beginning of year’... 2)... 222 02... $ 650,000 
Inventory af) end of year’) Ll. 29 ae OH) eloeey, 350,000 

EB otall Face et ROS CMU OM TOT. MERE Attd I OLS: $1,000,000 
Average Inventory ($1,000,000 divided by two) ........ $ 500,000 


Cost of Goods Sold — $2,500,000 


Average Inventory $ 500,000 TRUSS ay 


Merchandise 
Turnover 


In the above case, the merchandise turnover is 5 times a year or, on the basis 
of 360 days, it may be stated that, on the average, the total stock is sold out 
every 72 days (360 divided by 5). If the average turnover in the industry is less 
than 5, the rate of turnover in the above case would be considered a favorable 
turnover. If, on the other hand, the average in the industry is 6 times a year, 
so that inventory is turned over approximately every 60 days, then this turnover 
might be considered too slow. 

If the turnover of the firm is materially at variance with the average turnover 
in the industry, further investigation is desirable. A low turnover may be due 
to a variety of reasons, including poor merchandise, overvaluation of closing in- 
ventory, overbuying, a large stock of old, unsalable merchandise still carried at 
cost, an anticipated future increase in sales, or a planned policy of substantial 
stock to meet unusual requests. If the latter is the case, the low inventory turn- 
over may still be desirable in terms of its effect on sales and profits. A substan- 
tially higher rate of turnover than industry average might indicate superior 
merchandising but it might also disclose conservative pricing of closing inventory, 
a real shortage of inventory for needed sales, inventory taking at a point when 
inventory was unusually low, a contemplated reduction in sales, etc. It should 
therefore not be concluded that a high inventory turnover is in and of itself 
desirable. 


Turnover of Owners’ Equity. This is a measure of the efficiency of the em- 
ployment of the net worth in the operations of the business. The ratio is com- 
puted by dividing tangible net worth into net sales. A comparison with the standard 
ratio for the industry will serve to indicate whether the borrower is overtrading or 
undertrading. Overtrading refers to an excessively large volume of sales in pro- 
portion to capital invested, and undertrading is the reverse. The danger of 
overtrading lies in the fact that the borrower must have recourse to larger 
amounts of credit, to a point where creditors may contribute a larger amount of 
funds for current operations than the owners. As the ratio of debts to owners’ 
investment increases, the creditors’ margin of safety decreases. If earnings fall 
off, the borrower may find himself unable to meet his obligations and be forced 
into bankruptcy, with resulting losses to creditors. Overtrading may be remedied 
by the investment of additional equity capital. A high ratio could, however, also 
indicate unusually high efficiency in operations. 

Undertrading affects management adversely in that the failure to make full 
and efficient use of invested capital results in decreased profits and, if permitted 
to continue, may eventually result in operating losses. Undertrading may be 
remedied by a more vigorous sales policy, improved methods of merchandising, 
etc. In any event, owners and creditors alike are interested in this ratio and 
should study carefully the underlying factors where the ratio is either too high 


or too low. 


8-38 FINANCIAL REPORTS 


Turnover of Net Working Capital. This ratio, which complements the 
ratio of turnover of net worth, measures the efficiency of the employment of 
working capital in the operation of the business. It is computed by dividing 
average net current assets into net sales. When compared with past performances 
and the standard ratio in the industry for comparable companies, the ratio lends 
itself to the same sort of interpretation as the turnover of tangible net worth. 
Generally speaking, the higher the turnover the greater the efficiency and the 
larger the rate of profits. Too high a turnover may, however, indicate a poten- 
tially dangerous shortage of working capital. 


Return on Investment. The rate of return on owners’ investment is, of 
course, of primary importance to management and stockholders. Hunt, Williams, 
and Donaldson (Basic Business Finance) state: 


The validity and usefulness of return on investment as a basic business objective 
for the owners and as a prime measure of performance of the steward—management— 
is gaining increasing acceptance. The increasing acceptance rests on solid grounds. 
First, the return-on-investment objective inherently recognizes the value of capital— 
the fact that its owners could use their funds to advantage in other ventures—and 
that capital is seldom available for an enterprise in unlimited amount. Second, it 
puts a premium on economical use of capital in the firm. Third, use of this per- 
formance criterion and objective points to broad avenues for improvement of per- 
formance. 


Return on investment can be computed in a number of ways in relation to 
either total assets, capitalization (equity capital plus long-term debt), or owners’ 
equity. A common ratio for management’s use is income before interest pay- 
ments and income taxes divided by total assets. This ratio provides a good 
indication of the productivity of the capital employed in the business. A varia- 
tion in this ratio is derived from the earnings (before interest and income taxes) 
divided by capitalization. This refinement emphasizes the earnings on the 
permanent capital as distinguished from the capital supplied by short-term 
creditors. 

The other major way of determining return on investment is to relate the net 
income to the stockholders’ equity, or net worth. In this case the cost of bor- 
rowed capital and income taxes are deducted before determining net income. This 
ratio is most significant when the stockholders’ equity, as stated on the books of 
the corporation, is realistically close to the market value of the stock. Stock- 
holders in publicly owned corporations frequently relate the earnings available 
to them to the market value rather than to the book value of their shares. 


PER SHARE RATIOS. A convenient tool for investors and analysts is 
earnings per share, which are obtained by dividing the total earnings for the 
period by the number of shares outstanding. If preferred stock is also outstand- 
ing, preferred dividends are first deducted in calculating earnings per share of 
common stock. Earnings per share, in turn, are often related to the market price 
of the stock to obtain the price-earnings ratio. 

The owners’ equity in the corporation is measured by the book value per 
share, which is obtained by dividing net worth by the number of shares out- 
standing. Book value represents the amount of going-concern value on the books 
of the company rather than market value or liquidation value. Many stock- 
holders tend to ignore book value entirely. Graham, Dodd, and Cottle (Security 
Analysis) state that in the majority of companies the book value per share figure 
plays so small a part as to warrant its being excluded in the process of valuation. 
However, they point out that there are a number of situations in which asset 
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values (book value per share) can be and often are a major consideration in the 
appraisal of concerns. 


Proper Use of Ratios 


STANDARDS FOR COMPARISON. A ratio, in and of itself, has very 
little real meaning unless it is compared to some appropriate standard. Selection 
of proper standards for comparison is therefore a most important element in 
ratio analysis. Donaldson and Pfahl (Corporate Finance) state: 


The four most common types of standards used in ratio analysis in financial man- 
agement are (1) absolute, (2) past record, (3) other companies’ or industry average, 
and (4) budget or plan. 

Absolute standards are those which become generally recognized as being desira- 
ble regardless of the type of company, the time, stage of the business cycle, or the 
objectives of the analyst. An example would be a standard of 2-to-1 for a current ratio. 
However, . . . absolute standards are not very meaningful. The authors do not be- 
lieve that there is an independent absolute standard which is desirable in all cases. 

The company’s own past performance can be used as a standard for the present 
or future. . . . Past standards are useful in so far as the past is indicative of the 
future. If conditions are constant, past standards become very meaningful. The 
variance of present conditions from past conditions determines the reliability level in 
using past performance ratios as standards for current or future operations. 

Other companies’ or industry average ratios are commonly used in financial 
analysis as standards. ... The problem in utilizing industry ratios or making up 
ratios for similar companies is that no two companies are exactly the same. Varia- 
tions in accounting method could lead to significant differences in ratios. In addition, 
variability of product mix, geographe location, corporate objectives, and of most 
other conditions under which business operates leads to a lack of comparability... . 
Standards developed from other companies’ data or from industry data are useful 
only in indicating areas whether further analysis and study should be made. 

A standard commonly used by management is the planned or budgeted standard. 
_,.. The budget is the statement of what the company intends to do during a stated 

period of time. Ratios developed from actual performance can be compared to 
planned ratios in the budget in order to determine the degree of accomplishment of 
the budgeted or planned objectives of the firm. Budgeted or planned standards de- 
termined in advance, taking into account the conditions of the times and the specific 
company situation, can be very useful in financial analysis. 


The discussion in the last paragraph applies primarily to financial manage- 
ments’ use of ratio analysis. Outsiders have difficulty using planned or budgeted 
standards and must place more reliance on analysis of present versus past per- 
formance and comparisons with other similar companies or with the industry. 
A number of industry standards are compiled by various organizations. Many 
trade associations collect accounting data from their members from which they 
prepare average industry ratios. These industry standards are available to the 
members of the organization and may also be made available to certain outside 
creditors and others. Dun & Bradstreet, Inc., and Robert Morris Associates are 
also sources of industry average ratios that provide standards by which creditors 
are helped to judge conditions in a particular company. 

SELECTIVE USES OF RATIOS. Although the ratios discussed above 
and certain other ratios are all of value in the interpretation of the financial 
condition and operating results of the company, certain of them are of much 
greater importance for particular purposes than others. 

Short-Term Creditors. Commercial bankers and trade creditors and other 
short-term creditors are primarily concerned with the ability of a borrower to 
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meet his current obligations promptly. As a result, they are more interested in 
such ratios as the current ratio, the acid-test ratio, and the turnover of inven- 
tory and receivables. 


Long-Term Creditors. Long-term creditors are likewise keenly interested in 
the working capital position of the borrower as an indication of ability to pay 
interest and principal even if earnings decline. They also find valuable the 
ratios of total liabilities to owners’ equity, owners’ equity to total assets, funded 
debt to net working capital, fixed assets to owners’ equity, fixed debt to total 
capitalization, and fixed assets to fixed debt. Of particular interest is the number 
of times fixed charges are earned. 


Management. All of the above ratios, with comparisons covering a period of 
years and the situation of competing companies in the same industry, are helpful 
to management in indicating if improvements in performance are possible. Per- 
centage and trend relationships in the income statement—including operating 
ratios, profit ratios, the percentages that major classes of expenses bear to sales, 
and the percentages individual items in the major expense groups bear to the 
total of that group—are valuable in this connection. Management is also vitally 
concerned with efficiency in the use of assets, as indicated by the various turn- 
over ratios. Its major use of balance sheet ratios (those of particular interest to 
creditors) is in judging creditor reaction to the company’s financial position. 


Stockholders. Present and prospective shareholders are primarily interested 
in per share ratios. Those whose major objective in holding the stock in a com- 
pany is future return place principal emphasis on rate of return and yield (divi- 
dends) on their investment. Others are primarily interested in capital appreciation, 
particularly as measured by market value. 


Comparative Statement Analysis 


COMPARATIVE STATEMENTS. In analyzing the financial condition of 
a business, management frequently compares the balance sheet from one year 
with others and notes changes in each major group of assets, liabilities, and 
equity, as well as the changes of the individual items within each group. It ear- 
ries out this process also for income statements. It may also be useful, under 


certain conditions, to project balance sheets and income statements into the 
future. 


COMPARATIVE BALANCE SHEET ANALYSIS. A comparative 
study of balance sheets at the beginning and end of a period, or between any two 
fixed dates, will disclose the changes that have taken place in the assets, liabili- 
ties, and equity between those dates. Such changes also indicate the sources from 
which funds were derived during the period and how these funds were applied. 
With some additional information, the statement of balance sheet changes 
may be called a statement of application of funds, a source and use of funds 
statement, or a funds statement (see previous discussion on page 26). All of 
these statements contain the same major sections as the balance sheet itself. The 
working capital section shows the changes in the company’s current position and 
the fixed capital section the changes in fixed assets and long-term borrowings and 
contributed capital. 

The funds statement should also include analysis of changes of certain ac- 
counts, such as retained earnings, gross fixed assets, and reserve for depreciation, 
for which some data may be drawn from the income statement. For example, it 
may be more meaningful to state that earnings contributed $100,000 to the busi- 
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ness and dividends withdrew $20,000, leaving a net gain of $80,000 in retained 
earnings, than merely to indicate retained earnings as a source of $80,000 in 
value. 

The examples in Figs. 5 and 6 illustrate one approach to the development of a 
statement of change in balance sheets. Fig. 5 is a simple work sheet used in 
analyzing changes and Fig. 6 is a summary statement that presents: (1) amount 
of funds provided and the source; (2) how these funds were applied; (3) the 
changes in working capital. 


THE APEX COMPANY 


Statement of Application of Funds 


Year Ending December 31, 19X2 
Funps Provmep: 


By Sales of “Land (25 Sea eat, Bele eel eee ee ea te erie $10,000.00 
By Saleiof StockvofrORiCompan yah. AiNs. teen: cere ere 10,000.00 
Byilssucsor ConimonuS tockute.ty.r-es 22.6 decacte. See ee ae cert eons 30,000.00 
By Tssuegolei Mou Bonds 25.5 938 ha peeeseee das eden dare ee Een eee 10,000.00 
BYPErOUES  S se evittiesuslue aan Ta eR koe Cee Oe Ee ee 2,550.00 

Rotaly Kunds: Provided tra tio... ooh aumemtes saree rosiern patton te $62,550.00 

Funps APPuirD: 

TosPurchasevok Buildings: << 7. ct cance woe some cates ee tener reciente $20,000.00 
Tosketirementnoie bretered Stockentakie. aan iar ene ene es 25,000.00 
TosRetinementeotiC7ouB ond Says wesc ae eek iy ee oe ne ee 15,000.00 
To Increase in Working Capital (per Schedule) ....................-- 2,550.00 

otal: FundspA pplied «ss jens. ee ease cas ees ee $62,550.00 


THE APEX COMPANY 


Schedule of Working Capital 
Changes in 


1G ‘ 
Dec. 31 Dee. 31 Workin age ante 


CurrENT ASSETS: 19X1 ae 1X Decrease Increase 
Mierchandiscemy: sane. aaa eee $ 7,000.00 $ 8,800.00 $1,800.00 
Accounts Receivable ......:-0...4. 3,100.00 2,650.00 $ 450.00 
Notes “Receivable: to.-0 focuses oe 2,000.00 2,500.00 500.00 
LOFT] Ve AR satin ed cea Uae, Soe barat 4,000.00 5,500.00 ; 1,500.00 

Total CurrenteAsséetsy sce ees $16,100.00 $19,450.00 
CuRRENT LIABILITIES : 
NCEOUN TS mb aya lemme eee eet $ 2,500.00 $ 2,300.00 200.00 
Niotess Ravalles crs store a7 ty artes 4,000.00 5,000.00 1,000.00 
Total Current Liabilities ....... $ 6,500.00  $ 7,300.00 
WORKING |CAPIDNAIS Seite Rte hemi $ 9,600.00 $12,150.00 
INCREASE IN WORKING CapPITAL ...... 2,550.00 


$4,000.00 $4,000.00 
Fig. 6. Statement of application of funds. 


COMPARATIVE INCOME STATEMENT ANALYSIS. A detailed 
comparison of two income statements of a company will reveal the changes in 
the particular income and expense items. Properly interpreted, causes of in- 
creases or decreases in sales, the cost of sales, and major expense items may be 
determinable from such comparisons. 
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The example below (Fig. 7) illustrates the use of the Statement of Variation of 
Net Income for the analysis and interpretation of operating data. 


J. MARSHALL & COMPANY 
Income Statements 


For Year Ending December 31 
Increase or 


19X1 19X2 Decrease * 
Net Sales ...4 404% titres. babe. $200,000.00 $252,000.00 $52,000.00 
iesse@ostiot Goods, Soldseeesnen eae. kee 150,000.00 180,000.00 30,000.00 
Crass [Pout Gia SMEG Whe soaonomcanoconnee $ 50,000.00 $ 72,000.00 $22,000.00 
Tess ayellings Dxpenses)... a... cse0 oss os 20,000.00 25,000.00 5,000.00 
INetuProft consoles: ete oso 6c Abe eed ee $ 30,000.00 $ 47,000.00 $17,000.00 
WessiGeneral ixpenses ... sss. -4. 2 cs eee as 10,000.00 12,000.00 2,000.00 
Net Profit on Operations ........0¢026..- $ 20,000.00 $ 35,000.00 $15,000.00 
Less Net Financial Expense .............. 5,000.00 4,000.00 1,000.00* 
NetuincomentorithemYear! sc scccccnse face $ 15,000.00 $ 31,000.00 $16,000.00 


J. MARSHALL & COMPANY 
Statement Accounting for Increase in Net Profit 


Neteliconie— 19 xine Sat. t.. beteey othe. OL Lee. Setar os $31,000 
Net COM e=— LON meecnsvate cee Picts. sunege tre a teeveetcats Sik oe Ae 15,000 
Increase an. Net Income pant RAST Ass Poh SOOT ke ETAL «ST ore Bots $16,000 


Accounted for as follows: 


Items IncrEASING Net INCOME: 


(A) Increase in Gross Profits, caused by: 
(1) Increase in volume of sales: 


Sales ——l GINS mere er er terete meters ota ot ties $252,000 
Sale saa OWN Aan. cok Sar ac Sakae to eneus 200.000 
25708 C1963) rate Ol promt) Of ssn, eceen .s $ 52,000 $13,000 
(2) Increase in rate of gross profit: 
Gross 
Year Profit Sales % 
TOE A hs Regt ees Siete oct $72,000 + $252,000 = 28.57+ 
(USD. lpereritinr harsh cane SC ean 50,000 = 200,000 = 25.00 
Increase in rate of gross profit 3.57 +- 
SOROS OE ne Cate eared wines Sone 719'000 
$22,000 
(B) Decrease in Net Financial Expense: 
(ICDS ae ee ey erie, ict, orate een. 3 $ 5,000 
TDG Sees Waters chacie cay beeen in cae caren Coie eS ate 4.000 1,000 $23,000 
Items Decreasina Net INCOME: 
(C) Increase in Selling Expenses: 
DOD Ble gc meus. su auctons Ss hols Ge @ RE ee eas BOE $25,000 
TOD GT © Sigs i a MR ds BSP). 5G en aR 20,000 $ 5,000 
(D) Increase in General Expenses: 
ORO. ee Aeon anc eters Seerrhd 2 etoroe eee Sree $12,000 
1 OSXAr am Ree M ees Mi i once ABest none. Patio arate 10,000 2,000 7,000 
LENGREASEMENDNE Tel INCOME (AS ADOV.C) mani ois ole eiaerstiies< > ioaisis\«\ sists ool sivyereseler<sis $16,000 


Fig. 7. Comparison of income statements. 


8-44 FINANCIAL REPORTS 


The items in the income statement reduced to a percentage of sales offer a valu- 
able means of interpreting results. Percentage comparisons highlight elements of 
strength and weakness often overlooked in a comparison of absolute amounts of 
difference. In the above case, for example, the profit and loss statement for the 
year 19x1, reduced to percentages of sales, might be interpreted on a dollar basis 
as follows: 


J. MARSHALL & COMPANY 
Income Statement for Year Ended December 31, 19X1 


TORSO VOT V~ Ball CAO be crcerer tents ov a geereretelirevonmventval cate ceerars Oa eka eee ene ICES Se eetet= $1.00 
The’ cost-of that saleswas" ferrets oe ks Sh One ak me ee ee es wu Meads. Meee or DEaE 75 
Leaving a GTOSSeDEOM.G: OL us ae ane Oe ee ee a tee cade eter eye ats $ .25 
to cover following expenses for each one-dollar sale: 

Sellityg-SMxpengses PSs viaieccsese Mee eed caickoncra stan at ain Siar Tuan e at ge POMBO $.10 
Geréraliibxpensesie ah: &. 5. 20ND: Boron aces oon Pane 05 

Rim aricia ls Wx p GSES aes. nats AMG a iver net ong ovens er ctucanen ee aurcrceapaene ra er tara ae 025 Alri) 
Themet imcomejoneachtone-dollarsale ...............:0:4aa eke “6 $ .075 


Fig. 8. Percentage analysis of income statement. 


Comparisons of such percentages in successive income statements may reveal 
trends which management will find quite useful in the formulation of operating 
and financial policies. 


PROJECTION OF FINANCIAL STATEMENTS. A comparison of 
financial statements discloses changes that took place in the past. The important 
thing for management, creditors, and investors is to use this information as a 
basis for projecting financial and operating trends into the future, as a guide for 
intelligent action. 
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The Demand for Capital 


NEED FOR INVESTMENT FUNDS. Investment or capital funds are 
essential to the establishment, maintenance, and expansion of modern industry. 
Such funds are most frequently required (1) to finance the acquisition, replace- 
ment, or expansion of plant, machinery, and other capital assets; (2) to finance 
the acquisition of control over other businesses; and (3) to refinance or refund 
maturing long-term indebtedness. (See also, Section 17 on Capital Asset Planning.) 
At any stage in the development of an enterprise, a need may arise for more 
capital. 

Investment funds are ordinarily utilized for the acquisition of capital or pro- 
duction goods rather than consumer goods. True investment involves, on the one 
side, the commitment of funds to the managers of the enterprise, and, on the other, 
an agreement to return the funds at a specified date or upon the liquidation of the 
enterprise, with interim payments for their use in the form of interest or dividends. 
Hence, the funds committed should be used not for consumption but for the pro- 
duction and distribution of goods and services that can be sold at a profit sufficient, 
at least, to pay such interest or dividends. Unless an enterprise is in a position to 
' utilize investment funds profitably, it has no genuine economic need for such funds. 

Investment funds, as their designation implies, are normally sought on a long- 
term basis. In this respect they differ from funds obtained through commercial 
borrowing. Commercial loans from banks are deemed more suitable to finance 
seasonal or short-term working capital requirements than for investment in fixed, 
long-term assets. (For a detailed discussion of long-term debt financing, see Sec- 
tion 14.) Under ordinary circumstances, if fixed assets are to be acquired, the 
enterprise will seek investment funds. A demand for such funds may arise also 
when permanent working capital is required or when commercial loans, originally 
designed to be retired within a brief period, become more or less permanent in 
character, and the borrower desires to eliminate chronic reliance upon short-term 
borrowing. 


FACTORS INFLUENCING THE DEMAND. The intensity of the de- 
mand for investment funds varies from time to time. It is profoundly influenced 
by economic conditions. The demand is intensified by such factors as the open- 
ing up of new industries, inventions and improvements, harmonious relations be- 
tween capital and labor, harmonious relations between government and industry, 
active new corporate promotions, and cyclical upswings in business or prices. Con- 
versely, it tends to diminish during periods of business stagnation or depression, 
falling prices, protracted labor disputes, confusion or uncertainty in governmental 
policies, strained international relations, and lack of initiative on the part of cor- 
porate management, promoters, and investment bankers. Government financing 
may add largely to the demand for capital at certain times. 
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Demand for capital is also affected by conditions in individual enterprises. 
A going concern may possess alternative methods of financing the acquisition of 
capital assets. Capital assets that have outlived their usefulness may be replaced 
in whole or in part through funds generated by the business. Expansion may be 
financed through reinvested earnings. Funds for capital purposes are sometimes 
obtained through liquidation of excess inventories or marketable securities. 

These and other factors cause wide fluctuations in the private demand for in- 
vestment funds. Theoretically, such demand should be limited to the funds re- 
quired for the production and distribution of useful goods and services that can 
be sold at a profit. In practice, demands for capital are distorted by errors in 
judgment, unexpected inventions and improvements, overproduction of goods, and 
other contingencies. It is a basic function of the capital market to equate demands 
for investment funds with the available supply. 


The Supply of Capital 


INVESTMENT OF SAVINGS. The supply of investment funds flows 
chiefly from the savings of the community. Persons who refrain from consuming 
all their income are the main suppliers of investment capital. The supply of 
capital thus is affected in large measure by national habits in regard to the accu- 
mulation and use of savings. Current savings can be supplemented with funds 
borrowed from banks, expansion of bank credit playing a role similar to savings. 


Factors Influencing Disposition of Savings. The direction in which savings 
are invested will be influenced by the relative attractiveness of available opportu- 
nities and the initiative of corporate management, promoters, and investment 
bankers in bringing such opportunities home to potential investors. In the United 
States, where a considerable segment of the population and many financial and 
business enterprises normally have a surplus of income for investment, where 
attractive opportunities are plentiful, and where the investment banking organiza- 
tion has achieved a high degree of development, there is a more or less continuous 
movement of private savings into new investments via the capital markets. 

Only a part of the accumulated savings of the community is invested in secu- 
rities. A portion of current savings flows directly into the purchase of real estate, 
the construction of homes, individual mortgage loans, life insurance policies, and 
other forms of investment not involving the securities markets. A portion is in- 
vested directly by the owners in their own, closely held businesses. A portion takes 
the form of bank deposits or currency, pending determination of the use to which 
it will ultimately be put by the owners. 

Furthermore, that portion of community savings that is available for invest- 
ment cannot always be profitably absorbed by industry. Periods occur in which 
the supply of investment funds exceeds the demand. During such periods persons 
with surplus funds to invest may have difficulty in finding a satisfactory outlet in 
the capital markets. On the other hand, if a security does not comply with the 
standards adopted by investors for their own guidance, or if the return offered 
does not appear to be adequate compensation for the hazards to be assumed, in- 
vestment funds may not be forthcoming to meet a particular demand. 


RAISING CAPITAL FOR THE SMALL ENTERPRISE. Small busi- 
nesses seeking capital are often confronted with difficulties that the larger and 
better known companies do not share. Investors are hesitant to entrust their 
savings to companies of minor size. High selling cost per dollar raised deters 
many investment banking firms from selling security issues for such companies. 
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(For a discussion of the cost to an enterprise of raising capital through a security 
issue, see Section 17.) 

Reluctance of investors to purchase securities of small enterprises is attributable 
to several causes. Firstly, the average investor, in choosing an investment medium, 
inclines toward a business of which he has some previous knowledge. If a cor- 
poration is national in scope, if its products are well known to the public, and if 
information concerning its operations is obtainable from financial manuals and 
other sources, its securities will be accepted by investors more readily than the 
securities of a concern known only in its immediate locality. Secondly, an impor- 
tant consideration for the average investor is marketability. Wide distribution 
and a large number of security holders are essential to a broad market, and these 
are not afforded by securities of a small corporation. Thirdly, a small company 
may be quite vulnerable to unexpected happenings, technological changes, compet- 
itive conditions, and seasonal and cyclical factors. A seasoned enterprise of sub- 
stantial size with strong banking connections, adequate reserves, and extensive 
technical resources is better equipped to meet emergencies than one that has not 
achieved significant stature. Risk is a built-in factor in every investment; and, 
from the viewpoint of most investors, the size of the risk factor varies inversely 
with the size of the enterprise. This attitude is widespread not only among indi- 
viduals but among institutional investors as well. 


Public Offering Through an Investment Banker. Occasionally, a small 
enterprise can secure access to investment funds through the securities markets, 
when its own condition and general market conditions are favorable. If a com- 
pany offers unusual promise of future expansion by reason of the fact that it 
has developed a new or improved process or product, or has established itself in 
a vigorous new industry, or has acquired valuable patents or has otherwise shown 
well-defined growth potential, an investment banking firm may be willing to make 
an offering of securities on its behalf. Two major considerations may prompt the 
_ investment banking firm to undertake the financing under such circumstances, 
namely: its belief that the general prejudice of investors against the securities of 
small companies can be overcome by emphasis upon the favorable prospects in the 
particular instance; and its expectation that the handling of a small issue will 
pave the way to large-scale financing at a later date. 

Exemptions for public sales under certain conditions from the registration 
requirements of the Securities Act of 1933 have to some extent facilitated financ- 
ing by smaller concerns. These exemptions, however, are limited to $300,000 for 
the issuing corporation during a twelve-month period, and they are hedged in 
with conditions that have become more burdensome in recent years. (See also, 
discussion of Exempted Securities, page 38.) Compliance with the blue sky 
laws (see page 43) of the states in which the offering is to be made is also neces- 
sary. Moreover, the underwriting, printing, legal, accounting, and other expenses 
involved in a $300,000 public offering are likely to be disproportionately high; and 
seldom, if ever, can an investment banker be found who is willing to do more 
than use his best efforts to sell the issue. Thus, the issuer is in the position of 
risking the expenditures with no assurance that the net proceeds realized will be 
sufficient even to cover its costs. 

For the vast majority of small companies access to the investing public through 
investment bankers is difficult to achieve. Such companies usually have to look 
elsewhere for sources of long-term capital funds. Several courses are open to small 
corporations as alternatives to marketing securities through investment banking 


channels. 
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Private Offering. A company may be in a position to attract capital from 
sources close to the management. Friends, business associates, and others having 
special knowledge of the business and the management may be receptive to an 
invitation to invest in the enterprise, particularly if they are offered a participation 
in the equity on favorable terms. Employees may have sufficient confidence in 
the business to be willing to purchase securities outright or on an installment basis. 
Creditors, suppliers, and customers may be agreeable to the purchase of senior 
securities in order to cement trade relations. The company’s lawyers and account- 
ants may be successful in placing its securities with clients willing to forgo mar- 
ketability in return for a higher yield. Occasionally, an investor or group of in- 
vestors may be found who are prepared to supply venture capital to a small 
company with unusual growth prospects, in consideration of a substantial pro- 
portion of the equity in the company. 

A private offering of securities is not subject to the requirements of the Secu- 
rities Act of 1933, but it should be borne in mind that an offering must be within 
certain limits in order to qualify as a private offering. These limits are considered 
under Private Offerings, page 40. 


Direct Public Offering. A smaller corporation may consider it feasible to 
make a direct public offering of its securities and not use an investment banking 
firm. Such an offering may be made through the officers and employees of the 
company or through salesmen hired on a commission basis to sell the issue. Of 
course, the offering will be subject to the Securities Act unless it comes within 
one of the exemptions such as the one for small offerings under Regulation A (see 
page 39). Under the Act an offering is also exempt, except from the fraud pro- 
visions, if the securities are sold only to residents of the state in which the issuer 
is incorporated and is doing business. The exemption is defeated, however, if any 
part of the issue is sold or offered to nonresidents. 

Direct public offerings by issuers of their own securities may prove unsatis- 
factory for several reasons. A certain amount of suspicion may attach to such 
offerings because doubtful or fraudulent issues have been sold by this method in 
the past. The cost of this type of financing is often relatively high. Receipt of 
the proceeds is slow and uncertain, particularly if it is necessary to allow pur- 
chasers to make payments in installments. Distribution is often of poor quality, 
since sophisticated investors will not generally purchase securities:that have not 
been subjected to scrutiny by a reputable investment banking firm. Finally, 
when officers and employees are called upon to solicit subscriptions they are 
diverted from their normal duties and the operating efficiency of the business 
may be impaired. 


SMALL BUSINESS INVESTMENT COMPANIES. A study sponsored 
by the Federal Reserve Board in 1957 estimated the shortage of capital funds for 
small companies at $500 million a year. Impressed by the magnitude of the prob- 
lem, Congress enacted the Small Business Investment Act of 1958, which was 
designed to induce venture capitalists to make long-term investments in small 
businesses. As subsequently amended, this Act authorizes the Small Business Ad- 
ministration (S.B.A.) to license small business investment companies (S.B.1.C.’s) 
that are organized under state law to provide long-term capital to small business 
enterprises. 

In order to encourage the organization and financing of 8.B.1.C.’s by private in- 
vestors, favorable tax treatment is provided for investors when they sell their 


securities in the 8.B.I.C., and for the 8.B.I.C. when it sells its holdings in a small 
business enterprise. 
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By October 1962 approximately 630 S.B.1.C.’s were in operation; total capital 
invested in the program exceeded $500 million; and the S.B.A. reported that about 
60% of this amount had been invested in small businesses. Public offerings of 
securities were made by a number of S.B.1.C.’s during the 1959-1961 period. 
Local S.B.A. offices serve as a clearinghouse for information on §.B.I.C.’s, and 
there is a commercial directory that also provides much information, the 8.B.L.C. 
National Directory, contained in Kelley’s $.B.I.C.’s—Suppliers of Venture Capital. 


Capital. An §.B.1I.C must have capital and surplus of not less than $300,000. 
The 8.B.A. is authorized to purchase subordinated debentures of the S.B.1.C. in 
an amount equivalent to its paid-in capital and surplus from other sources, but not 
in excess of $400,000; and these funds are considered as part of the S.B.I.C.’s capi- 
tal and surplus and as a base for further loans from the §.B.A. The §.B.1.C. may 
ee perry from the S.B.A. up to 50% of its capital and surplus, with a limit of 

million. 


Permissible Investments. The capital provided to small business enterprises 
by the S.B.I.C. may take the form of equity securities or of loans having maturities 
of at least 5 and not more than 20 years. To be eligible, a small business concern 
must be independently owned and operated; must not be dominant in its field of 
operation; and must have assets not exceeding $5 million, net worth not exceeding 
$2.5 million, and average net pretax income for the preceding two years not ex- 
ceeding $250,000. Without the approval of the S.B.A., the aggregate amount that 
an §.B.I.C. may invest in any single small business concern is 20% of the capital 
and surplus of the S.B.I.C. or $500,000, whichever is less. 


Investment Policies. The investment policies of the 8.B.I.C.’s have been the 
subject of both criticism and praise. In October 1962 a study of 8.B.I.C.’s was 
undertaken by Samuel L. Hayes and Donald H. Woods, with the cooperation of 
the Small Business Committee of the House of Representatives and the Harvard 
Business Review. (The results of the study were published in the Harvard Busi- 
ness Review for March-April, 1963.) Some of the specific findings were that the 
independent, equity-oriented, “minimum capital” S.B.I.C. will soon be a thing of 
the past; that about half of the S.B.I.C.’s have become affiliated with organizations 
in related fields, such as banks and real estate and construction companies; that 
many are seeking mergers with other S.B.I.C.’s; that many believe that efficient 
operations in the field require substantially larger capital structures than they 
now have; that because of the approximate two-year lag between the time of the 
S.B.1.C.’s capital acquisition and the placement of its funds, the S.B.I.C.’s may 
become an important source of funds for growing businesses during downswing 
cycles when the more conventional sources dry up; that some S.B.1.C.’s special- 
ize in equity financing of small companies, whereas others specialize in straight 
term loans with no equity features; and that in some quarters there is a ground 
swell of disenchantment with the program. “The general conclusion of the 
study,” according to the authors, “is that S.B.I.C.’s are definitely moving away 
from financing smaller small businesses. For good or for bad, S.B.I.C.’s appear 
to be taking on some of the more conservative aspects of financial institutions in 
their efforts to operate efficiently and to reduce risks. And these tendencies 
raise some question whether S.B.I.C.’s are effectively accomplishing the task 
of helping to finance the long-run capital needs of the U.S. small-business com- 
munity.” 

Exemption of S.B.I.C. Offerings from Registration. As noted elsewhere in 
this Section (page 39) the S.E.C. has adopted a regulation (Regulation E) that 
affords a conditional exemption from registration for securities of S.B.I.C.’s licensed 
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under the Small Business Investment Act of 1958 or approved for licensing by the 
S.B.A. The amount of such securities exempted is limited to $300,000 during a 
twelve-month period. 


Classes of Security Buyers 


ADAPTATION OF SECURITIES TO BUYERS. Successful offerings of 
securities require a recognition of the several classes of security buyers. Certain. 
types of securities may be suitable for one class and entirely unsuitable for an- 
other. In seeking capital for an enterprise, management and the investment 
banker must keep in mind the necessity of adapting the security to the needs and 
desires of the class of buyers to which it is to be offered. Such buyers fall into 
the groups described below. 


INSTITUTIONAL BUYERS. Institutional buyers of securities include 
organizations formed primarily to invest in securities, and those formed primarily 
for other purposes but that have large sums for investment. Certain types of 
institutions make investments for their own account and risk; other types make 
investments for the account and risk of others. The institutional buyer, in select- 
ing investments, is subject to restrictions imposed, as the case may be, by its 
charter, by “legal investment” laws, by court decisions, by tradition, or by its 
own peculiar requirements. 

Three major types of institutions have been developed in this country to 
gather together and invest the savings of small investors. These are the savings 
bank and the savings and loan association, which receive deposits and share 
capital and invest them in high-grade securities and mortgages; the trust com- 
pany, which manages the funds of others and makes investments on their behalf; 
and financial organizations, such as the investment company and the mortgage 
bank, which sell their own securities to the public and invest the proceeds within 
the limits prescribed by their charters and by statute. 

There are several other classes of institutions that purchase securities in 
large volume as an incident to their primary functions. Largest of these are the 
insurance companies, which, in the course of their business, accumulate reserves 
on so vast a scale that they have become major investors in high-grade securities. 
A second class consists of the commercial banks, which invest part of their de- 
posits in securities and mortgages. A third class, constantly increasing in impor- 
tance, are the pension and profit-sharing trusts, which invest in securities as 
well as in various types of insurance and annuity plans. (See Leffler and Farwell, 
The Stock Market.) A fourth class includes educational, religious, and chari- 
table institutions, which together constitute important buyers of securities. 


INDIVIDUAL BUYERS. Individual buyers of securities include those per- 
sons who utilize surplus income to purchase securities, as distinguished from those 
who place their savings with financial institutions that, in turn, invest in secu- 
rities. There may be included in the category of individual investors firms and 
corporations that invest surplus funds in securities, instead of keeping such funds 
on deposit in banks. 


Alternatives for Individual Buyers. The individual who has accumulated 
surplus funds is confronted, at the outset, with the necessity of deciding whether 
he will select his own investments or relinquish this function to a financial institu- 
tion such as a savings bank, trust company, or investment company. In the former 
instance, he may purchase newly issued securities being distributed by an under- 
writing group; he may exercise rights to subscribe for additional shares in an 
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enterprise in which he already has an interest; or he may purchase from others 
previously issued and outstanding securities. The individual investor is free to 
buy any security, from bonds of the highest grade to the most speculative 
equities. In this respect he has more latitude than the financial institution that, 
as noted above, is subject to restrictions upon its choice of investments. But 
whether the individual makes his own selection of investments or permits an in- 
stitution to make the choice, the ultimate effect is to incorporate his savings into 
the mainstream of funds flowing into the capital market. 


Investors and Speculators. Individual buyers of securities may be classified 
roughly as investors or speculators. From the standpoint of the capital market, 
all commitments of funds for capital purposes are investments. From the stand- 
point of the buyer, however, “investment” may be defined as the purchase of 
securities with the intention of avoiding substantial risk. The investor is primarily 
concerned with safety of principal and stability of income. “Speculation” may be 
defined as the conscious assumption of risk to secure a profit expected to result 
from the favorable outcome of the enterprise in which the risk is assumed. The 
emphasis in the calculations of the speculator is upon enhancement in value and 
profitable resale. 

Variations in the two basic types of securities—the bond and the share of 
stock—have been devised to attract funds of investors and speculators. Sales 
appeal has been increased on occasion by combining investment and speculative 
features in the same offering. The devices employed include: | 


1. The convertible bond, which entitles the holder to convert his bond into shares 
of stock at a predetermined conversion rate; and the convertible preferred 
stock, which entitles the holder to convert preferred shares into common at a 
predetermined rate. 

. The grant of a common stock bonus to purchasers of bonds or preferred stock. 

. The grant of option warrants to purchasers of bonds or preferred stock, en- 
titling the holder to purchase common stock within a fixed time at a specified 
price. 

4. The sale of units consisting of a senior security and common stock, at a fixed 

price per unit. 

5. The grant to a senior security of a participation with the common stock in 

earnings of the enterprise, in addition to the fixed rate of return. 


(See WS) 


Special Groups. Included in the category of individual buyers of securities 
are several special groups having pre-existing relationships with the issuers. 
Among these are stockholders, employees, customers, and suppliers of the enter- 
prise. 

Stockholders have a right under some state corporation laws or corporate 
charters to subscribe to additional issues of stock offered for sale by a corporation, 
before they are offered to others. This pre-emptive right is designed to permit 
the stockholder to maintain his proportionate interest in the corporate assets, 
earnings, and voting power. Some corporation laws provide, however, that the 
stockholder shall have no pre-emptive right unless specifically granted by the 
charter, or that he may be deprived of this right by provisions of the charter. 
Even if the legal pre-emptive right does not exist, an issuer may, as a matter of 
policy, grant to existing stockholders the prior right to subscribe to a new issue 
of stock. The price at which subscription rights may be exercised is usually at 
least 5% below the prevailing market price. Subscription rights are generally 
transferable, so that a stockholder who prefers not to exercise the privilege may 


sell his rights to others. 
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Securities are sometimes offered to the employees of an issuer with the objective 
of promoting loyalty, decreasing labor turnover, and improving efficiency. Before 
1964, the “restricted stock option plan” was a popular incentive for key em- 
ployees. The plan offered stock at a price below market value without any 
Federal income tax on the employee at the time an option was granted or exer- 
cised. Under the Revenue Act of 1964, however, options issued to key employees 
after 1963, known as “qualified stock options,” are subject to stricter rules 
than were “restricted stock options.” Thus, an option will generally not qualify » 
for favorable tax treatment if the option price is below the market value of the 
stock when the option is granted, if the stock is held for less than 3 years (2 years 
were required for “restricted stock options”), or if the option is exercisable more 
than 5 (instead of 10) years after it is granted. The less restrictive rules in 
effect before enactment of the Revenue Act of 1964 will continue to apply to 
options issued before 1964 and to options granted after 1964 pursuant to a 
binding contract between employer and employee executed before 1964. 

Customer ownership is designed to secure goodwill for an enterprise among 
buyers of its goods and services. The sale of securities to customers has been 
especially favored in the past by public utilities. A consumer who is also a share- 
holder is likely to be more critical of rate reduction agitation or adverse legisla- 
tion directed against public utilities. Manufacturers have sometimes sought to 
expand sales by selling stock to wholesale and retail distributors, thus giving the 
latter a direct interest in the business. Some enterprises unable to raise capital 
elsewhere have sold securities to customers requiring their output, or to suppliers 
desiring to see their customer remain in business. 


Investment Banking 


NATURE OF INVESTMENT BANKING. The investment banker is the 
principal medium for bringing securities to the investing public. His functions 
include the purchase of whole issues of securities from public bodies or corporate 
issuers and their distribution to institutional and individual investors, commonly 
called “primary distributions”; and the distribution of blocks of outstanding 
securities from large holders to the investing public, commonly called “secondary 
distributions.” The investment banker may also underwrite the sale of stock to 
existing stockholders through subscription rights in which event he agrees to 
take up and distribute whatever portion of the issue is not purchased through 
the exercise of the rights. This is commonly known as “stand-by underwriting.” 

New capital for corporations and governments is obtained in large volume 
through investment bankers. The bulk of new bond issues, except United States 
government obligations, is distributed through them. During the decade follow- 
ing the end of World War I, there was a marked increase in financing by means 
of stock issues, and it has since become common practice for investment banking 
houses to engage in the distribution of stock issues as well. 

The functions of investment banking houses are different from those of securities 
exchanges. The exchanges facilitate transfer of ownership after an issue of secu- 
rities has been distributed to the investing public. But the main burden of 
originating and selling issues to supply new capital rests upon investment bankers. 
(Fundamentals of Investment Banking, a study sponsored by the Investment 
Bankers Association of America.) 


RESPONSIBILITIES TO ISSUER AND INVESTOR. In relation to 
the issuer, the investment banker often assumes greater responsibilities than are 
involved in the mere purchase of securities for resale. He may act as financial 
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adviser, passing upon such questions as the type of security to be offered, the 
collateral to be furnished, the pricing and timing of the offering, etc. Through 
stock ownership or representation on the board of directors, he may participate 
in the management of the issuer. His relation to the issuer, once established, is 
usually respected by other investment bankers. 

; As respects the investing public, the investment banker also takes a position 
involving more responsibility than that of the ordinary merchant. The sponsor 
of an issue 1s presumably in a superior position to appraise its merits. The name 
of an important banking firm attached to a prospectus is a potent factor in in- 
ducing the public to invest in the security. The public assumes that a reputable 
firm will not lend its name to a piece of financing without adequate investigation 
and the exercise of informed judgment. Many banking houses recognize that in 
sponsoring an issue they assume a quasi-fiduciary relation toward the investing 
public, which survives the initial distribution and may endure for a considerable 
time after the security is marketed. 

The responsibilities that the investment banker assumes toward the issuer are 
sometimes difficult to reconcile with those that he assumes toward the investing 
public. The problem is further complicated by considerations of self interest—the 
natural desire of the investment banker to realize a profit. The 1920’s witnessed 
a radical change in the public taste for securities. Common stocks replaced bonds 
as the popular medium of investment and were sold to individual buyers with far 
greater ease. Responding to popular taste during this period, many investment 
banking firms laid aside their conservative policies in the origination of new issues. 
Unsound and unseasoned securities were sponsored by reputable houses. Issues 
were originated without adequate investigation, without the application of proper 
standards of investment appraisal, and without the most elementary safeguards 
for the investor. Distribution was facilitated by the misstatement or concealment 
of material facts in the offering circulars and other selling literature. Purchasers 
of many issues marketed during this period suffered heavy losses, and public con- 
fidence in the investment banking machinery of the nation was impaired for 
several years thereafter. 


Role of Securities Act of 1933. The practices that prevailed in the investment 
banking business during the 1920’s laid the foundation for the passage of the 
Securities Act of 1933. The primary purpose of the Act is to require full dis- 
closure of material facts in connection with the marketing of a security and to 
impose penalties for violations of that requirement. But the Act does not author- 
ize any Federal agency to pass judgment upon the merits of a security. The Secu- 
rities and Exchange Commission, which administers the Act, neither approves nor 
disapproves a security, and it is a criminal offense for any person to make a rep- 
resentation to the contrary. Thus, the chief burden of appraising the soundness of 
a security continues to rest with the investment banker. (See detailed discussion 
of the Act starting at page 27.) 

Unfortunately, even since the passage of the Act investment bankers have not 
always discharged this burden with due regard to the interests of investors. This 
is particularly true in relation to common stock financing. During periods when 
speculative fervor has been rampant, some investment bankers have shown a 
willingness to sponsor shares of poorly established or highly uncertain enterprises 
entirely on the basis of conjectural future earnings. From time to time since the 
end of World War II, there have been recurrences of the ill-considered offerings 
of prior boom years, and during such periods a segment of the investment bank- 
ing industry has been exposed to the criticism of having sacrificed the welfare of 
the investor to opportunities for quick profits. 
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CLASSES OF INVESTMENT BANKERS. On the basis of function, in- 
vestment houses may be divided into three classes: (1) wholesalers; (2) com- 
bined wholesalers and large retailers; and (3) small retailers. 

Firms may be found in each class that specialize in one or more specific types 
of securities. The tendency of a firm to specialize may originate in the fact that 
it has acquired special skill, knowledge, and experience in the handling of a par- 
ticular type of security; such as municipal bonds or public utility securities; the 
fact that its clientele has a special interest in certain types of investment, such as - 
securities sanctioned by law for institutional investment; or the fact that its rela- 
tions with issuers are firmly intrenched in one field of enterprise. Specialization 
enables a firm to concentrate more intensively upon one group of securities and to 
gain a reputation for expert knowledge in its field. On the other hand, a specializ- 
ing firm may be handicapped by inability to supply its clientele with a diversified 
list of issues or to keep its sales organization occupied continuously. 


Wholesalers. The term “wholesalers” is derived from the commodity markets 
and applies to firms engaged in the origination and purchase of new issues of secu- 
rities. The wholesaler purchases new issues, usually in conjunction with other 
wholesalers, and markets them through retail groups in which the wholesalers 
themselves may also be participants. A wholesale firm may act as originator, in 
which event it negotiates with the issuer and heads the purchase group organized 
to underwrite the issue, or it may merely be a participant in the purchase group 
headed by the originating firm. 

There are few exclusively wholesale investment houses in the United States. 
Most wholesalers combine their buying or originating activities with retail selling, 
and they also engage in other types of activities, as broker-dealers, for example. 
The combined wholesale and retail houses purchase issues of securities and them- 
selves account for the sale of substantial portions of the issues to institutional and 
individual investors, 


Retailers. Retailers obtain new securities to distribute either by joining a 
selling group, which undertakes distribution, or by purchasing from members of 
the selling group at a discount from the public offering price. This discount, 
usually fixed by the selling group agreement, varies from a fraction of 1% to a 
larger amount, depending upon the quality of the issue, the state of the market, 
and other factors. Retailers operate chiefly through salesmen who make contact 
with institutional and individual investors, and who are compensated, directly or 
indirectly, in proportion to the volume of their sales. 


INTERNAL ORGANIZATION OF AN INVESTMENT BANKING 
HOUSE. There is considerable variance in the internal organization of invest- 
ment banking houses. The typical firm combining the business of wholesaling and 
retailing is organized to carry on the following operations: 


1. Purchase of new issues. 

2. Sale of new issues. 

3. Stabilizing and other market activities. 

4. Statistical and advisory activities. 

5. Accounting, record keeping, and miscellaneous, 


Some houses are thoroughly departmentalized, with each department exer- 
cising its own separate and well-defined function. Thus, the functions of negotiat- 
ing, investigating, buying, selling, trading, statistical analysis, accounting, record 
keeping, and general management may each be carried on by separate depart- 
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ments. In other houses, some of these functions may be combined in a single de- 
partment or even in a single individual. 
Each of the foregoing functions is discussed below. 


Purchase of New Issues 


IMPORTANCE OF SOUND PURCHASING POLICIES. The origina- 
tion of new issues is a major economic function of investment banking. Out of the 
assortment of financing proposals that are presented to the investment banker, 
he must choose those to be offered to the public. By virtue of this strategic posi- 
tion, he is a potent factor in determining the channels into which savings are 
directed. 

The investment banker’s purchasing policies are of vital importance to the in- 
vestor. The average individual has a limited ability at best to investigate the 
merits of a new security. His chief reliance is upon the integrity, judgment, and 
reputation of the sponsoring banker. A recommendation for the purchase of a 
security made to investors by an investment banking house of standing is fre- 
quently all that is necessary to induce immediate absorption of a new issue. The 
confidence imposed in the investment banker by his clientele begets a responsibility 
on his part to exercise a high degree of care in the origination of issues. 

From the viewpoint of the investment banker himself, adherence to sound pur- 
chasing policies is essential. His success in marketing securities is dependent upon 
public confidence to a greater degree than in most other businesses; and public 
confidence, in turn, depends upon the record of his past offerings. If previous 
issues have been soundly conceived and have done well marketwise, the sale of 
subsequent issues is facilitated. Moreover, it is widely recognized in investment 
banking circles that an issue well bought is at least half sold. 


SOURCES OF NEW FINANCING PROPOSALS. New financing pro- 
posals reach investment bankers from many sources. The most important of these 
are discussed below. 


Pre-existing Relations with Issuers. As a rule, relations between an invest- 
ment banking firm and an issuer are continuing in character. Once a firm has 
successfully distributed the securities of an issuer or has otherwise established 
itself as financial adviser to the issuer, the association tends to continue, except in 
instances where the sale of new issues must be effected by competitive bidding. 
Sometimes the relationship is informal and rests entirely upon mutual goodwill. 
Sometimes it is cemented through the ownership of a stock interest by the invest- 
ment banking house or through the election to the issuer’s board of directors of a 
representative of the banking house, although the latter course has been dis- 
couraged to some extent by the additional liabilities imposed on directors by the 
Securities Act of 1933 and the Securities Exchange Act of 1934. Occasionally, the 
relationship is formalized through an arrangement between the issuer and the 
banking house whereby the latter is granted a prior right to purchase future 
issues during a specified period. It is customary among investment bankers to 
respect established connections of a firm with a particular issuer and to refrain 
from considering financing proposals received from such an issuer. 


Finders. Many financing proposals are brought to the attention of investment 
banking firms by independent intermediaries, known as “finders.” The finder es- 
tablishes initial contact with the issuer and is expected to make a preliminary 
investigation before presenting a proposal. His compensation, usually paid by 
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the investment banking house, may be a flat sum or a percentage of the under- 
writing profit. If option warrants or “cheap stock” is received by the under- 
writer, some may go to the finder. 

Under the Securities Act of 1933, one who receives a finder’s fee from the 
underwriter is not himself an underwriter if he does not participate directly or 
indirectly in the distribution of the issue. On the other hand, a finder may be- 
come an underwriter within the meaning of the Act if he undertakes for a con- 
sideration to perform functions ordinarily within the province of the underwriters, 
such as handling negotiations looking toward the formation of a selling group, or 
if securities constituting part of his finder’s fee are distributed in the offering. 


Traveling Representatives and Branch Offices. The services of the traveling 
representative of an investment banking firm are of special importance in con- 
nection with the origination of foreign issues. Like the finder, he is expected to 
contact the issuer and to make a preliminary investigation before submitting a 
proposal. The branch offices of an investment banking house bring to the atten- 
tion of the buying department at the main office enterprises in their area that may 
be suitable prospects for financing. 

A number of large brokerage houses that are not themselves engaged in the 
underwriting business maintain branch offices throughout the country, and these 
branches frequently have knowledge of local enterprises in need of financing. 
When this knowledge is passed along to an investment banking firm, it may prove 
to be the origin of new underwriting business for the firm. 


Commercial Banks. New financing prospects may be referred to an invest- 
ment banking firm by commercial banks. The commercial banker is often in a 
position to recommend the services of an investment banker to clients needing 
long-term capital. 


Other Investment Banking Houses. A considerable volume of new issue 
business of an investment banking firm is derived from other banking houses. 
The channeling of business between investment banking houses is accomplished 
in two ways. In the first place, a firm known to specialize in a particular type of 
security will be called in by other firms when they are presented with a security 
of this type; and the specialist firm may be asked to head the purchasing syndicate 
formed in connection with the origination of the issue. In the second place, the 
great majority of investment banking houses obtain participations in new issues 
by joining with other houses in purchase and selling groups. The size of these 
participations depends upon such factors as the resources, prestige, and distribut- 
ing power of the respective participants and their previous relations with the 
originator of the business. If a highly desirable issue is involved, the proportion 
allotted to a participant may be influenced by its success in distributing previous 
offerings originating from the same source. 


Direct Applications. New financing proposals reach investment banking houses 
through direct application by executives or other representatives of corporations. 
Many houses will not consider an application for financing in an amount of less 
than $1,000,000, but this standard is by no means universal. Some will not con- 
sider an application from a corporation that has never previously offered any 
securities to the public; others welcome such applications. If applications pertain 
to enterprises unfamiliar to the investment banker, they may receive little con- 
sideration, although some firms maintain facilities for investigating such applica- 
tions. 
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If a proposal is presented to an investment banking house, considerable time 
and expense may be involved in the preliminary investigation, so that it is deemed 
to be a breach of faith for the issuer to take the proposal elsewhere before it has 
been acted upon. The more widely a proposal is “shopped around,” the more re- 
mote are its eventual chances of a favorable reception. If direct application is 
made, it is helpful to have an accurate, concise, and readable outline of the pro- 
posal, with data on operations, past record, and management of the enterprise. 


Competitive Bidding. Although most types of issues reach the underwriting 
stage as a result of negotiation between the investment banker and the issuer, 
competitive bidding has assumed importance in certain types. For many years, 
financing by states and municipalities has been regularly conducted on the basis 
of competitive bids. Competitive bidding is required by the Interstate Com- 
merce Commission in the sale of railroad securities except stock issues and 
several other special types; the Federal Power Commission has adopted a 
competitive bidding rule for companies under its jurisdiction, paralleling the 
Securities and Exchange Commission’s rule described below; and the Treasury 
Department requires bids in disposing of weekly bill offerings. 

Under authority of the Public Utility Holding Company Act of 1935, the 
Securities and Exchange Commission has required competitive bidding in the 
sale of new securities by registered public utility holding companies and their 
operating subsidiaries and in the sale of utility securities from holding company 
portfolios. Several categories of transactions are exempted by the Commission 
from this competitive bidding requirement, including the issuance of securities 
pro rata to existing security holders pursuant to any pre-emptive right or privi- 
lege or in connection with any liquidation or reorganization; the issuance of debt 
securities having a maturity of not more than 10 years to financial institutions, if 
the securities are not to be resold to the public and if no finder’s fee is paid to any 
third person; the issuance of securities to a registered holding company or sub- 
sidiary. 

In general, the investment banking group that has been the successful bidder 
follows the same procedure in distributing the issue as in the instance of the ne- 
gotiated type of underwriting. 


INVESTIGATION OF FINANCING PROPOSALS. The investigation 
of a new financing proposal is conducted by the buying department of the origi- 
nating firm, with such assistance from the issuer and outside experts as it may re- 
quire. The extent of this investigation varies. The bonds of a large municipality 
require less investigation than those of a small community. In the instance of a 
corporate issue, the problem is usually more complicated, although the difficulties 
are relieved to some extent if requisite information is already in the possession of 
the banking house by reason of prior relations with the issuer. 

The inquiry may be made in two stages. The first stage comprises a quick 
preliminary study of the industry in which the issuer operates, its position in the 
industry, such other statistical data as are readily available, and the purpose of 
the proposed financing. On the basis of this survey, members of the investment 
banking firm determine whether the proposal holds sufficient interest to warrant 
a more complete investigation. 

If the decision is favorable, it is advisable for the firm to have a clear under- 
standing with the issuer that the proposal will not be taken elsewhere while the 
extended investigation is in progress. By the same token, it is advisable for the 
issuer to obtain from the investment banking firm a “letter of intent,” embody- 
ing the proposed terms of the offering. This document, though disclaiming any 
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binding commitment, gives the issuer a sufficient indication of interest to warrant 
the large expenditure of time and money it will be required to risk in connection 
with the comprehensive investigation and the ensuing steps. ‘ 

The second stage of the investigation ordinarily includes a general examina- 
tion of the affairs of the corporation, conducted by the buying department ; and 
engineering, legal, and auditing examinations conducted by experts retained by 
the firm. For purposes of these examinations the issuer’s staff and its attorneys 
and accountants are usually required to be available to supply information. 

The general examination of the issuer covers such factors as ownership and 
management; credit position; property and products; pricing policies; principal 
customers; competitive position; labor relations, and general labor conditions in 
the area of operations; availability of sources of supply of raw materials; public 
relations; and the financial statements. 

The engineering examination may cover a description of the products; a 
valuation of property, tangible and intangible; the physical condition, operating 
efficiency, and accessibility of properties; the issuer’s policies with respect to addi- 
tions, improvements, and maintenance; present and potential sources of compe- 
tition; relationship between management and employees; comparison of the 
issuer’s earnings and operating costs with those of other companies in the indus- 
try; and the issuer’s probable requirements for future improvements. 

The legal examination relates to such questions as the legality of the issuer’s 
organization; its authorization to do business in the states in which it is operat- 
ing; the scope of its permissible activities under the articles of incorporation; 
title to and incumbrances upon properties, leaseholds and franchises; the validity 
of the proposed issue; and the problems to be encountered in registration under 
the Securities Act of 1933 and in qualifying under the blue sky laws. 

The auditing examination covers comparative earning statements and balance 
sheets for several years; comparative statements of charges to maintenance and 
depreciation; a review of the internal accounting system and its adequacy; and 
a detailed audit of accounts. 


THE UNDERWRITING CONTRACT. Upon completion of the investiga- 
tion, the members of the originating firm supervising the activities of the buying 
department make a decision as to the firm’s willingness to handle the business. If 
the decision is in the affirmative, an offer of purchase is made to the issuer, and 
upon the acceptance of the offer, the terms agreed upon are embodied in an un- 
derwriting or purchase contract. In modern practice, however, seldom is the 
contract actually signed until the morning of the day upon which the registra- 
tion statement under the Securities Act of 1933 becomes effective. 


Authorization of the Contract. Execution of the underwriting contract by 
the issuer must be authorized by appropriate corporate action. In most in- 
stances, the issuer’s board of directors has sufficient authority to enter into the 
contract without action by the stockholders. If a charter change is involved or 
stockholder approval is required for other reasons, a meeting of shareholders 
must be called. The steps necessary for the validation of an underwriting con- 
tract are governed by the law of incorporation, the charter, and the bylaws of 
the issuer. 

Before the passage of the Securities Act of 1933, the originating firm usually 
acted alone in the execution of the underwriting contract, reserving the forma- 
tion of the purchase group until after the contract had been executed. Since 
the passage of the Act, the more usual course is for the originating firm to obtain 
from all the members of the purchase group authorization to execute the contract 
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on their behalf. _ Under this procedure the formation of the purchase group 
precedes the signing of the underwriting contract. 


Types of Commitments. Originally, an underwriting commitment was an’ 
agreement to take up the unsold portion of a security issue that was to be of- 
fered, in the first instance, to others. The term has been extended, however, to 
designate various methods of guaranteeing or facilitating the flotation of a 
security issue, whether or not a financial obligation is imposed on the under- 
writers. The underwriting commitment may take any of the following forms: 
(1) an agreement by the underwriters to purchase the entire issue outright and 
to resell it to the public; (2) an agreement by the underwriters to purchase and 
distribute publicly any portion of the issue not absorbed by existing security 
holders; (3) an agreement by the underwriters to obtain purchasers for the en- 
tire issue if any part is to be sold by them; or (4) an agreement by the under- 
writers to use their best efforts to sell the issue publicly, coupled with an 
authorization to act as selling agents of the issuer or an option to purchase the 
issue. 

Agreements in the first three categories impose upon the underwriters a bind- 
ing financial obligation to take up and pay for the whole or part of the issue, as 
the case may be, subject to certain conditions that usually include a “market-out” 
clause (see below). Agreements in the first and second categories are known as 
“firm commitments”; those in the second category being also referred to as 
“stand-by commitments.” The third category covers those agreements where the 
securities will be sold only if the entire issue is sold—such agreements are 
commonly referred to as “all or none” commitments. The underwriter is usu- 
ally given about 30 days to dispose of the entire issue. Agreements in the fourth 
category impose no binding financial obligation upon the underwriters to take up 
any part of the issue but merely require them to use their best efforts to dispose 
of the securities. Hence, they are known as “best efforts commitments.” 

-Most underwriting contracts prior to enactment of the Securities Act of 1933 
provided for a firm commitment by the underwriters that guaranteed to the 
issuer receipt of the entire net proceeds of the financing, except upon the happen- 
ing of certain remote and catastrophic events. With the introduction under the 
Act of the 20-day waiting period before a registration statement can become 
effective, some investment banking firms have tended to veer away from the firm 
commitment in the strict sense of the term, and in practice there may be little 
significant distinction between the various types of agreements. Under the Se- 
curities Act, offers can be made during the waiting period and underwriters 
usually take advantage of this even though the underwriting contract is not 
signed and does not become binding until the effective date of the registration 
statement. Thus, though a firm commitment contract was originally contem- 
plated, the underwriters may refuse to sign that form of contract unless they find 
customers for the entire issue during the waiting period. 


“Market-Out” Clause. Even if the underwriting assumes the outward form 
of a firm commitment, the contract usually includes a “market-out” clause per- 
mitting the underwriters to cancel their obligations upon the happening of con- 
tingencies so broad in scope as to limit substantially the firm nature of the 
commitment. The contingencies usually specified as grounds for cancellation 
include any substantial change, prior to the public offering, in the financial 
position of the issuer or its subsidiaries or in political, economic, or market con- 
ditions, that, in the judgment of the underwriters, would render it impracticable 
or inadvisable to market the security. In extreme instances, it is provided that 
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the underwriters may withdraw from their commitment upon the happening of 
any such contingency at any time before the closing date fixed in the underwriting 
contract for delivery and payment. 


Summary of Typical Firm Commitment Contract. A brief digest of the 
contents of a typical “firm commitment” contract is set forth below. The digest 
does not purport to be complete, and additional provisions are necessary to adapt 
the contract to the circumstances of the particular case. 


A full description of the securities to be issued; 

The issuer’s representations and warranties to the effect that a registration state- 
ment under the Securities Act of 1933 has been filed, that such registration state- 
ment, when effective, will contain no untrue or misleading statement or omission 
of a material fact, that the accountants certifying the financial statements will 
be independent public or certified accountants as required by the Act, that the 
most recent financial statements fairly present the condition and operating 
results of the issuer, that no substantial adverse change in the issuer’s condition 
has occurred since the date of such financial statements, that no materia] litiga- 
tion is pending against the issuer, that the entire net proceeds of the issue will 
be used for the purposes expressed in the prospectus, and that the issuer will 
cooperate in qualifying the securities for sale under the blue sky laws of the 
states designated by the underwriter; 

The agreement of the issuer to sell and the underwriters to purchase the issue, the 
obligation of the respective underwriters being several and not joint; 

The price at which the securities are to be offered ; 

The underwriting discount or commission, the net amount of the proceeds to be 
received by the issuer, and the method and time of payment and delivery; 
The underwriters’ agreement to make a public offering after the effective date of 

the registration statement at the designated public offering price; 

The issuer’s agreement to endeavor to cause the registration statement to become 
and remain effective; 

The expenses to be borne by the issuer; 

The issuer’s agreement to supply the underwriters with copies of the registration 
statement and amendments thereto and with preliminary and full prospectuses 
in reasonable quantities; 

The agreement by each of the parties to indemnify the others against certain 
liabilities ; 

The conditions of the underwriters’ obligations, including the effectiveness of the 
registration statement, appropriate opinions from the attorneys and accountants, 
and appropriate certificates from the issuer’s executive officers; 


The issuer’s agreement for a specified number of years to furnish the underwriters 
with financial reports; and 


The “market-out” clause. 


THE PURCHASE GROUP. The originating firm will ordinarily invite 
other investment bankers to join with it in the underwriting. The group or- 
ganized in this fashion is commonly known as the “purchase group,” or the 
“purchase syndicate.” Although the creation of such a group by the originating 
firm involves a sharing of the underwriting commissions or discounts, it pro- 
vides the advantages of spreading the underwriting risks and increasing distrib- 
uting power. 


Spreading the Risk. The process of originating and distributing securities en- 
tails the assumption of a certain measure of risk and the aim of each middleman 
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in the process is to pass the risk along as rapidly as possible until the securities 
come to rest in the hands of the ultimate investor. A sudden change in the con- 
dition of the issuer or in general market conditions may necessitate postponement 
of the public offering or, if the offering has commenced, may render it “sticky” or 
unsuccessful in whole or in part. The unsold securities must either be disposed 
of at a sacrifice or carried until conditions are more favorable for their disposal. 
The loss or freezing of the capital of an investment banking firm in an unsuccess- 
ful underwriting may interfere with its ability to take on other commitments. 
Moreover, a rule of the S.E.C. (Rule X-15C3-1) prohibits any broker-dealer 
firm from permitting its aggregate indebtedness to exceed 2,000% of its net 
capital. In its Report of the Special Study of Securities Markets submitted to 
Congress in 1963, the Commission recommended that a firm engaged in under- 
writing be required to have a minimum net capital of $50,000 plus 2% of the 
aggregate amount of its underwriting commitments or undertakings in the last 
12-month period. In view of the existing rule, and the increased emphasis being 
placed upon capital requirements for underwriters, it has become a matter of 
prime importance for an originating firm to avoid excessive strain on its own 
financial resources by bringing in other investment bankers to share the risk. 


Increasing the Distributing Power. Inclusion of other firms in an under- 
writing venture has the further advantage of increasing the distributing power 
behind the marketing effort. A combined wholesale and retail firm, with its own 
retail sales organization and its own clientele, is a valuable ally in the selling 
campaign. When several such firms join forces, the list of potential buyers of the 
issue 1s greatly expanded, facilities for reaching potential investors are strength- 
ened, and the time required for distribution is reduced. Thus, there is less chance 
that adverse conditions may intervene to impede the offering. 


Size of the Purchase Group. The size of the purchase group ranges from as 
‘few as two members to upward of 100 in the instance of very large issues. The 
originating firm acts as manager of the group, except when it is deemed ad- 
visable to substitute a better-known firm or one specializing in the particular 
type of security involved. The manager is ordinarily authorized to represent each 
member of the group in the execution and closing of the underwriting contract, 
organization of the selling group, qualification of the securities for sale under 
blue sky laws, public offering, market stabilization, and other matters. For these 
services the manager receives a stipulated compensation that is charged against 
the accounts of the several underwriters in proportion to their respective par- 
ticipations. 


Duration of the Purchase Group. The duration of the purchase group is 
generally fixed by the purchase group contract. This group is maintained at least 
during the life of the selling group and for as long thereafter as support of the 
market price is considered necessary. If an issue is quickly and thoroughly ab- 
sorbed and the market price remains at or above the public offering price, the 
purchase group may be dissolved in a relatively short time. If the issue is “sticky” 
and it becomes necessary to repurchase a substantial amount of the securities in 
order to maintain the price, the life of the purchase group may be prolonged. 
Many purchase group contracts provide for termination of the purchase group 
from 20 to 30 days after termination of the selling group, or on such earlier date 
as the manager may fix. The selling group agreement usually vests the manager 
with discretion to extend the life of that group for limited periods of time. 
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THE PURCHASE GROUP CONTRACT. The purchase group contract, 
otherwise known as the “agreement among underwriters,” is the agreement fixing 
the rights and liabilities of the underwriters among themselves. It usually 
takes the form of a letter addressed to the originating firm from the other mem- 
bers of the group. The following is a digest of the contents of a typical purchase 
group contract. It does not purport to be complete. As in the instance of the 
underwriting contract previously summarized, circumstances of the individual 
case may necessitate the inclusion of other provisions. 


Each member of the group agrees to purchase and pay for his proportionate share 
of the issue and to pay his proportionate share of the manager’s fee and of all ex- 
penses incurred by the manager in connection with the underwriting. Each member 
authorizes the originating firm to enter into the underwriting contract with the issuer, 
to act as manager of the offering and as agent of the respective members, to advance 
funds or arrange loans for the account of the respective members in connection with 
the purchase, distribution or resale of the securities, to stabilize the market price of 
the securities after the effective date of the registration statement, to dispose of 
securities repurchased in the open market, and to take all steps necessary to qualify 
the securities under the blue sky laws. Each member confirms that he has examined 
the registration statement and prospectus and is willing to assume the responsibilities 
of underwriter under the Securities Act of 1933. The contract generally disclaims that 
the several underwriters are to be deemed partners or under any joint obligation with 
the manager or each other. The termination date of the purchase group contract is 
fixed usually as 20 to 30 days after termination of the selling group but the manager 
may be authorized to accelerate the termination of the entire agreement or portions 
thereof. Upon termination, the manager agrees to account to each member for his 
proportionate share of the profits or losses. 


PRICING OF ISSUES AND COMPENSATION OF UNDERWRIT- 
ERS. One of the managing underwriter’s functions is to negotiate the offering 
price of the issue and the cost of the financing to the issuer. In negotiating the 
price of a stock issue, the manager is guided by prevailing market conditions, 
by market quotations on other outstanding securities of the same issuer, and by 
market quotations on comparable securities of other issuers. Sound practice re- 
quires that the offering price should bear a relationship to current or well-defined 
prospective earnings that is in line with the price-earnings ratio of comparable 
stocks. 

In the instance of bonds, the most important factor to be considered is the 
yield or rate of return offered by comparable bonds, as reflected in prevailing 
market quotations. The yield is usually expressed in a percentage and is designed 
to reflect every pertinent factor, such as the safety, stability, and marketability 
of the bonds. The maturity date is largely governed by custom in the particular 
industry—10 to 20 years for ordinary industrial issues, and 30 to 40 years for 
utility issues. 


Underwriters’ “Spread.” The amount to be paid by the underwriters to the 
issuer is reduced by the underwriters’ commission or “spread.’”’ Spreads vary 
with the size and type of the issue, the state of the market, and other factors. In 
the instance of readily marketable investment issues, such as high-grade munici- 
pal bonds, the spread may be less than one point, or a fraction of 1% of the face 
value of the issue. In the instance of more speculative bond offerings, the spread 
may range between 4 and 6% of the face value. 

The average spread in the case of stock issues is considerably larger than in 
the case of bond issues. The underwriting of an unseasoned stock issue, requiring 
an intensive selling campaign for successful placement, may command as much 
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as 20%, or even 25%, of the aggregate proceeds of the offering, although the 
blue sky laws of a number of states are a limiting factor on the spreads and other 
expenses of the financing. The New York Stock Exchange, with respect to its 
members, and the National Association of Securities Dealers also keep watch 
over underwriters’ compensation, the latter group attempting to directly review 
the fairness of the compensation for offerings in which its members are involved. 
For a large issue of common stock of a well-known company the spread is fre- 
quently under 5%. A portion of the underwriters’ compensation is sometimes 
paid in the form of stock or warrants to purchase stock in the future at fixed or 
graduated prices. On occasion, payments in stock or warrants are made by 
controlling stockholders instead of the issuer itself. 

Stand-by underwriters may receive a flat commission on the whole issue, re- 
gardless of the amount that they are required to take up; or they may receive 
a small rate of commission on the entire issue plus a higher rate on any portion 
which they take up. For example, if 100,000 shares of stock are offered to stock- 
holders, the underwriters’ commission may be $1 per share on the entire issue and 
$2 additional for each share not subscribed for by stockholders. If any substan- 
tial portion of the issue is taken up by the underwriters, they may organize a 
retail selling group to complete the distribution. 

‘ Under the Securities Act of 1933 full disclosure must be made in the registra- 
tion statement and prospectus of all commissions or discounts (including cash, 
securities, contracts, or anything else of value) to be paid, directly or indirectly, 
to the underwriters by the issuer or by any person in a controlling relationship 
with the issuer. [Securities Act of 1933, Schedule A, paragraph (17).] 


Sale of New Issues 


THE SELLING PROBLEM. The objectives sought by investment bank- 
ers in the marketing of new issues are profit, speed, and placement. From the 
banker’s point of view, an offering is successful: (1) if it yields sufficient profit to 
compensate the purchase group participants for their underwriting risks and the 
selling group members for their distributing efforts; (2) if it is completed with 
sufficient dispatch to avoid the risk of unforeseen developments that may hamper 
the distribution and prolong the underwriting liability; and (3) if it results in 
securing a wide and permanent placement of the issue, thereby promoting price 
stability to the satisfaction of investors and issuer. 

These objectives are not always consistent with one another. In particular, 
undue stress upon the necessity for speed may defeat the other objectives. Al- 
though too much deliberation in the pace of a distribution presents certain dan- 
gers, it is equally true that too much haste has its perils. If dealers and investors 
are not afforded adequate opportunity to appraise the merits of an issue but are 
rushed into taking commitments that they quickly regret, substantial amounts 
of the securities will be “dumped back” on the market and the underwriters may 
be compelled to effect repurchases on a large scale. This can prove to be a costly 
operation that may whittle down or wipe out the profit of an underwriting. 


THE SALES DEPARTMENT. A highly developed sales organization, 
with the distributing power that it provides, attracts to the investment banking 
firm invitations to participate in both purchase and selling groups. 

The sales department may consist of a sales manager and a staff of individual 
salesmen ranging in number from less than a handful to several hundred. The 
sales manager supervises the staff and usually has an important voice in deter- 
mining selling prices and policies. The office salesmen maintain contact with 
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customers personally and through correspondence. The outside salesmen or 
traveling representatives usually sell by personal solicitation. 

The salesmen compile, through the years, customer lists that constitute a 
valuable asset to the firm. The direct personal relationship established between 
salesman and customer is a characteristic of modern investment banking. The 
strength of an investment banking firm lies not alone in its financial resources, 
but in a vigorous and adequately trained sales force. 

In addition to the selling power generated through the sales force, te ie 
and executives of the firm frequently, maintain contacts with insurance com- 
panies, investment companies, savings banks, commercial banks, trust com- 
panies, and other institutional investors that are large purchasers of securities. 
Such contacts serve to augment materially the distributing power of a firm. 


THE SELLING GROUP. The principal vehicle for the actual distribution 
of new issues to investors is the selling group. As heretofore indicated, the pur- 
chase group contract usually authorizes the originating firm to act as manager 
of the selling group. The manager handles all the details in connection with the 
formation and operations of the selling group. In the performance of these 
functions the manager acts as agent for the members of both the purchase and 
selling groups. 


Selection of Group Members. The first step in setting up a selling group is 
the choice of dealers to receive invitations to become members. This step is of 
prime importance, since even the best of issues may fail of acceptance if offered 
by a group with inadequate distributing facilities. The chief criterion for the 
selection of selling group members is their ability to obtain permanent placement 
of the securities. 

The large originating firms maintain records of the past performances of 
dealers who have been invited to join their selling groups. They are thus in a 
position to eliminate those dealers who have been consistently unsuccessful in 
placing securities allotted to them, and to increase the allotments of those who 
have been successful. For the small dealer, a-regular place on the selling group 
lists of large originating firms may be a valuable asset. Such a place can be won, 
however, only by demonstrating a consistent willingness to accept invitations to 
join selling groups and a consistent ability to place the securities allotted to him. 

But indiscriminate acceptance of selling group invitations is not without dis- 
advantages. In the first place, it curtails the exercise of independent judgment 
by the dealer as to the merits of an issue. Secondly, a dealer recommending a 
security to a customer should have reasonable grounds to believe that the recom- 
mendation is suitable for the customer in the light of his other holdings, his 
financial situation and his needs, and this obligation cannot be properly discharged 
by the dealer who feels constrained to accept every selling group invitation that 
comes his way. Thirdly, an issue with little appeal for investors may require so 
much selling effort and expense as to render its marketing unprofitable. 

The number of firms to be included in the selling group depends upon the 
reception investors are likely to accord the issue that, in turn, depends upon the 
merits and price of the issue and the general state of the market. If there is 
uncertainty as to its reception, the number of dealers is increased, so that their 
aggregate allotments will exceed the total amount to be offered. In this way the 
entire issue may be disposed of, notwithstanding the inability of some partici- 
pants to place their allotments. In the instance of large issues, the number of 
firms invited to participate in the selling group may run to several hundred. 
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Preferential Treatment for Members of N.A.S.D. The rules of the National 
Association of Securities Dealers, Inc., provide for preferential treatment to 
members of the Association in the allowance of concessions or discounts and ex- 
clude nonmembers from selling groups in which members participate. Since 
virtually all the large originating houses are members of the Association, member- 
ship has become a prerequisite to an invitation to join any important selling 
group. Such membership has also become a prerequisite for dealers who do not 
join the selling group but desire to obtain the benefit of the selling discount usu- 
ally allowed dealers by selling group participants. It is now customary to provide 
in both the purchase group contract and the selling group agreement that dis- 
counts may be allowed only to members of the Association. 


Formation of the Group. When the list of prospective members of the selling 
group is complete, the manager sends out letters of invitation to dealers on the 
list. The actual formation of the selling group, however, must be delayed until 
the registration statement has been filed. This is due to the provision of the Se- 
curities Act of 1933 prohibiting offers to sell or offers to buy prior to the 
filing date. Although the preliminary negotiations between the issuer and the 
underwriters are specifically excepted from this prohibition, the exception ex- 
tends no further. 

In the discussion of the Securities Act of 1933, later in this Section, are de- 
scribed the prohibitions and restrictions on offers to buy and sell, and the various 
devices that may lawfully be used to acquaint dealers with the issue during the 
waiting period between the filing of the registration statement and its effective 
date. Immediately after the registration statement becomes effective, the manager 
notifies the selling group members of the public offering price, the selling group 
concession, and the amount offered for subscription or allotted to each member. 


Types of Selling Groups. There are two main types of selling groups. In one 
type the participant receives the right to make a firm subscription on the offer- 
ing date for a fixed amount of the securities. He is informed in advance of the 
amount reserved for him, and this amount is not ordinarily subject to allotment. 
He may make additional subscriptions, but these are subject to allotment by the 
manager. In the second type of selling group the participant is invited to sub- 
scribe for any amount he desires, all subject to allotment by the manager. In 
this type, a participant may receive the full amount that he applies for or a 
lesser amount. If a readily marketable issue is involved, participants are likely 
to request larger amounts than they actually expect to receive upon allotment. 

The life of a retail selling group is fixed by the selling group agreement. Nor- 
mally it is provided that the existence of the group shall extend over a period of 
20 or 30 days, subject to earlier termination by the manager or to extension for 
limited periods by the manager with the consent of at least a majority in interest 
of the members of the purchase group. Quick termination of the selling group is 
usually favored by the underwriters, to relieve them of the necessity for maintain- 
ing the market price as soon as possible. 


THE SELLING GROUP AGREEMENT. Management and operation of 
the selling group are governed by an agreement in the form of a letter from the 
manager to the members of the group, sometimes called the “Selected Dealers 
Agreement.” Although the basic outlines of the agreement are relatively simple, 
special provisions may be inserted for the purpose of preventing abuses in the 
course of the selling operation. A typical selling group agreement, in which the 
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participants are offered the right to make firm subscriptions covers the follow- 
ing points: : 
A description of the issue and the underwriting arrangements ; 
The offer by underwriters of part of the issue to dealers who are members of the 
National Association of Securities Dealers, Inc., at the public offering price less 
a specified discount ; 
The reservation of a specified amount for purchase by the dealer to whom the. 
letter is addressed ; 
The authorization to the dealer to offer the securities to the public in conformity 
with the agreement and the terms of offering set forth in the prospectus; 


The agreement of the dealer not to resell at a price below the public offering price 
nor to allow any concessions to anyone other than members of the N.AS.D.; 


The time and place of payment for and delivery of the securities; 

The termination date of the agreement, usually 20 to 30 days after the effective 
date of the registration statement, with authorization in the manager to ac- 
celerate the termination of the entire agreement or portions thereof; 

The confirmation bv the dealer of his agreement to purchase the specified number 
of shares; and 

The acknowledgment by the dealer that he has received the statutory prospectus 


and that in agreeing to purchase the shares, he has relied on the prospectus and 
not on any other statements whatsoever. 


THE PUBLIC OFFERING. Under the 1954 amendments to the Securities 
Act of 1933, described at a later point, the underwriters and dealers may begin 
to make offers to sell and to solicit offers to buy the security after the registration 
statement is filed and before it becomes effective, although no sale or contract 
of sale can lawfully be made until the registration statement has become effective. 


Announcing the Offer. The offers may be made orally or through written 
communications in the form prescribed by the Act and the rules of the Securities 
and Exchange Commission. The most important written medium is the pre- 
liminary prospectus filed as part of the registration statement. This document 
must contain substantially all the information required to be included in the 
complete statutory prospectus, except that it may omit information respecting 
the offering price and other matters dependent upon the offering price. (See 
page 31.) Quantities of the preliminary prospectus are furnished to all under- 
writers and dealers who are expected to participate in the distribution and they, 
in turn, distribute the prospectuses to others who may be interested. All persons 
who receive a preliminary prospectus must later receive the complete statutory 
prospectus. In the case of certain issues that meet the standards prescribed by 
the Commission’s rules, attention may also be drawn to the offering by means 
of summary prospectuses conforming with the rules. (See page 32.) 

Among the communication devices not deemed to be prospectuses is the so- 
called “tombstone ad,” which traditionally merely states from whom a prospectus 
may be obtained, identifies the security, states the price, and states by whom 
orders will be executed. (See page 33.) The main function of the “tombstone 
ad” is to call the issue to the attention of persons who may be sufficiently inter- 
ested to request a prospectus. It may be published at any time after the regis- 
tration statement is filed. When the registration statement becomes effective, 
the manager notifies the other underwriters and the dealers that the securities 
are released for public sale. A public announcement of the issue is generally made 
at this point through a “tombstone ad.” The underwriters and dealers are fur- 
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nished with quantities of the complete statutory prospectus for distribution to 
prospective buyers, including all those who have previously received the pre- 
liminary prospectus. If the offering involves an additional issue of a security 
listed on an exchange, a quantity of prospectuses is also delivered to the exchange 
for redelivery, on request, to exchange members executing orders in the security. 


Opening and Closing the Books. Upon the registration statement becoming 
effective, the manager “opens the books” to receive subscriptions from selling 
group members and from outside dealers. Except where subscriptions are firm, 
he retains the privilege of rejecting them in whole or in part. 

The manager is authorized to close the books at his discretion. If the demand 
for the issue is great, the books are usually closed almost immediately after they 
are opened. A public announcement may then be made to the effect that the 
issue has been oversubscribed. Such an announcement is not intended to indi- 
cate that the entire issue has been placed with investors, for subscribing dealers 
may not have had opportunity to investigate the actual demand among their 
customers. Hence, oversubscription generally means oversubscription by dealers, 
who may still be left with the task of placing the securities with their customers. 
For this reason a public announcement to the effect that “orders have been re- 
ceived from dealers and others for an amount in excess of the offering” usually 
reflects the true situation more accurately than one to the effect that the entire 
issue has been sold. 

If an issue is “sticky,” the books may remain open for a considerable period. 
If the offering does not result in placement of the entire issue, the unsold portion 
is distributed among the members of the purchase group at its expiration. 


Price Cutting. The selling group agreement usually provides for the forfeiture 
of a participant’s discount on any securities that the manager repurchases in the 
open market at or below the public offering price, during the life of the selling 
. group. The manager keeps a record of all securities subscribed for by the re- 
spective selling group members in order that securities repurchased in the market 
can be traced back to the member who sold them in the first instance. These 
precautions are designed, among other things, to discourage price cutting. 

Nevertheless, under stress, or if the rate of distribution is slow, a selling group 
member may endeavor to stimulate buying through various devices that have 
the effect of reducing the public offering price and are contrary to the letter or 
spirit of the selling group agreement and to fair trade practice. The simplest 
method is to allow the dealers’ discount to persons who are not eligible to receive 
it. As heretofore noted, the dealers’ discount may not be allowed by a member 
of the National Association of Securities Dealers, Inc., to a nonmember of the 
Association, and the selling group agreement usually contains a prohibition to 
that effect. Consequently, allowance of the discount to a public buyer or a non- 
member dealer is in contravention of the rules of the Association and the selling 
group agreement. 

A more subtle method of price-cutting is found in the practice of “switching” 
customers out of old securities into the new issues. Here, the price-cutting is 
accomplished by accepting the old securities at a premium above their market 
prices, in exchange for the new security at the public offering price. Although 
technically the public offering price is maintained in the transaction, the payment 
of a premium for the securities accepted in exchange constitutes an indirect re- 
bate to the customer. 

A third method is to sell the new security to a customer at the public offering 
price while simultaneously selling another security to the same customer at a dis- 
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count from its market price. Here again, the public offering price of the new 
security is technically maintained, but the customer receives a rebate in the form 
of a discount on the other security. 

Effective means for combating indirect price-cutting practices have been diffi- 
cult to devise, since new variations on price-cutting methods are constantly being 
conceived. 


SECURITY SALESMEN. New issues are sold in substantial measure — 
through direct solicitation by salesmen in the employ of investment banking 
firms. These salesmen, usually college educated, receive a training course in the 
elements of investment and the principles of security selling. They are then sup- 
plied with lists of prospective customers and sent out to interview prospects and 
to obtain orders for the securities offered by their employers. The practice of 
employing salesmen grew out of the desire of investment bankers to place securi- 
ties with a large number of individual investors, as distinguished from a relatively 
small number of institutional investors. This type of placement is designed to 
obtain a broader market for the offered security and to expand the number of 
potential buyers of future issues. 

In recent years, salesmen have shown a tendency to add some of the functions 
of investment advisers to their chief function of supplying data concerning the 
particular issue being offered. Many salesmen, with or without solicitation on the 
part of their customers, maintain records of the customers’ portfolios and suggest 
the advisability of making changes therein. Often, unfortunately, a salesman is 
not equipped by training or experience to furnish investment advice. To stimulate 
sales he is likely to emphasize possible rapid price appreciation and to ignore basic 
questions pertaining to safety of principal, stability of income, adequacy of re- 
turn, and similar elements bearing upon the investment merit of a security. 


Standards for Salesmen. The problem of elevating the standards for securi- 
ties salesmen is receiving considerable attention from the Federal and state regu- 
latory agencies, the exchanges, and the National Association of Securities Dealers, 
Inc. In its 1963 Report to Congress on the Special Study of Securities Mar- 
kets, the Securities and Exchange Commission urged adequate, effective controls 
over persons who may enter the industry as salesmen, based on standards en- 
compassing competence, character, and integrity. The Report pointed out that 
during the bull market of 1961 more than one-fourth of all salesmen registered 
with the N.A.S.D. had less than one year’s experience in the securities industry; 
and at the end of 1962, the year of a severe market break, one salesman out of 
seven was similarly inexperienced. The Report called for a system of direct indi- 
vidual licensing of salesmen, as well as other categories of personnel, and proce- 
dures under which disciplinary action can relate directly to individuals without 
necessarily involving their employers. 


Other Functions of Investment Banking 


MARKET STABILIZATION. Stabilizing may be broadly defined as the 
buying of a security for the purpose of preventing or retarding a decline in its 
open market price in order to facilitate its distribution to the public. (Stabilizing 
may also be involved in overallotting or short selling to prevent sharp increases 
in the open market price, and to cushion later declines by providing the support 
of covering purchases.) Stabilizing is closely related to the process of underwrit- 
ing and distributing new issues and, in the eyes of most investment bankers, is an 
essential feature of that process. 
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Some proportion of an issue, even though initially it may be completely sold by 
the underwriters to the selling group dealers, will quickly find its way back to 
the open market. This is due to the fact that some purchasers change their 
minds and almost immediately resell, and some—the so-called “free riders”— 
purchase in the first instance with the intention of selling out as soon as possible. 
Many subscriptions are placed in the expectation that the price will advance and 
a profit can be realized before the date of payment. Again, the temporary over- 
supply of the security being offered may exert pressure on the market price. 
Underwriters contend that stabilization is necessary to neutralize the effects of 
these and other abnormal situations, as well as to provide a fair market price 
for investors who may not be “free riders” but who consider it necessary or ad- 
visable to liquidate their holdings. 

If re-offerings are not readily absorbed in the market, they will tend to force 
the market price below the public offering price of the issue. To prevent such a 
drop in price, the manager of the underwriting syndicate enters a syndicate bid 
for the securities that may be offered in the open market. The syndicate bid is 
designed to take up the securities offered for which no other buyers are available, 
and thus to stabilize the market price at the level of the bid price. Normally, the 
agreement among the underwriters limits the maximum position resulting from 
stabilizing to 10 to 15% of the amount of securities underwritten. 

Stabilizing is regarded as most useful in the instance of issues that are neither 
notable successes nor notable failures. In the former, the market for the issue 
usually takes care of itself. In the latter, where the selling pressure in the open 
market is too great, the underwriters cannot afford to support the market at or 
near the issue’s original offering price. For the same reason, stabilizing cannot as 
a practical matter be used to stem a market or economic trend of any major 
significance. 


LEGAL RESTRICTIONS ON STABILIZING. The Securities Exchange 
Act of 1934 contains a general prohibition against manipulation of security prices 
up or down. It does not, however, prohibit transactions for the purpose of “peg- 
ging, fixing, or stabilizing” security prices, except to the extent that these transac- 
tions may be in contravention of the Commission’s rules. 


S.E.C. Rules. The Commission has prescribed several rules (Rules 426, X-10B-6, 
X-10B-7, X-10B-8, and X-17A-2) that endeavor to reconcile, as far as possible, 
the often conflicting objectives of protecting purchasers of securities, on the one 
hand, and of facilitating the flow of capital into industry, on the other. Among 
other things, these rules limit the purposes for which and the types of offerings 
in which stabilizing transactions may be effected; require the filing with the 
Commission of reports with respect to stabilizing transactions; prescribe strict 
limits upon the price levels at which stabilization bids may be entered or main- 
tained; prohibit certain trading activities during the period of stabilization; and 
provide special restrictions upon stabilization in connection with rights offerings. 

If the registrant or any of the underwriters knows or has reasonable grounds 
to believe that there is an intention to overallot or that the price of any security 
may be stabilized to facilitate the offering of the registered securities, there must 
be set forth, either on the outside front cover page or on the inside front cover 
page of the prospectus, in bold letters, a statement substantially as follows: 


IN CONNECTION WITH THIS OFFERING, THE UNDERWRITERS MAY OVER-ALLOT OR EFFECT 
TRANSACTIONS WHICH STABILIZH OR MAINTAIN THE MARKET PRICE OF 
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AT A LEVEL ABOVE THAT WHICH MIGHT OTHERWISE PREVAIL IN THE OPEN MARKET. 
SUCH TRANSACTIONS MAY BE EFFECTED ON 
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(Identify each exchange on which stabilizing transactions may be effected. If 
none, omit this sentence.) 
SUCH STABILIZING, IF COMMENCED, MAY BE DISCONTINUED AT ANY TIME. 


If the stabilizing began prior to the effective date of the registration statement, 
the prospectus must set forth the amount of securities bought, the prices at 
which they were bought, and the period within which they were bought. 


OTHER MARKET ACTIVITIES. The trading department of an invest- 
ment banking firm buys and sells outstanding securities that present opportuni- 
ties for profitable trading. It may also be called upon to dispose of securities 
received from customers in exchange for new’ issues offered by the firm. The 
salesman endeavoring to promote the sale of a new issue frequently is told by 
the customer that he has no cash available for investment. In many instances he 
meets this problem by reviewing the customer’s existing holdings and suggesting 
“switches.” When securities are taken in exchange, it becomes the function of 
the trading department to dispose of them in the open market or to other cus- 
tomers of the firm. 

Additional functions performed by the trading department include the mak- 
ing of secondary markets in issues originally offered by the firm, and the execu- 
tion of commission orders for customers desiring to purchase or sell securities in 
the open market. 


STATISTICAL AND ADVISORY ACTIVITIES. The statistical de- 
partment of an investment banking firm facilitates the work of the other de- 
partments by supplying them with analyses and reports on securities and with 
material that enables them to answer inquiries. When a new financing proposal 
is received by the firm, the statistical department compiles for the buying de- 
partment data required for the preliminary investigation of the issuer and for 
the more comprehensive later investigation. It also furnishes the buying depart- 
ment with information upon the basis of which the latter may advise the issuer 
as to the most appropriate form of security to be issued and the most favorable 
time and conditions for the public offering. The statistical department further 
assists in compiling the material required to be included in the registration state- 
ment and prospectus. 

The statistical department aids the selling department by equipping salesmen 
with the information they need to respond to inquiries from prospective buyers. 
It aids the trading department by supplying analyses on securities that. offer 
profitable trading opportunities. If the firm offers investment advisory service, 
the statistical department bears the brunt of this work, preparing special studies, 
circulars, and bulletins for dissemination among customers of the firm. 

Many firms invite customers and prospects to submit lists of their holdings for 
analysis. These lists are reviewed by the statistical department and recommenda- 
tions are made from time to time for changes into new offerings. 


ACCOUNTING AND RECORD-KEEPING. The accounting depart- 
ment of the investment banking house keeps records of security and money 
transactions. Cost accounting, auditing, budgeting, and statistical analysis of 
records have not been thoroughly developed in this field. Many houses restrict 
their bookkeeping activities to the “cage routine” for keeping records of cash 
and securities, keeping customers’ accounts, preparation of the firm’s income ac- 
count and balance sheet, and the other records required by the rules of the 
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Securities and Exchange Commission. Few have an auditor permanently attached 
to the organization, and the budgeting of expenses is rarely encountered. 


MISCELLANEOUS ACTIVITIES. Although the basic function of the 
investment banking firm is to act as middleman in the distribution of new issues, 
these organizations have branched out into other related activities to increase 
their revenues. Since the volume of new financing is subject to considerable fluc- 
tuation, other activities are often necessary to lend greater stability to income 
and to aid in meeting overhead expense at all times. The most important related 
activity is the business of dealing in securities already outstanding, as broker 
or dealer. A number of houses primarily engaged in the investment banking 
business are member firms of securities exchanges, and such membership enables 
them to handle a substantial volume of commission orders for customers. Invest- 
ment banking houses also do an extensive business in unlisted securities, acting 
as over-the-counter dealers. 

On the other hand, many firms primarily engaged in brokerage business have 
ventured into the business of underwriting, thus swelling the ranks of investment 
houses, The efforts of brokerage firms to establish profitable underwriting de- 
partments have not been universally successful. If the brokerage firm is one of 
high repute, with a list of institutional and wealthy individual customers, the 
underwriting department may become a profitable and important adjunct to 
the firm’s business. But if the customers of a stock exchange house have a more 
speculative outlook or are chiefly concerned with market appreciation, the firm 
may encounter difficulty in selling them conservative bonds and preferred stocks 
on a low-yield basis. In some brokerage houses, the management may be satisfied 
if the underwriting department “breaks even,” regarding it as a source of prestige 
rather than profit. 

A number of investment houses act as managers of portfolios for individual 
or institutional investors. This involves the creation of organizations similar to 
those of the specialized investment counsel concerns; and such organizations are 
sometimes operated on a virtually autonomous basis to insure independence of 
judgment. Some investment houses have organized and manage investment 
trusts. Some maintain departments to deal in government securities, foreign 
exchange, bankers’ acceptances, and commercial paper, and to engage in other 
specialized financial transactions. 


The Securities Act of 1933 


THE DISCLOSURE PRINCIPLE. President Franklin D. Roosevelt, in 
his message to Congress of March 29, 1933, recommending legislation for Federal 
supervision of interstate traffic in securities, said: “There is, however, an obliga- 
tion upon us to insist that every issue of new securities to be sold in interstate 
commerce shall be accompanied by full publicity and information, and that no 
essentially important element attending the issue shall be concealed from the 
buying public. This proposal adds to the ancient rule of caveat emptor, the 
further doctrine ‘let the seller also beware.’ It puts the burden of telling 
the whole truth on the seller.” 

This disclosure principle pervades the six statutes subsequently enacted by 
Congress to regulate interstate dealings in securities—the Securities Act of 1933, 
the Securities Exchange Act of 1934, the Public Utility Holding Company Act of 
1935, the Trust Indenture Act of 1939, the Investment Company Act of 1940, 
and the Investment Advisers Act of 1940. All these statutes are administered by 
the Securities and Exchange Commission, which was created by the Securities 
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Exchange Act of 1934. The Commission holds to the philosophy that disclosure 
and publicity are the most effective of regulatory devices, that the most impor- 
tant safeguard for the investor is to make available to him all the facts necessary 
to an intelligent appraisal of the value of a security. In its Report of the Special 
Study of Securities Markets submitted to Congress in 1963, the Commission 
stated: “Disclosure is the cornerstone of federal securities legislation; it is the 
sine qua non of investment analysis and decision; it is the great safeguard that 
governs conduct of corporate managements in many of their activities; it is the 
best bulwark against reckless corporate publicity and irresponsible recommenda- 
tion and sale of securities.” 


GENERAL DESCRIPTION OF THE 1933 ACT. The Securities Act of 
1933 is mainly concerned with the distribution of securities, as distinguished 
from trading activities after they have been distributed. If the mails or the 
channels of interstate commerce are involved in a distribution by the issuer or by 
a person controlling the issuer, the securities must be registered with the Com- 
mission. The registration statement is designed to make available to the invest- 
ing public comprehensive information concerning the securities offered, the 
issuer, its management, promoters, and underwriters, the proposed application 
of the proceeds of the offering, and other pertinent matters. The registration 
statement becomes effective automatically on the twentieth day after it is filed 
unless the Commission declares it effective at an earlier date or unless, as usually 
happens, the issuer delays effectiveness by filing an amendment that starts the 
20-day period running anew. A prospectus containing the information prescribed 
by the statute and the rules of the Commission must be furnished to every pro- 
spective investor. Criminal and civil liabilities are imposed for material misstate- 
ments or omissions in the registration statement or prospectus. The Act also 
outlaws fraud in the sale of securities through the use of the mails or the fa- 
cilities of interstate commerce, and the antifraud prohibitions apply to sales 
made not only in the course of distribution but at any other time. The Act 
exempts certain types of securities and transactions from the registration and 
prospectus requirements but not from the antifraud provisions. 

The Commission has no power under the Act to approve or pass upon the 
merits of any security or to guarantee the accuracy of information contained in a 
registration statement or prospectus. Every prospectus is required to set forth 
in bold face on the front page a legend to the effect that the securities have not 
been approved or disapproved by the Commission, that the Commission has not 
passed upon the accuracy or adequacy of the prospectus, and that any repre- 
sentation to the contrary is a criminal offense. 


PERSONS AND TRANSACTIONS COVERED. Apart from the anti- 
fraud provisions, the requirements and prohibitions of the Act apply in general 


to three classes of persons—issuers, dealers, and underwriters, as those terms are 
defined in the Act. 


“Tssuer,” “Dealer,” and “Underwriter” Defined. An issuer is defined as any 
person who issues or proposes to issue any security. There are certain exceptions 
to this definition that need not be mentioned here. It should be noted, however, 
that an issuer is not always a corporation; in a proper case the issuer may be an 
individual, a committee, a trust, an unincorporated association, or other legal 
entity. 

A dealer is defined as any person who engages either for all or part of his time 
as agent, broker, or principal, in the business of offering, buying, selling, or other- 
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wise dealing or trading in securities issued by another person. The definition in- 
cludes a broker, although an exemption is provided for certain unsolicited broker- 
age transactions. 

_An underwriter is defined as a person who has purchased from an issuer witha 
view to, or offers or sells for an issuer in connection with, the distribution of any 
security, or who participates directly or indirectly in the undertaking or the 
underwriting of the undertaking. The definition does not include a person whose 
interest is limited to a commission from an underwriter or dealer not exceeding 
the usual and customary distributors’ or sellers’ commission. For the purpose of 
defining an underwriter, the definition of issuer includes a person controlling, 
controlled by, or under common control with the issuer. 

As stated by Professor Loss in his authoritative work on “Securities Regula- 
tion” (Loss, Securities Regulation) : 

The term “underwriter” is defined not with reference to the particular person’s 
general business but on the basis of his relationship to the particular offering. No 
distinction is made between professional investment bankers and rank amateurs. Any 
person who performs one of the specified functions in relation to the offering is a 
statutory underwriter even though he is not a broker or dealer. Conversely, even a 
professional investment banker is not a statutory underwriter in effecting a distribu- 
tion on behalf of a person not in a control relationship with the issuer, or in arrang- 
ing a private placement on behalf of the issuer or a person in a control relationship 
with the issuer. 


“Distribution” Explained. The question of what constitutes “distribution” 
for the purpose of defining an underwriter sometimes presents difficulties. The 
word “distribution” is not defined in the Act, although two of the Commission’s 
rules (Rules 133 and 154) fix a quantitative standard for determining whether a 
distribution exists under certain special circumstances. In general, however, 
“distribution” is construed as more or less synonymous with the term “public 
offering” used in other provisions of the Act. If the offering is private, no distri- 
' bution is involved within the meaning of the Act, the purchaser is not deemed to 
be an underwriter, and the registration requirements are not applicable. Criteria 
for distinguishing between a public offering and a private offering are discussed 
at a later point. 

Distribution has been held to comprise the entire process by which a block of 
securities is dispersed and ultimately comes to rest in the hands of the investing 
public. Hence, in determining whether a distribution is involved, it is necessary 
to consider not merely the specific transaction between the issuer and its imme- 
diate purchaser, but also the extent to which a later public offering of the same 
securities is likely. A predetermination of the precise amount to be publicly dis- 
persed is not, however, an essential element of distribution. If the total amount 
publicly dispersed is substantial, a distribution may be involved notwithstanding 
that the securities are sold in relatively small lots over an extended period of time. 


Purchase for Distribution or “Investment.” Whether a purchase is made 
with a view to distribution or investment must be ascertained in any given case 
by reference to the intention of the purchaser. What his intention was at the 
time of purchase is a question of fact. A state of mind can ordinarily be ascer- 
tained only by weighing the evidence, and a person’s actions may be of far 
greater weight than his statements in illuminating his state of mind. The Com- 
mission has said that “a statement by the initial purchaser, at the time of his 
acquisition, that the securities are taken for investment and not for distribution 
is necessarily self-serving and not conclusive as to his actual intent.” (Securities 
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An important factor to be weighed in ascertaining the purchaser's intention 1s 
the length of time elapsing between acquisition of the securities and their resale. 
Although retention of securities for any length of time is not conclusive, the 
longer they are held, the more persuasive would be the argument that their resale 
is not at variance with an original investment intent. If they are retained for as 
long a period as 2 years, that fact would create a strong inference that they were 
originally purchased for investment. On the other hand, a predetermined limita- 
tion upon resale for a stated period of time or until the happening of a stated 
event may create doubts as to the original investment intent. 

An unforeseen change of circumstances since the date of purchase may also 
support the argument that resale of the securities would not be inconsistent with 
an investment representation. But the change must ordinarily relate to the 
purchaser’s own circumstances, not to an advance or decline in the market price 
or a change in the issuer’s operating results. 

A further factor that may be of importance in determining whether a purchase 
is made with a view to distribution or for investment is the nature of the pur- 
chaser’s business. If the purchase is made by an institutional investor or by an 
individual or firm not engaged in the securities business, the purchaser is in a 
stronger position to contend that he has purchased for investment than if he is 
engaged in underwriting or dealing in securities. If the purchaser is an invest- 
ment banker or dealer, he would be required to show by the clearest kind of 
evidence that the scope and character of his business is consistent with the pur- 
chase of large blocks of securities for investment rather than with a view to 
distribution. 


Controlling Persons. As has been noted, the term “underwriter” includes not 
only one who purchases from a corporate issuer with a view to distribution, but 
also one who purchases from a controlling person with a view to distribution. 
The policy of the Act, to provide for full disclosure of every material element 
attending a distribution, extends not only to the distribution of a new issue but 
to a redistribution of outstanding securities that takes on the characteristics of a 
new offering by reason of the control of the issuer possessed by the person making 
the offering. In order fully to effectuate this policy, the Act adopts the principle 
that a controlling person is an issuer for the purpose of defining an underwriter 
and that anyone who effects a distribution for a controlling person is an under- 
writer. The result is to require registration in connection with secondary dis- 
tributions through underwriters by controlling persons. 

It should be noted, however, that a controlling person is not an issuer, within 
the meaning of the Act, for any purpose except to define an underwriter. For 
example, he cannot satisfy the requirement that the registration statement be 
signed by the issuer. 

The concept of control does not depend upon a mathematical formula of 51% 
of voting power. The Commission has defined the term “control” to mean the 
possession of the power to direct or cause the direction of the management and 
policies of a corporation, whether through ownership of voting securities, by 
contract, or otherwise. This power may reside in a single person or in a group of 
persons united by business, social, or other ties. A practical test for control, 
as the term is used in the section defining an underwriter, is whether the person 
in question has power to obtain registration, either alone or acting in concert with 
other related persons. 


PROHIBITIONS AND REQUIRED ACTS. The Act, as amended in 
1954, contains several sweeping prohibitions, but these must be read in conjunc- 
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tion with the exemptions. The prohibitions should be considered in the light of 
their impact (1) before the registration statement is filed; (2) after the registra- 
tion statement is filed but before it becomes effective; and (3) after the registra- 
tion statement becomes effective. 


The Prefiling Period. Before a registration statement has been filed with 
respect to a security, the Act makes unlawful the use of the mails or the facilities 
of interstate commerce to sell the security or to offer to buy or sell it through the 
medium of a prospectus or otherwise. Although these prohibitions, by their terms, 
apply to any person, transactions by persons other than issuers, underwriters, or 
dealers are exempt. Thus, the ordinary investor may lawfully offer to buy a 
security from the issuer or from an underwriter or dealer before the filing date, 
but his offer cannot be solicited or accepted by the offeree until the filing date 
and cannot be accepted until the effective date of the registration statement. 
The Commission has interpreted these provisions to mean that, prior to the filing 
of a registration statement, an issuer, controlling stockholder, underwriter, or 
dealer cannot legally offer a nonexempt security to the public, nor engage in a 
publicity campaign having for its purpose the sale of the security to the public. 
“Conditioning the market” for a prospective offering before the filing of a regis- 
tration statement or even before it becomes effective is not permitted. 


The Waiting Period. During the period between the filing of a registration 
statement and its effective date, commonly referred to as the “waiting” or “cool- 
ing” period, the Act prohibits the making of sales, contracts of sale, or contracts 
to sell the security. Under the 1954 amendments, however, issuers and under- 
writers are permitted, immediately after the filing of a registration statement, to 
make offers to sell and to solicit offers to buy either orally or by means of pre- 
liminary prospectuses or other written communications in the form authorized 
by the statute and the Commission’s rules. Although such offers may now be 

-made or solicited during the waiting period (except in States where they would 
violate the blue sky laws), the security cannot be sold and offers to buy cannot 
be accepted so as to make them binding contracts until the registration statement 
has become effective; nor can the sale be consummated after the effective date 
without the delivery to the purchaser of a complete statutory prospectus. 


The Preliminary Prospectus. The intent of Congress in prescribing a com- 
pulsory waiting period between the filing date and the effective date was twofold: 
to slow down the process of distribution and to afford opportunity for public 
and professional scrutiny of the proposed issue. It was contemplated that during 
the waiting period there would be widespread dissemination of information among 
dealers and the public generally with respect to the issue, but that no contracts 
or sales would be made until the effective date. Obviously, public and profes- 
sional scrutiny cannot be stimulated merely by the filing of a registration state- 
ment, even though the statement is open to public inspection. Only a relatively 
few dealers and a small segment of the public can avail themselves of the oppor- 
tunity to inspect the statement. 

In order to promote the dissemination of information during the waiting 
period, the Commission has by rule (Rule 433) authorized the use of a preliminary 
prospectus filed as part of the registration statement. This document replaced 
the old “red herring prospectus,” which was similar in many respects but was 
required expressly to negate any intent to solicit orders. The conditions that 
must be met to qualify a preliminary prospectus for use are as follows: 


(a) The preliminary prospectus must contain substantially the information re- 
quired to be included in the complete statutory prospectus, except that it may 
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omit information with respect to the offering price, underwriting and dealer 
discounts or commissions, amount of proceeds, conversion rates, call prices, or 
other matters dependent upon the offering price; and ; 

(b) The outside front cover page of the preliminary ‘prospectus must bear, in 
red ink, the caption “Preliminary Prospectus,” the date of its issuance, and the 
following statement: 


A registration statement relating to these securities has been filed with the Secu- 
rities and Exchange Commission but has not yet become effective. Information con- 
tained herein is subject to completion or amendment. These securities may not be 
sold nor may offers to buy be accepted prior to the time the registration statement 
becomes effective. This prospectus shall not constitute an offer to sell or the solici- 
tation of an offer to buy nor shall there be any sale of these securities in any State in 
which such offer, solicitation or sale would be unlawful prior to registration or quali- 
fication under the securities laws of any such State. 


Acceleration of Waiting Period. When a registration statement has been 
cleared except for the offering price, underwriting arrangements, and other mat- 
ters dependent upon the offering price, the necessity for waiting 20 days after 
the “price amendment” is filed would work hardship, particularly where a firm 
commitment is involved. To avoid such hardship, the Securities and Exchange 
Commission early adopted the practice of granting requests for acceleration of 
the effectiveness of the registration statement to the day the “price amendment” 
is filed or the next day. This makes it possible for underwriters to sign a firm 
commitment contract on the same day the registration statement becomes effec- 
tive and thus to avoid the dangers inherent in a 20-day delay. The granting of a 
request for acceleration, however, depends upon whether the Commission finds 
that certain preliminary conditions have been fulfilled. 

By a rule (Rule 460), the Commission has codified its pre-existing policy with 
respect to the acceleration of registration statements. The rule provides in sub- 
stance that the Commission will consider whether the persons making the offering 
have taken reasonable steps to make the information contained in the regis- 
tration statement conveniently available to underwriters and dealers who are 
expected to participate in the distribution of the security. As a minimum this 
involves the distribution to each such underwriter and dealer, a reasonable time 
before the anticipated effective date, of as many copies of the preliminary 
prospectus as may be necessary to secure its adequate distribution. If the form 
of preliminary prospectus that has been distributed is found to be inaccurate 
or inadequate in material respects, acceleration of the effective date will not be 
granted until the Commission has received satisfactory assurance that appropriate 
correcting material has been sent to all underwriters and dealers who received 
the preliminary prospectus in quantities sufficient for the information of all 
persons to whom the inaccurate or inadequate material was sent. The granting 
of acceleration, however, will not be conditioned upon the distribution of a pre- 
liminary prospectus in any State where such distribution would be illegal. In 
addition, in passing upon requests for acceleration, the Commission will consider 
whether there has been a bona fide effort to make the prospectus reasonably 


concise and readable, so as to facilitate an understanding of the information con- 
tained therein. 


The Summary Prospectus. In the case of issuers that meet the standards 
prescribed by the Commission’s rules (Rules 434 and 434A), the use of summary 
prospectuses conforming with the rules is also permitted during the waiting 


THE SECURITIES ACT OF 1933 9-33 


period. A summary prospectus may be prepared by an independent organiza- 
tion primarily engaged in preparing statistical and financial manuals with respect 
to securities generally and in circulating to subscribers statistical and financial 
information and summaries. The organization must not receive any payment 
from the issuer, or from any underwriter or dealer participating in the distribu- 
tion, for preparing the summary. The summary prospectus may be prepared on a 
bulletin, card, or other document that summarizes information contained in the 
preliminary prospectus. Such a summary prospectus may be used only during 
the waiting period. 

: A somewhat different form of summary prospectus may be prepared by the 
issuer or underwriters. These must be filed as part of the registration state- 
ment and may be used either during the waiting period or after the effective date 
of the registration statement. When used prior to the effective date they must 
be captioned “Preliminary Summary Prospectus,” must contain the red ink legend 
appearing on every preliminary prospectus, and must state from whom copies of 
a more complete prospectus can be obtained. 


Communications Not Deemed a Prospectus. The term “prospectus” is 
defined by the Act generally to include any communication in writing or by 
radio or television that offers a security for sale or confirms the sale of a security. 
The Act, however, has always excepted from the general definition a notice, cir- 
cular, advertisement, letter, or communication in respect of a security that states 
from whom a written prospectus meeting the requirements of the Act may be 
obtained and, in addition, does no more than identify the security, state the price 
thereof, and state by whom orders will be executed. 

This exception is the basis of the so-called “tombstone ad,” which traditionally 
is limited in content to the items specified above, although, as will be seen, the 
Commission’s rules have permitted several additional items since 1955. The 
“tombstone ad” may be used at any time after the registration statement has 
been filed. Its primary function is to call the issue to the attention of persons 
who might be sufficiently interested to request a preliminary prospectus before 
the effective date and a full prospectus thereafter. 

By an amendment to the Act in 1954, the Commission was authorized to ex- 
pand the information that may be contained in a written communication, 
including a “tombstone ad,” without bringing it within the definition of a pro- 
spectus. Following the amendment, the Commission adopted a rule (Rule 134) 
that permits a written communication to include any one or more of the follow- 
ing items of information without being deemed to be a prospectus: 


_.. the name of the issuer of the security; the full title of the security and the 
amount being offered; a brief indication of the general type of business of the issuer, 
limited as provided in the rule; the price of the security, or if the price is not known, 
the method of its determination or the probable price range; the yield of a debt 
security or, if the yield is not known, the probable yield range; the name and address 
of the sender of the communication and the fact that he is participating or expects to 
participate in the distribution; the names of the managing underwriters; the approxi- 
mate date upon which it is anticipated the public offering will commence; whether, 
in the opinion of counsel, the security is a legal investment for savings banks, 
fiduciaries, insurance companies, or similar investors; whether in the opinion of 
counsel the security is exempt from specified taxes or the extent to which the issuer 
has agreed to pay any tax with respect to the security or measured by the income 
therefrom; whether the security is being offered through rights issued to security 
holders and, if so, a description of the rights; and any statement or legend required 
by any state law or administrative authority. 
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Unless a written communication used under this rule is limited to the form of 
“tombstone ad” permitted before the 1954 amendment, or is accompanied or 
preceded by a proper prospectus or summary prospectus, the communication 
must also contain the following: 


(i) a statement whether the security is being offered in connection with a distribu- 
tion by the issuer or by a security holder, or both, and whether the issue represents 
new financing or refunding or both; (ii) the name and address of a person or persons 
from whom a written prospectus meeting the requirements of the Act may be ob- | 
tained; and (iii) if the registration statement has not yet become effective a statement 
to the effect that it has not become effective; that the securities may not be sold nor 
may offers to buy be accepted prior to the effective date; and that the communication 
does not constitute an offer to sell or the solicitation of an offer to buy nor shall there 
be any sale of the securities in any State in which such offer, solicitation | or sale would 
be unlawful prior to registration or qualification in such State. 


A communication sent or delivered to any person pursuant to the rule, which 
is accompanied or preceded by a proper prospectus, may solicit from the recipi- 
ent an offer to buy the security or an indication of the recipient’s interest, if the 
communication contains a statement to the effect that no offer to buy can be ac- 
cepted and no part of the purchase price can be received until the registration 
statement has become effective, that any such offer may be withdrawn or revoked 
without obligation at any time prior to notice of its acceptance given after the 
effective date, and that an indication of interest will involve no obligation or 
commitment of any kind. 

Within the limits above described, the “tombstone ad” and other written com- 
munications may be used at any time after the filing of the registration statement. 


Summarizing the results of the 1954 amendments and the Commission’s 
rules promulgated thereunder, it is now permissible during the waiting period to 
make offers to sell and to solicit offers to buy orally and to use the mails and the 
facilities of interstate commerce to make offers to sell and to solicit offers to buy 
through the medium of the preliminary prospectus, the summary prospectus, the 
“tombstone ad,” and other written communications limited in conformity with 
the Commission’s rules. It is not permissible, however, to make any sales, con- 
tracts of sale, or contracts to sell until after the registration statement becomes 
effective. 


The Posteffective Period. After the registration statement has become effec- 
tive, the Act makes unlawful the use of the mails or the facilities of interstate 
commerce to carry the security for the purpose of sale or for delivery after sale, 
unless accompanied or preceded by a prospectus that meets the requirements of 
the Act. Similarly, it is unlawful to use the mails or the facilities of interstate 
commerce to carry or transmit a prospectus that fails to meet the requirements 
of the Act. Once the registration statement becomes effective, the prohibition 
against using the mails or interstate facilities to sell or deliver the security is 
terminated, but a proper prospectus must precede or accompany the delivery of 
the security or the confirmation of the sale, whichever first occurs. The reference 
here is to the complete and final prospectus, which must be delivered to the 
buyer notwithstanding that he may previously have received a preliminary or 
summary prospectus. 

The Act permits the use of supplementary selling literature after the effective 
date if it accompanies or follows, but not if it precedes, the full statutory pro- 
spectus. The supplementary literature is subject to the antifraud prohibitions. 

Every dealer is required to furnish a prospective purchaser with a copy of the 
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statutory prospectus for a period of at least 40 days after the effective date or 
the date the public offering begins, whichever is later, and, if he was a participant 
in the distribution, for as long thereafter as his allotments or subscriptions remain 
unsold. Tf securities are those of a company offering an issue to the public for the 
first time, the 40-day period becomes 90 days or such shorter period as the Com- 
mission shall order. 


REGISTRATION PROCEDURE. Any security may be registered with 
the Commission by filing a registration statement in triplicate, one copy of 
which must be signed by the issuer, its principal executive officers, its principal 
financial officer, its comptroller or principal accounting officer, and the majority 
of its board of directors or persons performing similar functions. All registration 
statements must be filed at the Commission’s principal office in Washington, D. C. 

A registration statement must be on the form prescribed by the Commission; 
but a statement is deemed to be on the proper form unless objection is made by 
the Commission prior to the effective date. Since its creation, the Commission 
has consistently sought to simplify registration forms. The evolution of these 
forms has been such as to indicate a desire to achieve the fairest possible balance 
between a maximum of protection to investors and a minimum of difficulty to 
issuers. The Commission has promulgated a series of optional forms—the “S” 
series—designed to simplify the preparation of registration statements and cut 
down the expense involved, without sacrificing any information that an investor 
should have. 

Registration forms require information only as to the registrant, unless the 
context clearly shows otherwise. Information need be given only insofar as known 
or reasonably available to the registrant. If any required information is unknown 
and not reasonably available, either because the obtaining thereof would involve 
unreasonable effort or expense or because it rests peculiarly within the knowledge 
of another person not in a controlling relationship with the registrant, such infor- 

- mation may be omitted as long as the registrant gives whatever information it 
possesses or can readily obtain on the subject. If a summary or an outline of the 
provisions of any document is required, the answer must be brief. It is not in- 
tended that a statement shall be made as to all the provisions of the document, 
but only as to the most important provisions in condensed form. 


Confidential treatment will be accorded to the provisions of any material con- 
tract, or portion thereof, if the Commission determines that its disclosure would 
impair the value of the contract and is not necessary for the protection of in- 
vestors. No registration statement or document filed with the Commission or 
used in connection with an offering may contain information that an appropriate 
government agency has classified or determined to require protection in the inter- 
ests of national defense. 

At the time of filing a registration statement, the registrant must pay to the 
Commission a fee of one-hundredth of 1% of the maximum aggregate price at 
which the securities are proposed to be offered, but such fee may not be less than 
$25. A Commission rule (Rule 457) specifies the respective methods of calculating 
the filing fee when the securities are to be offered at varying prices based upon 
fluctuating market prices or fluctuating values of underlying assets, or are to be 
offered to existing security holders and the unsubscribed portion reoffered to the 
general public, or are to be offered in exchange for other securities. A filing date 
is not obtained unless the registration statement is accompanied by the required 
fee; but an insignificant deficiency based on a bona fide error does not affect the 


date of filing. 
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The information contained in a registration statement is available for public 
inspection, and photocopies are furnished to anyone upon the payment of pre- 
scribed charges, which are moderate. Contents of the registration statement are 
available to the public prior to the effective date, as well as thereafter. 

The effective date of a registration statement is the twentieth day after the 
filing date, but the Commission is authorized to shorten this 20-day period if it 
determines that acceleration may be granted with due regard to the adequacy of _ 
information respecting the issuer previously available to the public; to the ease 
with which prospective investors can understand the nature of the securities to be 
registered, their relationship to the capital structure of the issuer, and the rights 
of holders; and to the public interest and investor protection. 


Amendment of Statement. Amendments to the registration statement may 
be filed by the registrant at any time, either prior to or after the effective date. 
Filing of a pre-effective amendment automatically changes the filing date of the 
registration statement to the filing date of the amendment, and this starts the 
20-day period running anew, unless the amendment is filed with the consent of 
the Commission or pursuant to its order. 

The power of accelerating or refusing to accelerate the effective date has 
been developed by the Commission into an important administrative device. 
Although the Commission has no authority to pass upon the merits of any secu- 
rity, it can, by calling for amendments, put off the effective date more or less 
indefinitely. Moreover, the authority to deny acceleration has been used by the 
Commission to promote adequate circulation of preliminary prospectuses, to im- 
prove the readability of prospectuses, to impose conditions upon indemnification 
by the issuer of its officers, directors, and controlling persons against liabilities 
under the Act, and for other purposes. If a statement no longer contains any 
deficiencies, however, it is mandatory on the Commission to permit it to become 
effective. 

Few, if any, registration statements are in final form when they are filed, and 
one or more amendments are customarily necessary. After the statement is filed, 
it 1s reviewed by the Commission’s Division of Corporation Fimance where a 
Letter of Comment is prepared, specifying the respects in which the Division 
considers the statement to require amendment. This is furnished to the registrant, 
which then files an amendment designed to cover the points raised in the Letter 
of Comment. The amendment, in turn, may be the subject of a further Letter of 
Comment requiring additional amendments. In practice, the “price amend- 
ment,” which supplies information regarding the offering price, underwriting 
arrangements, and related matters, is not filed until the rest of the statement has 
been reviewed and informally cleared by the Division. 

If the registration statement cannot be appropriately amended within the 
statutory 20-day period, the registrant generally takes steps to prevent it from 
becoming effective in deficient form, which would give the Commission grounds 
for instituting stop order proceedings. Under the former practice, the registrant 
found it necessary, if unusual delays were encountered, to file “delaying amend- 
ments” by telegram or letter prior to the expiration of each 20-day period. This 
is no longer necessary. A rule of the Commission (Rule 473) now permits the 
registrant, simultaneously with the filing of the registration statement or later, 
to file a single amendment that indefinitely delays the effective date until a subse- 
quent amendment is filed stating in effect that the registration statement shall 


become effective within 20 days thereafter or upon acceleration of the effective 
date by the Commission. 
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When the registrant believes that its amendments are adequate to cure all 
deficiencies it may make application, in which the managing underwriters and any 
selling stockholders must join, for acceleration of the effective date, specifying the 
date upon which they desire the statement to become effective. If no further 
deficiencies are found by the Division of Corporation Finance, the application is 
usually granted by the Commission and an order is entered making the statement 
effective on the date requested, at an hour designated in the order. 
Posteffective amendments are generally filed to correct deficiencies that existed 
in the registration statement at the effective date but were not discovered until 
afterward. Theoretically, a posteffective amendment is not filed in order to correct 
a statement that reflected the truth on the effective date but is no longer true. In 
practice, however, the Commission sometimes permits the filing of a posteffective 
amendment to the registration statement to cover matters arising after the effec- 
tive date. Under the Act, the truth of a statement is tested as of the effective date. 
If the statement was deficient at the effective date, the registrant is under an 
obligation to correct the deficiency regardless of when the deficiency is discovered. 
But if the statement was not deficient at the effective date, no subsequent change 
in circumstances will make it compulsory for the registrant to file a posteffective 
amendment. On the other hand, a subsequent change in circumstances that 
renders the information no longer true in a material respect does require an 
amendment or supplement to the prospectus. The offering of a security cannot be 
continued on the basis of a prospectus that contains representations that are no 
longer true in a material respect. 

The Act, in § 10(a)3, requires that a prospectus that is used after 9 months 
may not contain information that is more than 16 months old. Thus, issues ex- 
tending beyond 9 months, such as offerings of mutual funds, which are continu- 
ous, must periodically file posteffective amendments to bring their financial state- 
ments up to date. 

_ An important use of posteffective amendments concerns the offering of secu- 
rities not offered at the time the Registration Statement became effective, 
which are included within the scope of the Registration Statement. Most signifi- 
cant in this respect are warrants and options issued to underwriters as additional 
compensation, which are frequently resold by the underwriter shortly after the 
completion of the public distribution. If the options or warrants were included 
in the Registration Statement they may be re-offered by means of a prospectus 
included in a posteffective amendment, which prospectus changes only the de- 
scription of the person who is selling the securities, in this instance the under- 
writer, as a selling shareholder. If this resale is made shortly after completion of 
the distribution, the prospectus is sometimes changed only by attaching a sticker 
to the original prospectus. 

Since posteffective amendments do not become effective until the Commission 
declares them effective, it is usually advisable that no sales be confirmed until the 
Commission so declares, or if the offering has begun, that it be stopped imme- 
diately. The purpose of the posteffective amendment being to correct a deficiency 
that existed at the effective date, any sales made before the Commission’s order 
is entered may lead to stop orders and civil suits. 


Withdrawal of Statement. Any registration statement, amendment, or ex- 
hibit may be withdrawn upon application if the Commission, upon finding such 
withdrawal consistent with the public interest and the protection of investors, con- 
sents thereto. The application for withdrawal must state fully the grounds 
upon which it is made. The fee paid upon the filing of the registration statement 
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will not be returned. The registration statement or amendment is not removed 
from the Commission’s files but is marked “Withdrawn upon the request of the 
registrant, the Commission consenting thereto,” with the date of such consent. 
(Rule 477.) If securities have been offered or sold to the general public through 
a prospectus that was materially deficient, the Commission usually takes the posi- 
tion that it will not permit withdrawal but will enter a stop order, since the latter 
course gives the widest possible publicity to the deficiencies. 


PREPARATION OF THE PROSPECTUS. Because the prospectus is 
the part of the registration statement that is most generally furnished to investors, 
the Commission has repeatedly urged the use of a concise and readable document. 
It has also implemented this policy in its acceleration rule (Rule 460), which 
provides that the Commission will consider in passing upon requests for accelera- 
tion, whether there has been a bona fide effort to make the prospectus reasonably 
concise and readable. The registration forms specify material that may be omitted 
from or condensed in the prospectus, and the Commission has published opinions 
specifically illustrating what it regards as excessively detailed prospectuses. The 
prospectus is meant to be an epitome or summary, and obviously should not be as 
discursive as the longer registration statement. 

The Act specifically states that no provision imposing any liability shall apply 
to any acts done or omitted in good faith in conformity with any rule or regula- 
tion of the Commission. Consequently, the condensation and simplification of 
the prospectus in good faith, in accordance with the Commission’s rules, should 
prevent any civil liabilities from arising. 

The privilege of condensation and simplification does not extend to financial 
statements. Such financial statements as are set forth in the prospectus must 
conform with the corresponding financial statements, including footnotes, in the 
registration statement. The supporting schedules may be omitted from the pro- 
spectus, with a few exceptions specified in the Commission’s rules and instructions. 

The accountants certifying the financial statements in the registration state- 
ment and prospectus must be independent in the fullest sense of the word. The 
Commission has frequently held that an accountant lacks independence if he has 
any relationships with the registrant or its management that create a reasonable 
doubt whether he can exercise an impartial and objective judgment on questions 
confronting him. 

In the event that the registrant or any of the underwriters knows or has reason- 
able grounds to believe that it is intended to stabilize the price of any security 
to facilitate the offering of the registered security, the first or second page of the 
prospectus must set forth in bold type a legend to that effect. 

Age of Information. When a prospectus is used more than 9 months after 
the effective date, the information must be as of a date not more than 16 months 
prior to such use, so far as such information is known to the user of the prospec- 
tus or can be furnished by such user without unreasonable effort or expense. 


EXEMPTED SECURITIES. The Act provides for two general types of 
exemptions—exemption of certain types of securities from all except the fraud 
provisions, and exemption of certain types of transactions from the registration 
and prospectus requirements. 


Types of securities exempted from all the provisions of the Act, except the 
fraud provisions, include: 


Securities issued or guaranteed by the United States or any State or Territory 
thereof or any political subdivision of a State or Territory or any public in- 


strumentality of one or more States or Territories or any National or State 
bank, 
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Commercial paper arising out of current transactions and having a maturity at 
the time of issuance of not more than nine months. 

Securities issued by certain nonprofit. organizations. 

Securities issued by building and loan sssociations and similar institutions pro- 
vided that the issuer does not take more than 3% of the face value of the 
security as a withdrawal fee. 

Securities issued by common carriers which are subject to the Interstate Com- 
merce Act. 

Certificates issued by a receiver or by a trustee in bankruptcy with court approval. 

Insurance policies and annuity contracts. 

Securities issued in reorganizations approved by a court or governmental authority. 

Securities exchanged by the issuer with its existing security holders exclusively 
where no commission or other remuneration is paid or given directly or in- 
directly for soliciting the exchange. 

Securities which are part of an issue sold only to residents of the State in which 
the issuer is incorporated and is doing business. 


Though the last three types of securities listed are exempt, it is the particular 
transaction of which they are a part that exempts them rather than the nature 
of the securities themselves. Thus, it is possible that upon a subsequent reoffer- 
ing of these securities, other than under one of the specified sets of circumstances, 
the securities will not be exempt. (They are listed here rather than under Ex- 
empted Transactions below because this is the manner in which they are listed in 
the Act.) The other securities listed are by their very nature exempt and remain 
exempt regardless of the circumstances under which they are offered. 

In addition, the Commission is authorized by the Act to exempt securities if 
the aggregate amount at which the issue is offered to the public does not exceed 
$300,000. These exemptions for small offerings are not unconditional but are 
available only if regulations prescribed by the Commission are complied with. 


Regulation A. The Commission has adopted several regulations pursuant to 
this authorization, the most important being Regulation A. This regulation pro- 
vides a general exemption from the registration requirements for certain classes 
of domestic and Canadian securities whose aggregate offering price to the public 
during a 12-month period does not exceed $300,000. In the case of a controlling 
person of the issuer, the aggregate offering price over the 12-month period is 
limited to $100,000, except that the full amount of $300,000 may be offered on 
behalf of the estate of a controlling person within 2 years after his death. The 
aggregate of all offerings made by the issuer and its controlling persons may not 
exceed $300,000 during any 12-month period. In every case the conditions of the 
exemption must be strictly observed. Pursuant to an amendment of the Act 
passed in 1958, the Commission has also adopted Regulation E, which affords 
a conditional exemption from registration for securities of small business invest- 
ment companies licensed under the Small Business Investment Act of 1958 or 
approved for licensing by the Small Business Administration. The amount of 
such securities exempted is limited as in Regulation A. 


EXEMPTED TRANSACTIONS. The provisions of the Act exempting 
certain types of transactions from the registration and prospectus requirements 
broadly draw the line between the distribution of securities and trading in securi- 
ties, indicating that the Act is, in the main, concerned with the problem of dis- 
tribution as distinguished from trading. 

Transactions by Persons Other Than Issuers, Underwriters, and Dealers. 
An exemption is provided for transactions by any person other than an issuer, 
underwriter, or dealer. The holder of securities who is not an issuer, underwriter, 
or dealer is free to make a public offering of his holdings without regard to the 
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registration or prospectus provisions. It should be remembered, however, that 
the term “issuer” includes a controlling person of the corporation for the purpose 
of defining an underwriter. If a controlling person desires to liquidate his holdings 
through an underwriter, neither can rely upon this exemption. Even if a con- 
trolling person desires to distribute directly to the public without using an under- 
writer, the exemption is not available if he acquired the securities from the issuer 
with a view to distribution, for in that event he would himself be an underwriter. 


Private Offerings. A further exemption is afforded to transactions by an is- — 
suer not involving any public offering. Whether a particular transaction involves 
a public offering depends not on any single factor but on all the surrounding cir- 
cumstances. Among the factors to be considered in determining whether a public 
or a private offering is involved are: 


1. The number of offerees and their relationship to each other and to the issuer. 
2. The number of units offered. 

3. The size of the offering. 

4. The manner of offering. 


1. The number of offerees does not mean the number of actual purchasers, 
but rather the number of persons to whom the security is offered for sale. Any 
attempt to dispose of a security is regarded as an offer. Even preliminary nego- 
tiations or conversations with a substantial number of prospective purchasers 
may cause the offering to be a public offering, although the number of actual 
purchasers is relatively few. 

In the view of the courts, as well as the Commission, the number of buyers is of 
little significance. With respect to the number of offerees, the Commission’s rule of 
thumb has been that an offering to not more than approximately 25 persons would 
not involve a public offering under ordinary circumstances. This, of course, as- 
sumes that the securities are to be purchased for investment and not with a view 
to distribution. 

Again, the relationship of the offerees to each other and to the issuer must 
be considered. An offering to a given number of persons chosen from the general 
public may be a public offering, whereas an offering to a larger number of persons 
having special knowledge of the issuer may be a private offering. For instance, 
when the offering is limited to institutional investors, they are more likely to have 
special knowledge of the issuer than the general public. Other groups that may 
fall within the category of persons having special knowledge of the issuer include 
its key executives, substantial stockholders, underwriters, bankers, and promoters. 

The fact that an offering is limited to the issuer’s employees, however, does not 
assure the availability of the exemption. In §.E.C. vy. Ralston Purina Co., 346 
US. 119 (1953), the Supreme Court said (p. 125): “The exemption, as we con- 
strue it, does not deprive corporate employees, as a class, of the safeguards of 
the Act. We agree that some employee offerings may come within §4(1), e.g., one 
made to executive personnel who because of their position have access to the 
same kind of information that the Act would make available in the form of a 
registration statement. Absent such a showing of special circumstances, employ- 
ees are Just as much members of the investing ‘public’ as any of their neighbors 
in the community.” The Court held that the applicability of the private offering 
exemption should turn on whether the particular class of persons affected need 
the protection of the Act; and that an offering to those who are shown to be able 
to fend for themselves is a transaction not involving any public offering. 

2. The second factor to be considered in determining whether a public offering 
is involved is the number of units offered. If the denominations of the units are 
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such that only a small number of units are offered, presumably no public offering 
would be involved. But if many units are offered in small denominations, there is 
some indication that the issuer recognizes the possibility, if not the probability, 
of a general public distribution. 

3. The third factor is the size of the offering. The exemption was intended 
to be applied chiefly to small offerings. The sale of a small issue is less likely to 
involve a public offering than the sale of an issue of substantial size. 

4. The fourth factor is the manner of offering. Transactions effected by di- 
rect negotiation between the issuer and the prospective purchasers are much more 
likely to be nonpublic than those effected through the use of the machinery of 
public distribution. An offering on the floor of a stock exchange is a public offer- 
ing, as is any offering addressed to the public generally. 


Transactions by Dealers. An exemption from the registration and prospectus 
requirements, not available to issuers or underwriters, is applicable to dealers’ 
transactions with certain exceptions. The transactions of a dealer that are not 
exempt are as follows: 


(a) Transactions in a registered security taking place within 40 days after the 
effective date of the registration statement or within 40 days after the first date 
upon which the security was bona fide offered to the public by the issuer or an 
underwriter after such effective date, whichever is later (the period may be 90 
days in some instances if securities are offered to the public for the first time) ; 

(b) Transactions in an unregistered security taking place within 40 days after 
the first date upon which the security was bona fide offered to the public by the 
issuer or an underwriter; and 

(c) Transactions as to securities constituting the whole or a part of an unsold 
allotment to or subscription by the dealer. as a participant in the distribution of 
such securities by the issuer or an underwriter. 


In the computation of the 40- or 90-day periods any time during which a stop 
order is in effect is excluded. 

The effect of these exceptions is to require all dealers, whether or not they 
participated in the distribution of a registered security as members of the selling 
group, to deliver the statutory prospectus in connection with all their sales 
during the periods indicated. A dealer who was not a member of the selling 
group is relieved of the obligation to deliver a prospectus after the lapse of 40 
days from the effective date of the registration statement or 40 days from the 
commencement of the offering, whichever is later. A dealer who was a member 
of the selling group must continue to deliver a prospectus for as long after the 
expiration of the 40-day period as any part of his allotments or subscriptions 
remain unsold. An underwriter who is no longer acting as such in the distribution 
is entitled to the same exemption as a dealer. In the case of a distribution of a 
security that has not been registered and hence may subject the issuer and under- 
writer to penalties, dealers may lawfully begin to trade after the lapse of 40 
days from the first date upon which the security was bona fide offered to the 
public by the issuer or underwriter. 


Brokers’ Transactions. The last category of transactions for which an exemp- 
tion is provided consists of brokers’ transactions executed upon customers’ orders, 
but not the solicitation of such orders. Theterm “brokers’ transactions” has been 
strictly limited to transactions in which no more than the ordinary brokerage 
function is performed and no more than the ordinary commission is paid. Thus, 
if the broker forms a selling group to distribute the security, advertises the secu- 
rity for sale, prepares a selling circular, or does any of the other things that are 
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normally associated with the underwriting function, he loses the benefit of the 
exemption. Moreover, this exemption applies only if the order is unsolicited. Any 
direct or indirect solicitation of the order prevents the exemption from becoming 
applicable. The exemption does not apply to the customer’s part of the transac- 
tion; it protects only the broker who receives an unsolicited commission order. 

A rule of the Commission (Rule 154) defines the extent to which a broker may 
effect sales for a controlling person, without forfeiting the exemption for 
brokers’ transactions. Under this rule, a broker may act as agent for a controlling 
person if the following conditions are met: (1) the broker performs no more than 
the usual and customary broker’s functions; (2) the broker does no more than 
execute an order or orders to sell as a broker and receives no more than the usual 
or customary broker’s commission, and, to his knowledge, his principal makes no 
payment in connection with the execution of such. transactions to any other 
person; (3) neither the broker, nor to his knowledge, his principal, solicits or 
arranges for the solicitation of orders to buy in anticipation of or in connection 
with the transactions; and (4) the broker is not aware of circumstances indicat- 
ing that his principal is an underwriter in respect of the securities or that the 
transactions are part of a distribution of securities on behalf of the principal. 

Under the rule, the term “distribution” does not apply to transactions involv- 
ing an amount not substantial in relation to the number of shares or units out- 
standing and the aggregate volume of trading in the security. As a guide for 
distinguishing trading from distributing transactions, the rule states in effect that 
there is not deemed to be a distribution if the transaction in question and all other 
sales of the same class of securities by or on behalf of the same principal within 
the preceding 6 months do not exceed the following: (1) in the case of an over- 
the-counter security, approximately 1% of the total shares or units outstanding 
or (2) in the case of a listed security, the lesser of that amount or the largest ag- 
gregate reported volume of exchange trading during any 1 week within the 
preceding 4 weeks. 


SANCTIONS. There are four main types of sanctions that supply the Act 
with teeth. These are the provisions for stop orders, injunctions, criminal penal- 
ties, and civil liabilities. 


Stop Orders. Whenever it appears to the Commission that the registration 
statement includes any untrue statement of a material fact or any misleading 
omission of a material fact, the Commission may, after an opportunity for hear- 
ing, enter a stop order suspending its effectiveness. The purpose of a stop order 
is to prevent the use of the mails and the channels of interstate commerce in the 
distribution of a security on the basis of false, untrue, or misleading information; 
and also to warn the investing public of the false or misleading character of the 
representations on the basis of which the security is or has been offered for sale. 
Jurisdiction to issue a stop order arises only if deficiencies relate to material facts. 
A material fact is one concerning which an average prudent investor ought 
reasonably to be informed before purchasing the security. In a stop-order 
proceeding, only the truth or falsity of a statement and its materiality alone are 
in issue, regardless of the good faith of the parties, except when information is 


called for only if known. Willfulness is not essential to the issuance of a stop 
order. 


Injunctions and Criminal Proceedings. Whenever it appears to the Com- 
mission that any person is engaged or about to engage in a violation of the Act, 
or of any rule of the Commission thereunder, it may apply to the Federal courts 
for an injunction against such violation. In addition, the Commission may trans- 
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mit the evidence of any violation to the Attorney General, who is authorized, in 
his discretion, to institute criminal proceedings against the violators. Any person 
who willfully violates the Act or the rules of the Commission, or who willfully 
makes any untrue statement or omission in a registration statement is guilty of 
a crime and may, upon conviction, be fined not more than $5,000 or imprisoned 
not more than 5 years, or both. 


Civil Liabilities. False or misleading statements or omissions as to material 
facts in the registration statement give rise to civil liabilities under the Act. Any 
purchaser of the security, who, at the time of his purchase, was unaware of the 
untruth or omission, has the right to sue any of the following persons: 


Every signer of the registration statement; 

Every director who was serving as such when the registration statement was filed 
or who was named in the registration statement as about to become a director 
with his consent; 

Every accountant, engineer, appraiser, or other expert who has consented to be 
named as having prepared or certified any part of the registration statement or 
any report or valuation used in connection with the statement; and 

Every underwriter. 


Any person so sued, except the issuer, may exonerate himself from liability by 
proving the following: 


That before the effective date he resigned from the position described in the regis- 
tration statement and advised the Commission and the issuer that he had 
taken such action; or 

That he advised the Commission that the registration statement had become 
effective without his knowledge and also gave reasonable public notice to that 
effect; or 

That as regards any part of the registration statement not purporting to be made 
on the authority of an expert, he made reasonable investigation and had reason- 
able grounds to believe, when the statement became effective, that such part 
was truthful and not misleading; or 

That.as an expert, he believed that the part of the registration statement pre- 
pared or certified by him was truthful and not misleading at the effective date, 
or that the registration statement did not fairly represent his statement as an 
expert. 

The damages in such a suit may not exceed the price at which the security was 
offered to the public. 

Finally, civil liabilities may arise in connection with prospectuses and other 
communications. Any person becomes liable in a civil suit if, through the mails 
or in interstate commerce, he sells or offers to sell an unregistered nonexempted 
security, or uses a defective prospectus relating to a registered security, or fails 
to deliver a prospectus prior to the sale of a registered security, or sells any se- 
curity, registered or unregistered, exempt or not exempt, except government 
securities and bank stocks, by a false or misleading prospectus or oral communi- 
cation. Any such person is liable to the purchaser for the full amount of the 
purchase price of the security or, if the purchaser no longer owns the security, 


for damages. 
Blue Sky Laws 


HISTORICAL BACKGROUND. The term “blue sky laws” is popularly 
applied to state statutes regulating the offering and sale of securities within the 
jurisdiction of the respective states. “The name that is given to the law,” said 
Justice McKenna in Hall v. Geiger-Jones Co., 242 U.S. 539, 550 (1917), “indi- 
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cates the evil at which it is aimed; that is, to use the language of a cited case, 
‘speculative schemes which have no more basis than so many feet of blue sky.’” 
Prior to 1911, no American state had adopted a general law on the subject, al- 
though railroad and public utility issues were regulated in some cases. The first 
blue sky law was enacted in Kansas in 1911. It required issuers—designated as 
“investment companies”—to file a full description of their business, and prohibited 
their selling securities in the state until and unless authorized by the bank com- . 
missioner. During the first year of its operation approximately 1,500 applications 
for permits were filed, of which about 75% were rejected as fraudulent and about 
11% as too speculative. In rapid succession, 18 other states adopted similar 
statutes. Steps were taken to test the constitutionality of the laws in some states. 
Courts in Michigan, Iowa, and West Virginia declared their respective blue sky 
laws unconstitutional, largely because the statutes were impractical or crudely 
drafted. In 1917, however, the United States Supreme Court in a series of deci- 
sions held the blue sky laws of Ohio, South Dakota, and Michigan constitutional 
as a proper exercise of the police powers of the states. 

Today, some type of blue sky law is in force in 48 of the 50 states. The excep- 
tions are Nevada, which requires only the licensing of investment companies 
registered under the Federal Investment Company Act of 1940 and the licensing 
of persons selling securities of such companies; and Delaware, which eliminated 
an antifraud provision from its Code in 1953. The District of Columbia has no 
local blue sky law, securities transactions in the District being governed by the 
Federal statutes. 

Although the United States Supreme Court sustained the constitutionality of 
blue sky laws enacted by the several states, there were limits upon the ability of 
a state to regulate the sale of securities within its borders from a point outside 
the state through use of the mails or instrumentalities of interstate commerce. As 
a consequence, fraudulent promoters during the 1920’s resorted to the device of 
establishing a base in one state from which telephone and telegraph communica- 
tions and letters were transmitted to prospective victims residing in other states. 
The inability of state enforcement agencies to-cope with fraudulent interstate 
transactions was a major factor leading to adoption of the Federal statutes—the 
Securities Act of 1933 and the Securities Exchange Act of 1934. 

The Federal statutes were not designed to interfere, in any way, with the 
operations of state blue sky laws. Each state has police power that it may exer- 
cise for the protection of its people and that, but only incidentally and indirectly, 
may impose burdens on interstate commerce. The Federal government, within 
the scope of its authority, has police power over interstate commerce, which 
may, but only incidentally and indirectly, impose burdens on state commerce. 
The Securities Act of 1933 specifically provides that nothing in the Act shall 
affect the jurisdiction of the securities commission of any state over any security 
or any person. The Securities Exchange Act of 1934 provides that nothing in the 
Act shall affect the jurisdiction of any state securities commission over any se- 
curity or any person insofar as it does not conflict with the provisions of the 
Act or the rules and regulations thereunder. 


TYPES OF BLUE SKY LAWS. The 48 blue sky laws in effect at the 


present time may be classified with respect to registration or licensing require- 
ments as follows: 


1. Forty-seven states require some form of registration or licensing of broker- 
dealers and salesmen, the exception being Wyoming, which requires registration 
of securities but not broker-dealers or salesmen other than agents of an issuer. 
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y 2. Forty-seven states require some form of registration of nonexempt securi- 
ties or the filing of information by broker-dealers concerning securities they sell 
or propose to sell, the exception being New Jersey, which requires registration of 
broker-dealers and salesmen but not securities. The Connecticut statute requires 
registration of mining issues only. The New York statute is more exacting in 
respect of real estate syndicate issues than other types. i 


3. Twenty-five states require some form of registration or licensing of invest- 
ment advisers. 


In former years a few state statutes merely authorized a state agency to investi- 
gate fraud or suspected fraud in the sale of securities and to enjoin or prosecute 
the wrongdoers. Statutes of such limited scope are no longer found in any state, 
and the modern trend is to combine antifraud provisions with other regulatory 
devices. At the present time 40 blue sky laws contain assorted provisions de- 
signed to prevent, expose, and penalize fraud. 


COMMON PROVISIONS AND THE UNIFORM SECURITIES ACT. 
Substantial progress has been made since 1956 in promoting uniformity among 
state securities laws. The Uniform Securities Act, as approved by the National 
Conference of Commissioners on Uniform State Laws in August 1956, has served 
as a model for the streamlining of the state statutes. The Act is in four parts: 
Part I outlaws fraudulent practices in connection with the sale or purchase of 
securities and in connection with the furnishing of investment advice, and re- 
stricts certain other undesirable investment advisory activities; Part II provides 
for the registration of broker-dealers, agents, and investment advisers; Part III 
provides for the registration of securities; and Part IV contains provisions imple- 
menting the first three parts and prescribing sanctions against violations of the 
Act. The Uniform Act, with modifications necessitated by diverse regulatory 
philosophies, has been adopted in whole or in part by about a third of the states 
down to the present time; and there is strong sentiment for its adoption in other 
states. 

Nevertheless, the state statutes still vary widely in their procedures, sub- 
stantive standards, and exemptions, and they must be individually scrutinized 
and complied with before a public offering of securities may be made within their 
respective jurisdictions. Some provisions found in a growing number of blue sky 
laws are described below. 


Antifraud Provisions. The streamlined antifraud provision patterned after 
the Uniform Securities Act makes it unlawful for any person, in connection with 
the offer, sale, or purchase of any security: (1) to employ any device, scheme, or 
artifice to defraud; (2) to make any untrue statement of a material fact or to 
omit to state a material fact necessary in order to make the statements made, in 
the light of the circumstances under which they are made, not misleading; or (3) 
to engage in any act, practice, or course of business that operates or would oper- 
ate as a fraud or deceit upon any person. 

Although, as noted above, antifraud provisions are included in modern blue 
sky laws along with other regulatory devices, such provisions operate inde- 
pendently of the registration or licensing systems. They apply to all persons, 
whether or not required to be registered or licensed, and to all securities and 
transactions, whether or not exempted from other sections of the law. 


Investment Advisory Activities. Further provisions in the Uniform Act are 
specifically addressed to investment advisory activities. Investment advisers 
are prohibited from employing any device, scheme, or artifice to defraud clients 
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or from engaging in any act, practice, or course of business that operates or 
would operate as a fraud or deceit upon clients. In addition, investment advisory 
contracts must contain certain clauses, including a prohibition against basing the 
investment adviser’s compensation upon capital gains or capital appreciation; 
and the investment adviser may have custody of clients’ securities or funds only 
if the rules of the regulatory agency do not prohibit custody and, in the absence 
of such prohibition, the regulatory agency must be notified that the investment | 
adviser may have custody. 


Investigations. The administrator under the Uniform Act is generally au- 
thorized to make investigations to determine whether any person has violated or 
is about to violate the statute or regulations thereunder; to obtain statements as 
to all facts concerning the subject matter of the investigation; to subpoena wit- 
nesses, compel their attendance, take evidence, and require the production of all 
records deemed relevant or material to the inquiry; and to publish information 
concerning any violation. No person is excused from testifying in any such pro- 
ceeding on the ground of self-incrimination, but no individual may be prosecuted 
for any transaction concerning which he is compelled to testify after claiming 
his privilege against self-incrimination, except that he is not exempt from prose- 
cution for perjury or contempt committed in testifying. 

The sanctions for violations of the antifraud provisions include criminal prose- 
cution for a willful violation; injunction; and administrative proceedings to 
deny, suspend, or revoke registration if the violator is a broker-dealer, an agent 
of a broker-dealer or issuer, or an investment adviser. Provision is also usually 
made for civil lability in cases of sales induced by fraud or misrepresentation. 


Registration of Broker-Dealers, Agents, and Investment Advisers. The 
47 blue sky laws requiring registration or licensing of broker-dealers and sales- 
men are diversified in their standards for granting or denying the privilege of 
engaging in the securities business. A measure of uniformity is found only in 
those states that have adopted the standards of the Uniform Securities Act. 

If the state statute follows the pattern of the Uniform Act, it prohibits any 
person from transacting business in the state as a broker-dealer or agent unless 
he is registered. A broker-dealer or issuer may not employ an agent to effect 
nonexempt transactions or transactions in nonexempt securities unless the agent 
is registered; and the agent’s registration is effective only while he is associated 
with a registered broker-dealer or a particular issuer. No person may transact 
business as an investment adviser unless he is registered as such, or unless he is 
registered as a broker-dealer without the imposition of a condition precluding 
his acting as an investment adviser, or unless his only clients are investment or 
insurance companies. 

Under the Uniform Act a broker-dealer, agent, or investment adviser may 
obtain registration by filing with the administrator an application, together with 
an irrevocable consent to the service of process upon a designated state official in 
any non-criminal suit or proceeding brought against the applicant under the state 
statute. The application must contain information prescribed by rule of the 
administrator concerning such matters as the applicant’s form and place of or- 
ganization; his proposed method of doing business; the qualifications and busi- 
ness history of the applicant and, in the instance of a broker-dealer or investment 
adviser, of any partner, officer, director, or controlling person, and, in the in- 
stance of an investment adviser, of any employee; any injunction or administra- 
tive order or conviction of a misdemeanor involving any aspect of the securities 
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business and any conviction of a felony; and the applicant’s financial condition 
and history. If no proceeding is brought to deny registration, it normally be- 
comes effective on the thirtieth day after the application is filed. 

In nearly all blue sky states registration must be renewed annually. The 
present exceptions are Idaho, where the initial registration is permanent for 
broker-dealers, although the registration of agents must be renewed annually; 
New Jersey, where registration expires every 2 years for broker-dealers, agents, 
and investment advisers; and New York, where registration expires every 4 years 
for broker-dealers and agents, although the registration of investment advisers 
must be renewed annually. 

At present the fees for initial registration range generally from $25 to $250 
for broker-dealers, from $2 to $25 for agents, and from $25 to $150 for invest- 
ment advisers. The renewal fee is the same as the initial fee in most states but 
somewhat less in a few states. 

In a growing number of states investor protection is implemented by provi- 
sions requiring broker-dealers, agents, and investment advisers to post surety 
bonds in amounts fixed by statute or by the administrator. There is also a strong 
trend in favor of empowering the administrator to require broker-dealers and 
investment advisers to maintain a minimum capital and, in the case of broker- 
dealers, to limit their aggregate indebtedness to not more than 2,000% of their 
net capital. Most states require registered broker-dealers and investment advisers 
to file periodic reports of their financial condition; and to keep, preserve, and 
make available for inspection such books and records as are prescribed by the 
administrator. 

The administrator is generally vested with authority by order to deny, revoke, 
suspend, or cancel registration for proper cause after reasonable notice and 
opportunity for hearing. Under the Uniform Act such an order may be entered 
if the administrator finds that it is in the public interest and that the applicant 
or registrant or, in the case of a broker-dealer or investment adviser, any partner, 
officer, director, or controlling person, has violated any of 12 standards enu- 
merated in the Act. One ground for denial or revocation heretofore existing in 
some states but not generally enforced has been revitalized by the Uniform Act, 
namely, a broker-dealer’s or investment adviser’s lack of qualification on the 
basis of training, experience, and knowledge of the securities business. In a num- 
ber of states the administrator is authorized by rule to provide for written and 
oral examinations to be taken by any or all applicants for registration. 


Registration of Securities. Each of the 47 blue sky laws that now require 
some form of registration of securities must be separately examined to determine 
whether the particular offering is exempted from the registration requirements. 
If no exemption is available, a variety of documents must be filed with the sev- 
eral administrators in order to qualify the offering in their respective states. In a 
few instances some type of filing may be necessary even if a particular exemp- 
tion is available. 

Under several statutes the burden is upon the broker-dealer to supply the ad- 
ministrator with information regarding the securities he is selling or proposes to 
sell. In the great majority of states, however, the statutes contemplate that the 
issuer or selling security holder will qualify the offering by filing the prescribed 
information. 

The Uniform Securities Act has established guidelines for unifying the hetero- 
geneous registration systems and for coordinating them with the Federal system. 
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As more and more states follow these guidelines in modernizing their blue sky 
laws, the countless problems involved in registering and synchronizing an offering 
for nationwide distribution under the state and Federal statutes will be amelio- 
rated and unnecessary impediments to the flow of capital into industry will be 
eliminated, with no sacrifice of protection to investors. 

Under the Uniform Act it is unlawful for any person to offer or sell any security 
unless it is registered or the security or transaction is exempted. The Act provides 
for three types of registration: by notification, by coordination, and by quali- - 
fication. \ 

In all three types of registration under the Uniform Act, the registrant is re- 
quired to file a consent to the service of process upon the designated state official ; 
to pay the prescribed registration fee; and, in addition to the information described 
below, to specify the amount of securities to be offered in the state, name the 
other states in which a registration statement or similar document in connection 
with the same offering has been or is to be filed, and disclose any adverse order, 
judgment, or decree entered in connection with the offering by the regulatory 
authorities in any state or by any court or by the S.E.C. 

Registration by notification under the Uniform Act is available only to 
certain classes of securities. These include: (1) any security whose issuer (in- 
cluding predecessors) has been in continuous operation for at least 5 years if 
there has been no default during the past 3 years in the payments due on any 
senior security and the issuer during the 3-year period has had average earnings 
of 5% on the value of its outstanding common stock; and (2) any security (other 
than a certificate of interest or participation in an oil, gas, or mining title or 
lease or in payments out of production under such a title or lease) registered for 
the benefit of a person other than the issuer if a security of the same class has 
ever been registered or the security being registered was originally issued pur- 
suant to an exemption under the Act. 

The procedure for obtaining registration by notification requires the filing of 
the following information: a statement demonstrating eligibility for registration 
by notification; with respect to the issuer and each significant subsidiary, its 
name, address, and form of organization, the state and date of its organization, 
and the general character and location of its business; with respect to any per- 
son on whose behalf any part of the offering is to be made in a nonissuer distri- 
bution, his name and address, the amount of securities of the issuer held by him, 
and a statement of his reasons for making the offering; a description of the se- 
curity being registered; information regarding the proposed offering price, under- 
writing arrangements, and expenses of the offering; a description of any 
outstanding options; and copies of all sales literature to be used in the offering. 

Registration by notification automatically becomes effective, in the absence of 
any stop order proceeding, on the second full business day after the filing of the 
registration statement or the last amendment. The administrator has power to 
accelerate the effective date in emergency situations. For the most part it is 
expected that this type of registration will be useful for distributions that qualify 
for exemption under the Federal Securities Act of 1933 as intrastate offerings, 
private offerings, or interstate offerings of $300,000 or less. 

Registration by coordination under the Uniform Act is available to any se- 
curity for which a registration statement has been filed under the Federal Securi- 
ties Act of 1933 in connection with the same offering. This type of registration 
requires the filing of the following information: three copies of the latest form of 
prospectus filed under the Securities Act of 1933; if the administrator requires, a 
copy of the issuer’s articles of incorporation and by-laws, a copy of any agree- 
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ments with or among underwriters, a copy of any indenture or other instrument 
governing issuance of the security to be registered, and a specimen or copy of 
the security; if the administrator requests, any other information or documents 
filed under the Securities Act of 1933; and an undertaking to forward all future 
substantive amendments to the Federal registration statement promptly after 
they are filed with the S.E.C. 

Registration by coordination automatically becomes effective at the moment 
the A ederal registration statement becomes effective if (i) no stop order proceed- 
Ing is pending, (ii) the registration statement has been on file with the adminis- 
trator for at least 10 days, and (iii) a statement of maximum and minimum 
offering prices and maximum underwriting discounts and commissions has been 
on file for two full business days (or such shorter period as the administrator 
permits) and the offering is made within those limits. The registrant is further 
required promptly to notify the administrator of the date and time when the 
Federal registration statement became effective and the content of the price 
amendment (which includes the offering price, underwriting and selling discounts 
or commissions, amount of proceeds, and other matters dependent upon the 
offering price), and to file a posteffective amendment containing such information. 
If the Federal registration statement becomes effective before all the foregoing 
conditions are satisfied and they are not waived by the administrator, the state 
registration statement automatically becomes effective as soon as all the condi- 
tions are satisfied. These provisions are designed to achieve simultaneous effec- 
tiveness at the Federal and state levels, without impinging upon the administrator’s 
duty to test the registration statement under the substantive standards of his own 
state. 

Registration by qualification under the Uniform Act is available to any 
security, whether or not one or both of the other types of registration are avail- 
able. Presumably, however, it will be used only by the residual cases—the pro- 
‘motional issue that is offered in a single state; the local offering by a company 
that, though beyond the promotional stage, is not eligible for registration by 
notification; and interstate offerings of $300,000 or less. The information required 
is far more detailed and extensive for registration by qualification than for either 
of the other types. On the whole it is similar in scope to the information called 
for by the S.E.C.’s Form S-1, the basic registration form under the Federal Secu- 
rities Act of 1933. 

Unlike the other types of registration, registration by qualification does not 
become effective automatically but becomes effective only when the administra- 
tor so orders. The administrator may require, as a condition of such registration, 
that a prospectus containing any part of the information filed be sent or given 
to each person to whom an offer is made. 

The fees for registration of securities vary widely. Some statutes that permit 
more than one type of registration fix different fees for each type. Some require 
examination fees in addition. Under most blue sky laws registration fees depend 
mainly upon the amount of securities to be offered in the state. The Uniform 
Act contemplates a filing fee equivalent to a fractional percentage of the maxi- 
mum aggregate price at which the registered securities are to be offered in the 
state, with provision for minimum and maximum amounts. If the Uniform Act 
has been followed, the fees generally range from %0 to Yo of 1% of the aggregate 
offering price, with minimums ranging from $20 to $500 and maximums from 
$100 to $1,000. 

The Uniform Act embodies provisions previously in force in many states that 
authorize the administrator to require, as a condition of registration by qualifica- 


9-50 SELLING SECURITIES 


tion or coordination, that any security issued within 3 years or to be issued to a 
promoter for a consideration different from the public offering price or to any 
person for a consideration other than cash, be deposited in escrow ; and that 
the proceeds from the sale of the registered security be impounded until the 
issuer receives a specified amount. The administrator is empowered to determine 
the conditions of any such escrow or impounding. 

A registration statement under the Uniform Act is effective for at least i 
year and for any longer period during which the security is being distributed. 
As long as it remains effective, no matter who has filed it, all outstanding securi- 
ties of the same class are considered to be registered and can legally be traded by 
anyone. While the statement continues in effect, the administrator may require 
the registrant to file quarterly reports to keep current the information contained 
in the statement and to disclose the progress of the offering. 

The administrator may issue an order summarily postponing or suspending 
the effectiveness of any registration statement and may issue a stop order deny- 
ing or revoking registration after notice and opportunity for hearing, if he finds 
that the order is in the public interest and that any of the specified grounds for 
such order exist. The grounds include, among others, failure to make full and 
accurate disclosure in the registration statement; violation of the statute by the 
person filing the registration statement, by the issuer or any of its partners, 
officers, directors, or controlling persons, or by an underwriter; entry of a stop 
order or injunction in any other jurisdiction; a finding that the offering tends to 
work a fraud on purchasers; and a finding that the offering involves unreason- 
able underwriters’ and sellers’ discounts, commissions, or other compensation, 
unreasonable promoters’ profits, or unreasonable amounts or kinds of options. 

In many states, selling costs are limited to a fixed percentage of the offering 
price or the administrator is authorized to fix a maximum percentage. The 
statutory percentages range from 10% to 25%, but in practice the commissions 
or discounts permitted by the administrators are lower, varying with the type of 
security involved. 

Every statute requiring registration of securities contains language disclaim- 
ing governmental approval or recommendation of the securities. Any repre- 
sentation to the contrary is generally declared to be fraud or a criminal offense. 

Prior to the drafting of the Uniform Act, the North American Securities 
Administrators (formerly known as The National Association of Securities 
Commissioners), an organization of officials administering securities laws in the 
United States and Canada, had made constructive contributions to the unifica- 
tion of policies under blue sky laws. Among these were the drafting of a uniform 
application form for qualification of certain securities; a statement of policy to 
the effect that warrants and stock purchase options other than to the purchasers 
of securities would be looked upon with great disfavor and would be considered 
as a basis for denial of registration except where the applicant could justify their 
issuance; and a similar statement of policy with respect to sales to underwriters 
or promoters at prices below the public offering price. 


EXEMPTIONS UNDER BLUE SKY LAWS. Most blue sky laws, in- 
cluding the Uniform Securities Act, exempt certain types of securities and trans- 
actions from the statutory requirements for registration but not from the 
anti-fraud provisions. Such exemptions are generally provided where, by reason 
of the nature of the security or the type of. transaction, registration is not neces- 
sary or appropriate for the protection of investors. 
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The securities most frequently exempted from registration by the various blue 
sky laws may be classified as follows: 


Securities issued or guaranteed by 
The United States, any state or political subdivision, or any Federal or state 
agency ; 
Any foreign government with which the United States maintains diplomatic 
relations; 
Banks, savings institutions, or trust companies; 
Savings and loan or building and loan associations authorized to do business 
in the particular state; 
Insurance companies authorized to do business in the particular state; 
Federal credit unions or credit unions and industrial loan associations organ- 
ized and supervised under the laws of the particular state; and 
Railroads, other common carriers, public utilities, or carrier or utility holding 
companies subject to the jurisdiction of certain other governmental agencies. 

Securities listed on the New York Stock Exchange, the American Stock Exchange, 
the Midwest Stock Exchange, and certain regional exchanges. 

Securities issued by nonprofit organizations. 

Commercial paper arising out of current transactions. 

Securities issued by certain cooperative associations. 

Securities listed in standard manuals. 


Although all these exemptions are not found in the blue sky laws of every state, 
all except the exemption for securities listed in standard manuals are invariably 
found in the laws modeled on the Uniform Act. In order to determine whether a 
particular security is exempt from registration, it is necessary to consult the blue 
sky law of each state in which the security is to be offered. 

Types of transactions most commonly exempted from the registration require- 
ments are: 


Isolated transactions by a nonissuer, whether effected through a broker-dealer or 
not. 

Distribution by a nonissuer of an outstanding security which is either listed in a 
standard manual or which has a fixed maturity or a fixed interest or dividend 
rate and on which there has been no default within 3 years in the payment of 
principal, interest, or dividends. 

Transactions for the account of a nonissuer effected by or through a registered 
broker-dealer pursuant to the unsolicited order or offer to buy. 

Any transaction between the issuer or selling security holder and an underwriter, 
or among underwriters. 

Any transaction in a fund or other evidence of indebtedness secured by a mortgage 
if the entire mortgage is offered and sold as a unit. 

Any transaction by an executor, administrator, sheriff, marshal, receiver, trustee in 
bankruptey, guardian, or conservator. 

Any transaction executed by a bona fide pledgee without any purpose of evading 
the statute. 

Any offers or sales to institutional buyers or to broker-dealers, whether the buyer 
is acting for itself or in some fiduciary capacity. 

Offerings or sales during a 12-month period to a limited number of persons who 
purchase for investment, the number varying among the states, but most fre- 
quently limited to 25, and some states imposing the condition that the trans- 
actions involve strictly limited selling commissions or none at all. 
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Offers or sales of pre-organization certificates or subscriptions if no commission is 
paid for soliciting subscriptions and the number of subscribers does not 
exceed ten. 

Offers of additional stock to existing security holders of the issuer if no commission 
is paid for soliciting purchases. 

Offers, but not sales, of a security for which registration statements have been 
filed under both the state act and the Securities Act of 1933 that have not yet 
become effective and are not the subject of any stop order proceeding. 


The administrator is generally authorized to deny or revoke certain of the 
exemptions for securities and any of the exemptions for transactions after notice 
and opportunity for hearing, except that he may by order summarily deny or 
revoke any of such exemptions pending final determination of the proceedings. The 
burden of proving an exemption is upon the person claiming it. 
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SECURITIES MARKETS 


Organization and Functions 


NATURE OF SECURITIES MARKETS. Securities are stocks, pre- 
ferred and common, certificates of beneficial interest in trusts, and debt obliga- 
tions or bonds. Securities markets are places where stocks and bonds of all types 
are bought and sold. Here the constantly changing forces of supply and demand, 
reflecting ever-shifting appraisals of the worth of securities and requirements of 
investors, set quotations for bond and stock issues. 


Classification of Securities. The issuance and distribution of new offerings 
of securities is covered in Section 9 on Security Selling. The present section deals 
with trading in all types of outstanding securities. These may be classified ac- 
cording to issuer. Governments include in the main obligations of the United 
States. Tax exempts are the obligations of states and municipalities, and smaller 
political subdivisions such as school districts and highway and other “authorities,” 
the interest on which is not subject to Federal income taxation. Corporates in- 
clude stocks and bonds of industrial, financial, utility, and railroad enterprises. 


Functions of Securities Markets. The primary function of a securities mar- 
- ket is to provide a meeting place for buyers and sellers to effect transactions. 
More important than the mere mechanical facilities for trading is the creation of 
an effective market in which securities can be bought and sold promptly and in 
quantity. There must be substantial demand or buying power on one side, and 
on the other a considerable supply of securities before a market in which prices 
are set in an orderly manner may be said to exist. To fulfill this most impor- 
tant function, adequate information must be provided to enable participants to 
appraise values with reasonable accuracy, if they have the intelligence and skill 
to do so. Misleading practices of buyers and sellers, or other influences that 
prevent the unimpeded play of the forces of demand and supply, must be 
minimized. 

The broad economic function of the securities market is to aid in the mobili- 
zation of savings so as to make them available to enterprises and governmental 
entities that require funds. Moreover, capital can be shifted readily from one 
long-term use into another when owners of securities can dispose of them readily 
and so obtain funds for other commitments. 


AUCTION VS. NEGOTIATED MARKETS. The most widely publicized 
securities markets are the organized exchanges that do business on a double auction 
basis. Here prices are determined in a highly organized market that brings bids 
and offers together at one place. The balancing of bids against offers at ever- 
changing quotations produces a continuously moving equilibrium between de- 
mand and supply for a particular security. 
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A securities exchange is one of the few examples of a true auction market. 
Here there are auctions on both sides of the market—competing buyers and 
competing sellers. The auction method of operation, together with a highly or- 
ganized publicity system, makes an active securities exchange one of the most 
sensitive and at the same time one of the most orderly markets of any. Through 
the stock and news tickers actual sales and information concerning issuing cor- 
porations and related matters are broadcast promptly all over the nation. This 
does much to promote a free and open market for securities listed on exchanges. 

In contrast to this public market are the over-the-counter markets, where 
prices are determined by negotiation between individual customers and securities 
dealers or among securities dealers. Here there may be much or little shopping 
around for the best price, and there may be considerable haggling before a price 
is agreed upon. There is no central market place, and actual sales prices are un- 
known. Bid and asked quotations receive a limited amount of publicity. 


Suitability of Market for Particular Security. Whether a security is more 
suitable for exchange or over-the-counter trading is determined by the volume 
available for trading, the number of potential sellers and buyers, and the infor- 
mation available about it. A security outstanding in small amount or closely 
held is generally not suited for active exchange trading. Sales then can be ne- 
gotiated in the over-the-counter markets, where dealers “make markets” and 
seek out buyers and sellers. This may hold true also of quite large blocks of 
listed securities such as bonds, for which an adequate demand may not be avail- 
able even in a well-organized auction market. 


Organized Securities Exchanges. An organized market is one where a 
formal mechanism exists for bringing buyers and sellers together directly or 
through their representatives. Among the most highly organized markets in 
existence are the principal securities exchanges, which provide a central trading 
place at which groups of brokers and dealers meet regularly and transact business 
with one another for their customers and their own account. Securities exchanges 
not only offer far more efficient markets in some issues, but also provide arrange- 
ments for the settlement of transactions, set up rules and regulations governing 
the conduct and finances of their members, provide publicity for transactions in 
securities, and, through rules governing listing and filing of information, establish 
standards for issuers of the securities that are traded. 

Exchanges were established early in history for trading in commodities and 
slaves. A number of commodity exchanges continue to function actively. Se- 
curities were first traded on European exchanges several centuries ago. The 
New York Stock Exchange, the organization of which as an outdoor market has 
been traced back to 1792, was among the first of its kind in this country. 


National Stock Exchanges. As reported by the Securities and Exchange 
Commission (Statistical Bulletin, February, 1963), there were 14 national stock 
exchanges registered with the S.E.C. under the provisions of §6 of the Securities 
Exchange Act of 1934. As a result of changing economic conditions, small trad- 
ing volume, and Federal regulations, some exchanges have closed or merged with 
others in recent years. The two largest markets are the New York Stock Ex- 
change and the American Stock Exchange in New York. Other exchanges are 
located in Boston, Chicago, Cincinnati, Detroit, Salt Lake City, San Francisco, 
Los Angeles, Philadelphia, Pittsburgh, and Spokane. In addition, there are four 
small exempt exchanges that are not registered, located in Honolulu, Richmond, 
Wheeling, and Colorado Springs. Some of these exchanges specialize in certain 
types of securities such as mining shares. 

Practices on these exchanges differ, reflecting volume of trading and types of 
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securities traded. The New York Stock Exchange, by far the most important 
stock market in the world from the viewpoint of volume of securities traded and 
value of transactions, sets standards that the others tend to emulate. Because 
of its importance and more highly developed organization and procedures, the 
New York Stock Exchange is discussed in detail below. 


Over-The-Counter Markets. In addition to the organized exchanges with their 
auction markets there are the negotiated markets, usually referred to as “over- 
the-counter” or unlisted markets (for more detailed discussion of these markets, 
see p. 41 below). The chief differences between the two are (1) the character of 
organization, and (2) the method of doing business, though it is also true that 
securities traded over-the-counter are usually those of smaller companies whose 
outstanding shares are fewer in number and less widely held than those of listed 
companies. Because bonds are traded for the most part in large blocks by insti- 
tutional investors, the bulk of the trading is over-the-counter. In fact, the market 
for United States Treasury obligations is an over-the-counter market and is 
the most efficient and sensitive in the world. Over-the-counter markets also pro- 
vide exclusive trading facilities for municipal bonds, railroad equipment trust 
obligations, most newly issued securities, and thousands of stock and bond issues 
not listed on exchanges. 

The work of the over-the-counter markets is greatly facilitated by the tele- 
phone, leased telegraph wire, and teletype. Little business is transacted by direct 
personal contact. Brokers and dealers may participate actively in both organized 
exchanges and over-the-counter markets. 

Publicity is given quotations of important unlisted securities through a central 
organization of over-the-counter dealers known as the National Association of 
Securities Dealers, Inc., which furnishes quotations daily to the newspapers. Pub- 
lished quotations of unlisted securities differ from those of listed issues, however, 
_in that they are restricted to bid and asked quotations rather than actual sales 
prices. 


MARKETABILITY OF SECURITIES. A high degree of convertibility 
between money and securities is an important investment characteristic and it is 
provided by an active market for the particular security. It is of great value to 
long-term investors as well as short-term traders. Personal and institutional needs 
or ever-changing business and market conditions may make it highly desirable or 
imperative that securities be bought or sold promptly. A security is said to have 
a high degree of marketability when it is possible to convert it into cash or buy 
it at the current price without perceptible effect on prevailing market prices. 

In view of the fact that the bulk of the bonds sold to investors mature in the 
distant future, whereas preferred and common stocks are without maturity, the 
characteristic of marketability is of particular importance to security owners. 
Marketability has been provided by the establishment of efficient securities mar- 
kets, but mere listing of a security on an exchange does not assure a high degree 
of marketability. An exchange is a highly publicized auction market with vary- 
ing degrees of activity among issues traded on it. A post on the New York Stock 
Exchange floor (Post 30), where about 200 issues are traded, is devoted to trading 
in relatively inactive issues on a “cabinet” basis, with bid and asked prices filed 
for reference and a substantial part of trading accomplished on a dealer basis. 

Too much emphasis should not be placed on the investor’s ability to convert 
securities into cash or cash into securities on a few minutes’ notice. Long-term 
investments or divestments should be based on an analysis of values and of 
investor requirements. The ability to effect transactions quickly at prevailing 
prices is only one of several major considerations. 
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Securities other than short-term United States government and other very high- 
zrade and highly marketable obligations do not provide liquidity—i.e., the ability 
to convert into cash at all times without material loss. They provide shiftability 
among investors. In times of concerted selling, substantial price declines are to be 
expected because so many more buyers must be attracted. 

Marketability has four major aspects. These are: 


Closeness of a Market. The more narrow the spread between bid and asked 
prices, the closer the market a security enjoys. When an issue is quoted in the 
market at 40 bid, 60 asked, it clearly has very limited marketability due to this 
wide spread. On the other hand, a close market exists if an issue is quoted 50 
bid, 50% asked, and it is likely to possess the quality of marketability. A close 
market indicates that the security can be sold very close to the level at which it 
can be bought at a given time. 


Breadth of the Market. The breadth of a market is measured by its ability to 
absorb a large volume of either buying or selling orders in a given security with- 
out a substantial change in price. Markets are said to be thin when a small 
amount of selling or buying produces relatively large fluctuations in the price of 
the security. are 

Market breadth results from a number of factors: the size of the outstanding 
issue, the character of its distribution among security holders, the size and stand- 
ing among investors of the issuer, and general security market conditions. 


Continuity of the Market. Another factor of importance to the holder of 
securities is the continuity of a market, measured by the amount of price changes 
between successive sales. Great emphasis has been placed by spokesmen for the 
auction markets on the continuity of the market, as reflected in the reports of 
sales on the ticker tape. From the points of view of the in-and-out trader and the 
person who borrows heavily on his securities, a continuous market is of the ut- 
most importance. Wide, erratic fluctuations between sales may cause losses and 
disturb creditors. Some issues traded over-the-counter enjoy a continuous market, 
although a number of listed securities do not possess this quality. 


Market Stability. Stability of a market refers to its price behavior over a 
longer period of time, rather than between sales. Since security prices are bound 
to reflect changing economic and political conditions and prospects, technological 
developments, etc., stability is relative at best. A security can be said to enjoy 
a stable market when the fluctuation of its price over a year or longer is a smaller 
percentage of the prevailing price than is the case with stock price averages. 


BROKERS AND DEALERS. Professional participants in securities mar- 
kets may act as brokers or as dealers. As brokers, they execute orders as agents 
for their customers, and receive commissions for their efforts. As dealers, they 
buy and sell for their own account or for the account of their organizations with 
the expectation of profit from their transactions. Most customer orders are 
executed on stock exchanges by members acting as brokers. Other members on 
the exchanges, notably the specialists and those who handle odd lots, act as 
dealers at least part of the time. In the over-the-counter market, the dealer func- 
tion is particularly important for the existence of a market in particular issues. 
The willingness of at least one organization to act as a dealer, to buy from and 
sell to others for its own account, is almost essential for this market to exist. 


Distinction Between Roles. There is a legal distinction between the roles of 
broker and dealer that can be significant. A broker is an agent acting on behalf 
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of a customer, who is the principal in the transaction, and can bind the customer 
and hold him liable, as principal, even on the basis of an oral order. On the 
other hand, a transaction between a customer and a dealer is a transaction be- 
tween two principals and is therefore subject to the law of contracts, including 
the statute of frauds that requires that contracts above a certain amount must 
be in writing. (In New York, the Uniform Commercial Code applies and it pro- 
vides that an oral contract for the sale of securities, regardless of the amount, is 
unenforceable except if certain things subsequently occur, e.g., if confirmation of 
the sale is sent the customer and he does not object in writing within ten days, 
the sale is enforceable.) 

It is important to note that the label “broker” or “dealer” is not determinative 
of the role played in a particular transaction as individuals or firms bearing either 
label can act in the other capacity. The determining factor is whether they are 
trading for their own account or are agents representing another on a commission 
basis. Federal regulation requires that the customer be informed as to whether 
the dealer is acting as principal or agent in any given transaction. Despite the 
distinction between their roles, both the courts and the S.E.C. have emphasized 
that a broker or dealer, in whatever capacity he acts, must observe the standards 
of a fiduciary in his relations with customers. 


The New York Stock Exchange 


ORGANIZATION. The New York Stock Exchange, by far the largest of 
the security exchanges in the United States and Canada, is a voluntary, unin- 
corporated membership association. A directory of the exchange, its constitution 
and rules, and related laws and regulations are published in the New York Stock 
Exchange Guide. 

Among the objectives of the New York Stock Exchange, as set forth in Article 
- LT of its constitution, are: 


.. . to furnish exchange rooms for the convenient transaction of their business by 
its members; to furnish other facilities for its members and allied members; to 
maintain high standards of commercial honor and integrity among its members and 
allied members; and to promote and inculcate just and equitable principles of trade 
and business. 


The constitution of the Exchange sets forth the organic law governing its opera- 
tions. It is supplemented by rules covering trading practices and relations among 
members, including such topics as ethical standards of dealing, uniform commis- 
sions, regulations of disputes among members, listing of securities, and, most im- 
portant of all, trading practices on the floor and relations with customers. 


Board of Governors. The legislative and judicial powers of the Exchange are 
invested in a Board of Governors of 33 men. The composition of the board 
provides representation for major member groups. It includes: 


1 member of the Exchange elected for a one-year term as chairman. 
1 President of the Exchange, who may not be a member of the Exchange and is 
elected by the other Governors. 

13 members who live and work in New York City. Not less than seven of them 
must be in organizations doing business directly with the public, and not less 
than ten of them must customarily spend a substantial part of their time on the 
floor of the Exchange. Three-year terms. 

6 members or allied members of the Exchange, who live and work in New York 
City and are partners or stockholders in organizations doing business directly 
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with the public. Five are allied members and one is an Exchange member. 
Three-year terms. 

9 members or allied members of the Exchange, who live and work outside New 
York City and are partners or stockholders in organizations doing business di- 
rectly with the public. At least two are to be members. Three-year terms. 

3 public members, who are not engaged in the securities business. They are 
elected by the other Governors to three-year terms. 


The Report of the S.E.C. Special Study of Securities Markets in 1963 was of the 
opinion that the Exchange was governed to a disproportionate degree by its floor 
professionals who “. . . are not necessarily the most talented for administration 
or regulation or the most responsive to public needs, even though the nature of 
their operations requires them to own seats and to be at the Exchange during the 
working day.” The report recommended that greater voice be given to partners 
or voting stockholders of member firms who may be more cognizant of the public 
needs. 

The duties of the Board of Governors are primarily to determine policies. For 
the formulation of policies, a revolving Advisory Committee of Governors has 
been created to aid the president. The board has wide disciplinary powers over 
members of the Exchange. Among other things, Article XIV provides: 


Section 6. A member or allied member who shall be adjudged guilty, by the affirma- 
tive vote of a majority of the Governors then in office, of a violation of the Constitu- 
tion of the Exchange or of a violation of a rule adopted pursuant to the Constitution 
or of the violation of a resolution of the Board of Governors regulating the conduct 
or business of members or allied members or of conduct or proceeding inconsistent 
with just and equitable principles of trade may be suspended or expelled as the Board 
may determine. 


The Constitution makes expulsion mandatory for fraudulent conduct, and 
subjects to suspension or expulsion members who are adjudged guilty of viola- 
tions of the Rules, conduct inconsistent with just and equitable principles of trade, 
fictitious transactions, activities that have the purpose of upsetting the equilibrium 
of the market and bring about a condition of demoralization in which prices do 
not fairly reflect market values, or making misstatements to Exchange officials. 


Section 10. A member or allied member who shall be adjudged guilty, by the 
affirmative vote of a majority of the Governors then in office, of any act which may 
be determined by the Board of Governors to be detrimental to the interest or wel- 
fare of the Exchange may be suspended for a period not exceeding five years. 


These disciplinary provisions, backed up by the Securities Exchange Act of 
1934 and rules promulgated by the 8.E.C. thereunder, give the New York Stock 
Exchange wide power to secure adherence to “principles of just and equitable 
trade” for the benefit of securities buyers and sellers. 


President. The Exchange became subject, as did all exchanges, to Federal 
regulation by the Securities and Exchange Commission under the Securities Ex- 
change Act of 1934. Pressure from the Commission led to drastic changes in the 
Exchange’s constitution. These affected administrative organization, and included 
a provision for the election of a full-time, salaried president, who would act as 
chief administrative officer. The president was not to be an active member of the 
Exchange, so that he would not represent any faction among Exchange members 
or have personal interests to protect in the conduct of his office. The president 
is the chief executive of the Exchange. He acts as its official representative in all 
public matters. Administrative duties, performed before the reorganization by 
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standing committees of the Board of Governors, are carried out by salaried officers 
and employees on the staffs of the departments (Stock List, Public Relations, 
Member Firms, etc.) functioning under the president. 


MEMBERSHIP. The New York Stock Exchange is limited to a total mem- 
bership of 1,366. Only individuals may be members of the Exchange. Members 
may be or become partners or stockholders in organizations devoted either to the 
handling of orders on the Exchange, so-called commission houses, or to the busi- 
ness of investment banking, or both. Member organizations may be proprietor- 
ships, partnerships, or corporations. Several hundred of the members of the Ex- 
change are partners or stockholders in commission houses doing business with the 
public; others are floor brokers, traders, specialists, or odd-lot brokers or dealers. 


Securing a Seat. Individuals seeking to acquire membership on the New York 
Stock Exchange arrange for the purchase of a seat from an existing member, or 
from the estate of a deceased one. Having made such arrangements, they must 
apply formally for admittance. The past career, the financial standing, and other 
pertinent matters about an applicant are investigated. Each applicant must be at 
least 21 years of age, an American citizen, and be sponsored by two Exchange 
members. The applicant must also pass a test administered by the Exchange, 
indicating his knowledge of the securities industry. If found satisfactory, the ap- 
plication is approved and the sale of the seat is duly consummated. 

The price of a seat may be determined by private negotiation or by auction 
in the instance of the sale of a seat of a deceased member. It reflects the estimated 
profitability of a membership that, in turn, is determined largely by the volume 
of trading. 


Types of Exchange Members. Members of the Exchange may be classified in 
several clearly defined groups. A large number of member organizations devote 
themselves to the execution of orders received from nonmember customers for 
the purchase or sale of stocks and bonds. These are known as commission 
houses. They maintain offices designed to serve the public. Many of these 
commission houses have branch or even their main offices in distant cities, and 
contact is maintained between the branches, the main office, and the Exchange by 
means of leased telegraph and telephone facilities. Commission houses that obtain 
a large part of their business from outside communities over leased wires are 
known as wire houses. 

The floor broker executes orders on the floor for other Stock Exchange mem- 
bers. Since only members of the Exchange are allowed to engage in buying and 
selling on the floor, it is frequently necessary for commission house members who 
are not able or willing to spend their time on the Exchange floor, or who have too 
much business to transact there to manage it alone, to have other members execute 
orders for them. This is done at a reduced rate of commission that varies with 
the price of the stock. For example, on a stock selling at $45, the customer pays 
a total commission of $41.50 per 100 shares of which $3.85 goes to the floor broker 
for executing the order on the floor of the Exchange. (For detailed discussion of 
Brokerage Commissions see page 16.) The name “two-dollar” broker, which 
once applied to these brokers, was a carry-over from the time a uniform commis- 
sion of $2 per 100 shares was charged as a fee for their services on the floor of 
the Exchange. 

Floor traders buy and sell on the floor of the Exchange for their own account. 
They seek to profit from short-term price fluctuations. They have the advantage, 
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as members of the Exchange, of avoiding the payment of commissions and of 
having direct access to the floor, which gives them a first-hand opportumity to 
observe the character, technical position, and trend of the market. Floor traders 
frequently operate for small fractional profits. Their activity tends to broaden 
the market on the Exchange and provide bids and offers at times when they may 
be lacking from other sources. In 1945, the staff of the S.E.C. recommended adop- 
tion of a rule designed to prohibit or restrict floor trading on the grounds that it 
may accentuate price movements, and that floor traders’ possess an inequitable 
advantage over public traders. After consideration of the rules of the Exchange 
governing floor trading, however, the S.E.C. refrained from action on this recom- 
mendation. Again, in 1963 the Report of the S.E.C. Special Study of Securities 
Markets recommended that floor trading be abolished. Floor trading as it has 
been practiced may disappear, but if it does the transition period is likely to last 
for several years. : 

Specialists are broker-dealers who concentrate their activity in one or a few 
stocks at a single trading post on the Exchange. They are able to devote all their 
time to watching the market and executing orders in these specific issues. As 
brokers, specialists receive orders in issues in which they specialize from other 
brokers, performing a function similar to that of floor brokers and for the same 
rate of commission. Orders placed by customers for future execution, orders 
placed with a definite price limit away from the market, or orders otherwise un- 
suitable for immediate execution are generally turned over by commission houses 
to the specialists, who have the time and facilities for watching for opportunities 
to execute them. In addition to his functions as a broker’s broker, the specialist 
also acts as dealer on his own account in the particular issues assigned to him. He 
may buy and sell for his own account, subject to certain restrictions established 
by the Exchange and the 8.E.C. for the protection of outside customers, to make a 
better market in his stocks. The S.E.C. has indicated that it intends to devote in- 
ereased attention to the activities of specialists to see that they are properly dis- 
charging their responsibilities. 

The specialist keeps a record of unfilled buying.and selling orders placed with 
him in his book, which is kept at his post on the floor of the Exchange. Similar 
information concerning prospective demand and supply is not available to other 
traders in the same form. Authorized persons are permitted to inspect this book, 
but the information is not generally available. Restraints have been placed on 
specialists’ actions to prevent profit from the “inside” knowledge of the market 
given by the book. 

The S.E.C. has considered but rejected the notion that the functions of brokers 
and dealers should be fully segregated. Making an effective market for listed 
issues has involved transactions by specialists both as brokers and as dealers, 

Odd-lot dealers fill orders for fewer shares than the unit of trading on the floor 
of the New York Stock Exchange. Commission houses turn over nearly all cus- 
tomer odd-lot orders to two odd-lot dealer firms. Each of these firms uses a large 
number of associate brokers, located at the trading posts, to assign prices at 
which odd-lot orders are filled on the basis of the next round lot transactions, and 
to sell or buy round lots to hold long and short positions of the odd-lot firm within 
prescribed limits. Odd-lot dealers derive their earnings from the differential from 
the round lot price at which each order is. filled, and normally seek to avoid 
trading profits and losses. The Report of the S.E.C.’s Special Study of Securities 
Markets in 1963 questioned the way differentials were being fixed and expressed 
the feeling that costs charged were not always justified and even where justified 
could be lowered by increased automation. 
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Bond brokers and bond dealers execute orders or trade in listed bonds in a 
separate portion of the Exchange floor known as the bond room. 


LISTING SECURITIES ON THE EXCHANGE. Securities traded on 
the floor of the New York Stock Exchange have been listed, ie., admitted to 
trading. As a condition precedent to listing, securities must be registered with 
the S.E.C. in accordance with the provisions of the Securities Exchange Act of 
1934 and approved for listing by the Exchange itself. 

Issuers must initiate the action for listing. Duplicate originals of the application 
for listing are filed with the S.E.C. The registration or listing does not become 
effective until the Exchange has informed the Commission of its approval of the 
security for listing. Ordinarily, registration becomes effective automatically 30 
days after receipt by the S.E.C. of the Stock Exchange’s certification, but may 
become effective within a shorter period by an accelerating order of the S.E.C. 
(Security registration requirements are outlined under Federal Regulation of 
Securities Trading below.) 

The listing application serves the dual purpose of placing before the Stock 
Exchange information essential to a determination of the suitability of the security 
for trading on the Exchange and, equally important, of providing the investing 
public with information to aid its appraisal of the merits of the security. 

The listing privilege is granted securities by the New York Stock Exchange 
under rules promulgated by the Department of Stock List. These rules provide 
that applications may be filed by corporations or foreign governments wishing to 
have their issues admitted to the list. The Exchange’s examiners aid in the prepa- 
ration of applications, of which the applicant furnishes 650 copies. Such listing 
application must be accompanied by a check to cover the initial listing fee, and 
by an agreement to pay a continuing annual fee for 15 years. 


Disclosure Requirements. Applicants who seek to list their issues must file 
with the Department of Stock List a mass of information concerning the nature 
of their business, its charter, its capitalization, audited financial statements for 
the past 2 years, depreciation policy, and many other factors of interest in deter- 
mining the investment merits of the securities. In addition, the corporation must 
make agreements with the Exchange covering regular publication of financial 
statements in the future; maintenance of a transfer agency and a registrar in the 
Borough of Manhattan, New York City; advice to the Exchange of any vital 
future change in the business, capitalization, or policy of the enterprise, ete, A 
distribution statement is required indicating the number of holders of various 
sized blocks of the stock, or bond, issue. Wide distribution of a substantial 
amount of stock is a basis for expecting a broad market for the issue, not subject 
to manipulation or corners, intended or unintended. 

To protect against forgeries, certificates must be prepared by an approved en- 
graving company and samples submitted to the Exchange. 

Accounting standards for companies whose stocks are listed have been raised 
to a high level through the joint efforts of the Exchange, the S.E.C., and the ac- 
counting profession. In general, the accounting and disclosure requirements of the 
New York Stock Exchange have been adopted but expanded in the registration 
requirements of the S.E.C. 


Listing Statements. The Department of Stock List makes public the listing 
statements of issues approved for trading on the floor. These listing statements 
contain much pertinent information about the applicant corporation, its business, 
and its financial status. Since the advent of the Securities Exchange Act, listing 
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statements have been largely supplanted as information sources by the compre- 
hensive registration statements required by the S.E.C. on its form 10. Registration 
statements are on file at the Exchange and the Public Reference Room of the 
S.E.C. Listing statements are available at the Exchange. 

Although not readily available to the average individual investor, information 
from these statements is disseminated through the statistical services and broker- 
age houses. 

In listing additional securities and in the alteration of provisions of outstand- 
ing issues, an abbreviated listing statement may be filed. Much of the data may 
be “incorporated” in the main registration by reference to statements already filed. 


Listing Policy. The general policy of the New York Stock Exchange has been 
to list only issues of larger and stronger corporations, and to avoid highly specu- 
lative promotions. In the instance of the latter, a period of “seasoning” on the 
over-the-counter or other securities markets is considered desirable. Bonds of 
domestic and foreign corporations and foreign governments are listed when the 
requirements are met. 

To be listed on the “Big Board” an issue must also meet other requirements 
such as adequate public distribution and trading interest. It will be listed only if 
its issuer has an established position in the industry. Since 1926, it has been the 
policy of the Exchange not to list common stocks that do not have voting power. 
In 1940 the Committee on Stock List decided, as a matter of policy, it would not 
list new preferred stocks that did not provide at least minimum voting rights. 

Other requirements for listing securities refer to the size and character of the 
enterprise. Formerly, issues of limited size were not listed by the New York 
Stock Exchange because they could be more readily manipulated or “cornered,” 
but manipulative practices are prohibited or regulated by the Securities Exchange 
Act of 1934. Adequate size for an issue and adequate distribution of the securities 
remain, however, prerequisites for an effective national market. Minimum stand- 
ards of the Exchange are $2 million annually in earnings before tax, $10 million 
of net tangible assets or aggregate market value of stock publicly held, and distri- 
bution of 600 thousand shares in round lots among 1,500 stockholders. 

Subject to special restrictions, the Department of Stock List will recommend 
the listing of general management investment company shares and American 
Depositary Receipts, which represent the deposit of shares of foreign companies 
with branches of American banks abroad (see discussion in Section 3). 


Motives for Listing. A corporation lists its securities because of the more 
efficient market thereby made available to present or prospective stockholders. 
Marketability and the flow of information are an advantage to the owners. Mar- 
ketability also facilitates the sale of new issues and the acceptability of sharés in 
transactions—for example, mergers. Broader distribution of the shares that 
may follow from greater public interest in listed issues will provide wider owner- 
ship and lessen the prospect of concentration of stock holdings that might lead to 
a challenge of management. Only listed securities, other than government obliga- 
tions, can be carried on margin with brokerage houses. 


Delisting and Withdrawal of Registration. §12(d) of the Securities Ex- 
change Act provides: 


A security registered with a national securities exchange may be withdrawn or 
stricken from listing and registration in accordance with the rules of the exchange 
and upon such terms as the Commission may deem necessary to impose for the 


protection of investors, upon application by the issuer or the exchange to the Com- 
mission. ... 
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_ Securities listed on the New York Stock Exchange may be removed from the 
list, or dealing therein may be suspended, at any time in accordance with its 
constitution and rules (New York Stock Exchange Guide, 2498A-2501A). It is 
an established rule of the Exchange that, in the absence of special circumstances, 
a security that, in the Exchange’s opinion, is eligible for continued listing will not 
be removed from the list upon request or application of the issuer, unless the 
proposed delisting has been approved by the stockholders at a meeting at which 
a substantial percentage of the outstanding amount of the particular security was 
represented. In the absence of special circumstances, the Exchange will consider 
approval of delisting by over two-thirds of the outstanding stock, together with 
failure of 10% of the bona fide individual holders to object, as the minimum re- 
quirement. 

Since 1934 a frequent reason for delisting has been the failure or refusal of 
the company to comply with requirements covering financial statements. De- 
listing occurs frequently also because the issue has been redeemed, or because there 
has been a decline in trading activity due to acquisition of the bulk of the issue 
by a parent company. 


UNLISTED TRADING ON EXCHANGES. Trading on the floor of an 
exchange in securities that are not formally listed occurs when a corporation does 
not seek listing but, because of trading interest in the shares, members of the 
exchange nevertheless execute orders in it. Since 1910, no unlisted securities have 
been traded on the New York Stock Exchange. On the American Stock Exchange 
and the regional exchanges, however, trading in unlisted issues constitutes a large 
part of the activity. 

The Securities Exchange Act directed the S.E.C. to make a special study of un- 
listed trading and report thereon to Congress. Under amendments to the law that 
resulted, unlisted trading on exchanges has been subjected to restrictive rules. 
The aim of these rules, which continue and extend unlisted trading privileges, is 
to foster decentralization of trading by expanding the business of regional stock 
exchanges and, at the same time, to maintain trading facilities for unlisted issues 
that were traded before 1934. Issues admitted to unlisted trading privileges on 
the effective date of the Act have retained this status. Their number has been 
substantially reduced by refundings, mergers, failures, and registration for listing. 

Unlisted trading privileges on one exchange may be accorded securities that 
are listed and registered on at least one other national exchange, on application to, 
and approval by, the S.E.C. This approval is usually accorded securities listed 
and registered elsewhere if the applicant exchange shows (1) adequate public 
distribution, and (2) sufficient public trading activity within its vicinity in the 
particular stock to justify the extension of unlisted trading privileges. In deciding 
whether these requirements are met, the S.E.C. considers the distribution of the 
issue represented by holdings of member firms and banks in the vicinity of the ex- 
change and the volume of trading originating in such “vicinity.” The S.E.C. must 
find that extension of such unlisted trading privileges is necessary or appropriate 
in the public interest or for the protection of investors. In so doing it considers 
the exchange’s trading machinery, the extent of the auction market, round- and 
odd-lot trading, and other technical factors. The statutory requirement that there 
be a “sufficiently widespread public distribution” is to make certain that the 
applicant exchange will provide a market adequate to cope with transactions of 
normal size. 

A third, but unused, basis for the unlisted trading privilege is provided for secu- 
rities of companies for which a registration statement is on file under the Securities 
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Act of 1933 and for which periodic reports are filed under §15(d) of the Securities 
Exchange Act. 


TRADING FACILITIES. Trading on the New York Stock Exchange 1s 
carried on in the trading room, which occupies the main floor of the Exchange 
building. Along the sides of this room are the telephone booths having direct con- 
nections with the offices of members, where buying and selling orders and messages 
for the floor members are received. Members can be called from the floor to their 
telephones by flashing their numbers on two large black annunciator boards located 
on the two opposite walls of the room. 

On the trading floor are found 19 stock posts, at each of which the markets for 
a number of listed stock issues are located. In a wing of the Exchange building is 
the bond room, devoted to facilities for buying and selling listed bonds. 

At the posts on the floor of the Exchange are transmitting stations from which 
reports of sales are sent by electrical devices over the stock exchange ticker 
system. Nearly instantaneous publicity is thus given sales made on the floor of 
the New York Stock Exchange all over the United States and Canada. In the 
basement beneath the trading floor are located safe deposit vaults of members 
and the headquarters of the Stock Clearing Corporation, which handles the 
clearing of transactions after they are made. Nonmembers may view the trading 
from visitors’ galleries. The Public Relations Department invites visitors and 
explains the workings of the Exchange and its economic functions in regularly 
scheduled lecture-tours. 


METHODS OF TRADING. Transactions are executed on the floor of the 
New York Stock Exchange each business day, Monday through Friday, from 
10 a.M. to 3:30 P.M. 

Admittance to the Exchange floor during trading hours is limited to mem- 
bers, their clerks, and uniformed employees of the Exchange. The members’ 
clerks and Exchange personnel aid in carrying on transactions and in making the 
necessary reports of trading. Other employees of members or their firms must 
remain at their telephone stations during trading hours. 

Trading on the floor of the Exchange is restricted, except for about 200 issues 
of inactive stocks, to buying and selling of 100 share units known as round lots. 
Members at each trading post bid for and offer units of 100 shares or multiples 
thereof. Prices are negotiated at 14-point variations or multiples thereof, except 
for United States Government bonds, which are quoted in thirty-seconds, and a 
few low-priced issues in which smaller price changes are specifically permitted. 


The Auction Process. A broker seeking to execute a sell order for a customer 
goes to the post on the floor of the Exchange where trading in the security wanted 
is carried on and asks, “How’s Steel?”, that is, he requests a “quote.” Usually, the 
specialists at the post quote the bids and offers. Let us say that the market is 
91% bid, 9142 asked at the moment. The highest bid and lowest asked prices 
constitute the market for a security. Our broker having an order to sell “at the 
market” then offers the stock at 913. Law, and rules of the Exchange, require the 
broker to attempt to secure the best available price in executing orders. If there 
are no takers, he may sell at 9114, the best bid. If, however, one of the bidders 
says, “Take a 100 at 918%”, that then is the agreed-upon price. Whenever brokers 
agree upon a price through this auction process, a sale is effected. Memoranda 
are made of the sale by the two brokers, and it is immediately recorded by Ex- 
change employees, reported, and put on the ticker tape. All of this is done with 
amazing speed, frequently within the space of a few seconds. 
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PUBLICITY FOR QUOTATIONS—TICKER SERVICE. The stock 
ticker, providing a record of all round-lot transactions on the floor of the Ex- 
change, plays a very important role in securities trading. The ticker is operated 
by the Exchange. The Exchange also operates the stock tickers in the lower por- 
tion of Manhattan Island, New York City. The Western Union Telegraph Co. 
transmits quotations, as rapidly as they appear, to other tickers all over the 
United States and Canada. Under the rules of the S.E.C., the tape must differenti- 
ate between unlisted and listed securities on exchanges where issues are admitted 
to unlisted trading privileges. This is usually done by placing the letter “U” just 
after the symbol designating the unlisted stock. 

To save time and effort, listed issues are designated on the ticker by symbols. 
Lists of symbols are readily obtainable at brokerage houses. Fig. 1 shows a speci- 
men of the stock tape. The abbreviations represent sales as follows: 
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Fig. 1. Sections of New York Stock Exchange Stock Ticker Tape. 
Meaning of symbols in ticker tape illustration 


Armiur & Co.—100 shares at 15%. 

Southern Natural Gas—100 shares at 30%. 

. Delayed report of opening sale of 100 shares of U. S. Tobacco Co., at 26% or an opening sale of 
U.S. Tobacco Co. representing a price change of two or more points. 


99-89 = 


4. Error in symbol—100 shares of General Baking Co. common stock was actually sold. 

5. Pittsburgh Steel Co.—$5 preferred, 20 shares sold at 106. 

6. American Home Products Corp. rights—200 sold at %4¢ for cash delivery. 

7. Delete last reported sale of Sperry Rand Corp. at 44%. 

8. United Aircraft Corp. (new) 4% cumulative convertible preferred stock—100 shares sold at 103%. 

9. Rhodesian Selection Trust—ex-dividend 1,000 shares sold at 4%. ; 

10. Columbia Gas System, Inc.—rights, 100 sold at 442 followed by another sale of 100 at 5p. 

11. Hercules Powder Co., cumulative convertible Class A stock closing quotation, 55% bid, 56% 
offered (appears after the closing). 

12. Cluett, Peabody & Co., Inc.—common stock high and low prices for the day. 68%-684—pre- 


ferred stock high 12314, low 123% (appears after the closing). 


Securities Trading on Exchanges 


SECURITIES TRANSACTIONS. The simplest and most common type of 
transaction on an organized exchange is the ordinary contract to buy or sell a 
security. Such orders are placed by the public through commission houses or by 
dealers for their own account. This type of trade is done in units of trading, 
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which consist of 100 shares in the case of most stocks on the “Big Board.” Some 
higher-priced and inactive stocks are traded in ten-share units. : 

Buying or selling in other than the established unit or round lots 1s referred to 
as odd-lot trading. A moderate proportion of the trading done on the New York 
Stock Exchange consists of odd-lot trading. This type of transaction is of particu- 
lar value to small investors and traders. 

Short selling consists of selling securities that are not owned by the seller. 
(For a full discussion of short sales see page 22.) Settlement of the contract ob- 
ligation is effected by borrowing the security sold short from “street” holders, 
usually brokers holding the security for the account of their customers, and de- 
livering such borrowed securities to the buyer. Short selling is done for a number 
of reasons, the most common being a belief that the market is going to decline 
and the borrowed securities can then be replaced at a lower price. Short sales 
are also made by specialists and odd-lot dealers to hedge their positions. 

Trading in listed bonds may also take place on stock exchanges. The unit of 
trading is one bond of the principal amount of $1,000. Bond trading on the organ- 
ized exchanges is less important than stock trading, no doubt because of the closer 
market usually available for larger blocks of listed obligations over-the-counter. 

In addition to transactions in outstanding securities, trading goes on in securities 
on a when-issued or when-distributed basis. New issues are traded on this basis 
before delivery of actual securities can be made. Reorganizations give rise to such 
trading, once a plan has been approved by the court. When-issued or when-dis- 
tributed transactions are canceled if the securities are not actually issued or dis- 
tributed, or if substantial changes take place in their terms before issuance. 

As an offshoot of regular security purchases and sales are transactions in 
privileges or options, including puts, calls, and straddles (see page 25). From 
a dealer or writer of such options, a trader can purchase an option to buy or sell 
a specified number of shares at a fixed price at any time within a specified period 
such as 30, 90, or 190 days. 


TYPES OF ORDERS. The terms for and conditions surrounding the execu- 
tion of an order by a broker for a customer can be fixed by the latter. To avoid 
dispute, every effort should be made to assure that both know the meanings of 
the terms used and the trade practices involved. 


Market Orders. Orders to buy and sell at the market provide for execution as 
soon as feasible, at the most advantageous price obtainable by the broker on the 
floor, but without limitation as to price. In the event of disrupted or inactive 
markets, brokers sometimes use their discretion and delay execution for a time, 
but this is unusual. 


Limited Orders. Customers may limit the execution of the order as to price. 
A limited buying order to purchase New York Central at, say, 20, must be exe- 
cuted at a price of 20 or less. Similarly, a selling order limited at 20 must be exe- 
cuted at 20 or more. 

Orders may be limited by the customer also as to the time during which they 
may be executed. Market orders are to be executed as soon as possible, and so 
are not limited in this way. Day orders are automatically canceled if not exe- 
cuted the same day in which given. Open, or “GTC,” orders are “good till can- 
celed.” They remain on the books of the broker until executed or specifically 
countermanded by the customer. It is, however, a rule of the New York Stock 
Exchange that brokers must reconfirm these GTC orders with the specialists at 
least once every six months, on April and October 30. Brokers may check with 
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customers at shorter intervals, say, each month, for confirmation. This is done to 
avoid errors and forgetfulness on the part of customers. 

It frequently happens that numerous orders come into the market for a stock 
to be executed-at a fixed price. Thus, ten different brokers may place limit orders 
with a specialist to buy varying amounts of Steel at 80. When this price is reached 
on a decline, the amount of stock available for sale at 80 may be only a fraction 
of the total of the buying orders. The rule of “first come, first served” applies 
as far as orders on the specialist’s book are concerned. Such orders are filled on 
the basis of priority of receipt. A customer may then be told that there is stock 
ahead that prevents the execution of his order. Under some conditions, if two or 
more brokers indicate at the same time that they wish to purchase a given block 
of stock that is offered, they match coins to see which should “get the sale.” 
This gives rise on occasion to a report to a customer, “Matched and lost.” 


Stop-Loss Orders. When buyers wish to limit their losses, they may place 
stop-loss orders to buy or sell. These are orders that become market orders when 
the price of a stock reaches a specified quotation. Thus, suppose the buyer of 
100 shares of stock at 50 would like to limit his loss to approximately 3 points. 
He places an order to sell at 47 “stop.” Whenever a round-lot of stock is sold on 
the exchange at 47 or less, his 100 shares are offered at market. If market con- 
ditions are unsettled, he may not be able to get 47 for his stock, but will get the 
best price obtainable by his broker at that time. Similarly, short sellers may 
seek to limit their loss from a rise in the price by placing stop-loss buying orders. 
Thus, a short seller may sell at 48 and place an order to buy “on stop” at 50. 
Whenever a round-lot sells at 50 or higher on the exchange, this order becomes a 
market order to buy. 

Stop-loss orders also may be used to enter the market. If a trader believed 
that a rise in price of a stock to, say, 34 would forecast a further rise, he might 
enter a buy order at 34 stop. If the price rose to, or above, 34, his buy order 

~ would then become a market order. A short seller may use the stop order in this 

way to protect a profit on a short sale. Stop-limit orders may be used in this 
case. When the stop price is reached, a limit, rather than market, order is en- 
tered in the market. It will be executed, if it can be, at the limit or better. 


Stopping Stock. A special arrangement may be made by a broker with the 
specialist in a stock, or with another member, to assure that an order will be 
executed for a block of stock at a certain price, if better execution cannot be 
obtained first» A broker may, for example, ask the specialist to “stop” 100 shares 
of Allied Chemical for him at 80, the best offer in the market at the time. He 
will then await offers at a lower price. If the next transaction occurs at 80, 
however, the original order will be executed automatically. The specialist sells 
the stock, either from his book or for his own account. The “stopped” transac- 
tion may not appear on the ticker tape, since its appearance might give a mis- 
leading impression of price action in the market. 


EXECUTION OF ORDERS ON THE EXCHANGE. Orders to buy 
and sell securities generally reach a brokerage house over the telephone or by 
mail from customers, or over its private leased wire system from out-of-town 
branches and correspondents. Large brokerage houses gather in orders from all 
over the country over such leased wire systems. These orders are transmitted to 
the floor of the Exchange over a private wire to the member’s booth, where an 
attendant receives them and routes them to the floor member, a floor broker, a 
specialist, or an odd-lot broker, as the circumstances may require. 


10-16 SECURITIES MARKETS 


Transactions between brokers on the floor of the Exchange are verbal, but a 
sales report is sent by each broker to his telephone clerk. Word of execution is 
then phoned back to the member’s office, and the sales report is later sent there 
to constitute the basis for subsequent recording and handling of the transaction. 

The customer will receive in the mails the following day a confirmation of his 
purchase or sale, with the sum to be paid by him or due to him. This confirma- 
tion will specify the transaction date when the order was executed on the floor, | 
and the settlement date when the account of the customer will be debited or 
credited, as the case may be, following settlement of the transaction. Often, as a 
courtesy service to the customer, a telephonic confirmation of the transaction 1s 
given the customer a few minutes after execution of the order by the broker on 
the Exchange floor. 


BROKERAGE COMMISSIONS ON STOCKS. For many years cus- 
tomers of members of the New York Stock Exchange were charged commissions 
for executing orders based on the selling price of shares. After some debate the 
members voted to alter the basis upon which minimum commissions were com- 
puted in order to alter the incidence of the commissions to accord more realisti- 
cally with the costs of executing the transaction. Effective March 30, 1959, the 
schedule of minimum commissions became (New York Stock Exchange Guide, 
1702) : 


1. On stocks, rights and warrants selling at $1 per share and above, commissions 
are based on the amount of money involved in a single transaction. They are to be 
not less than the following on a round-lot transaction in a 100-share unit stock or on 
a transaction involving one or a combination of round-lots in ten-share unit stocks 
and odd-lots in these stocks if the total involves 100 shares or less: 


Money value Commission 
$ 100 to $ 399 2% plus $ 3.00 
$ 400 to $2,399 1% plus $ 7.00 , 
$2,400 to $4,999 %% plus $19.00 
$5,000 and over ~Yo% plus $39.00 


If the amount involved in a transaction is less than $100, as it might be if ten-share 
units or odd-lots are involved, the minimum commission is to be mutually agreed. 


The minimum commission shall not exceed $1.50 per share or $75 per single trans- 
action, but in any event shall not be less than $6 per single transaction involving 
$100 or more. Note that the minimum commissions may be exceeded. They are a 
floor under charges, not a ceiling on them. Competition generally requires that the 
minimum commission is the one charged. 


On odd-lots in stock selling at $1 per share or more the commissions are the same 
as those above minus $2. 


2. On stocks, rights, and warrants selling at less than $1 per share, commissions are 
based on fractions of cents per share. A few of the rates are as follows: 


Price per share Commission 
t56 of $1 0.1 cent 
%4 of $1 0.5 
% of $1 3.0 
%e of $1 5.25 


The establishment of minimum commissions or charges has a twofold purpose; 

it puts competition between members on a service basis, and eliminates what is 
Expat ee = eas : : rect 

known as “price competition.” The elimination of the latter is especially signifi- 
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cant because cut-throat competition could endanger the financial stability of 
commission houses. Members of the Exchange may, in no event, under the Rules 
of the New York Stock Exchange, split tlieir commissions with others or charge 
less than the schedule of charges indicated above. 

Floor brokers and specialists currently receive, on orders executed for fellow 
members of the New York Stock Exchange, a fixed schedule of commissions, which 
likewise varies with the price of the security. For example, on an order involving 
100 shares of stock selling at $45, the commission to a nonmember customer 
would be $41.50, whereas the floor brokerage, or commission charged a member, 
would be $3.85. 

When nonmembers of the Exchange, such as banks, trust companies, or non- 
member investment houses, receive orders that are executed on an exchange, 
they frequently add a commission of their own to that charged by the broker. 


TRANSFER TAXES AND REGISTRATION FEES. An excise tax is 
levied by the State of New York (wherein all sales on the New York Stock 
Exchange are legally consummated) on all transfers of beneficial ownership of 
securities taking place within the state. This tax is payable regardless of whether 
any transfer is made on the books of the issuing corporation, which, like the 
buyer and seller, may be physically located outside of the state. 

§ 270 of Article 12 of the New York Tax Law, effective July 1, 1945, imposes a 
tax of 2¢ on the transfer of each share, except if the shares or certificates are 
sold, in which instance the tax rate is as follows: 


1¢ for each share where the selling price is less than $5 per share; 

2¢ for each share where the selling price is $5 or more per share and less than $10 
per share; 

3¢ for each share where the selling price is $10 or more per share and less than 
$20 per share; 

4¢ for each share where the selling price is more than $20 per share. 


A few other states also levy an excise tax on the transfer of enumerated classes 
of securities. 

As the tax is levied but once on each transfer, it is paid by the seller and is 
deducted from the sales proceeds due him. 

The Federal government levies an excise tax of $0.04 per $100 (or major 
fraction thereof) of the market value of stocks, rights, or warrants sold. There 
is a minimum tax of $0.04 per transaction, and a maximum tax of $0.08 per 
share on transfers involving items priced at $200 per unit or more. 

Thus, on a stock selling for $24, the New York State tax would be $4 and the 
Federal tax, $0.96 on the transfer of 100 shares. 

The Federal tax is levied on all transfers. It is, for example, levied on the loan 
of shares, whether made within one brokerage office or by one broker to another. 
The return of borrowed stock is not taxed. 

A national securities exchange registration fee is likewise charged. § 31 of 
the Securities Exchange Act assesses a registration fee on exchanges for the 
privilege of doing business as a national securities exchange. This fee, due March 
15, amounts to 1/500 of 1% of the aggregate dollar value of sales of nonexempted 
securities on the Exchange during the preceding calendar year. In turn, the fee 
is charged against individual members on the basis of their sales volume. On 
sales made for the account of customers, the 1/500 of 1% fee is deducted from 
the gross proceeds due. If a sale is very small, the amount may be forgiven by 


the commission house. 
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The combined commission, transfer tax, and registration fee incurred in the 
sale of 100 shares of stock selling at 30 would be as follows: 


100. Shares. 86-30 sec. cx ce nvastee sete develo eps Seem ores $3,000.00 
Deduct: 
Brokerage COMM SslOM wees see setae te ere aerate $34.00 
INewilYork Stateitiaxces atta ds octamrmtsrtedats Seuvees aie 4.00 
Federal. taxns. Stee We doi lde tee tlaa. he abe eete 1.20 
SEG#registnation. fee pis.crzqtde. sell. separ ke sees 06 39.26 
Nietiproceeds? Oita? ah. SRT TO MAS See at $2,960.74 


STOCKS SELLING EX-DIVIDEND OR EX-RIGHTS. When a divi- 
dend has been declared on a stock it is necessary to adjust the basis of its quota- 
tion because buyers who have the stock transferred to their names after the 
closing of stock transfer books on the date of record do not receive a dividend. 
Because of the time required to deliver the stock and record buyer’s name on stock 
ledger the New York Stock Exchange advances the date when stocks shall be 
quoted and sold on an ex-dividend basis to the third full business day before 
date of record. 


A dividend declared May 20, payable July 1 to stockholders of record June 10, will 
go only to holders whose names are recorded on the company books at close of busi- 
ness on the record day. The stock will be quoted and traded on the exchange on an 
ex-dividend basis June 7, or, if a week end or holiday intervenes, the next preceding 
business day. Beneficial owners of stock held in street or other names on the record 
day are entitled to have dividends credited to their account though the stock is never 
actually transferred to their names. 


Similarly, whenever a distribution of rights to subscribe to new stock or other 
distribution is to be made to shareholders, the stock will ordinarily be quoted 
ex-rights or ex-whatever else is being given 3 days before the day of record. 
The Exchange authorities may fix the date on which securities sell ex-dividend 
or ex-rights at their discretion, if circumstances make this desirable. When divi- 
dends or rights go to brokers not entitled to them, as where stock certificates 
are not transferred promptly to the buyer, they are passed on to the right parties 
through due bills accompanying the stock at the time of transfer. If stocks are 
borrowed for delivery against short sales, the broker will charge the customer 
for whose account he has borrowed the shares the amount of the dividend, which 
will go to the lender of the stock as the owner. 


TRADING IN RIGHTS AND STOCK PURCHASE WARRANTS. 
Subscription rights to listed securities are normally traded in on the Exchange. 
They may become the subject of lively trading on a when-issued basis between 
the time when a new offering of stock to existing shareholders is announced by the 
board of directors and the date of their issue. Thereafter they are traded in 
the regular way. Because of the small investment that they require and the 
speculative opportunities that they present, their price may rise above their 
mathematical value that is based on the difference between the subscription and 
the market price of the security. (Leffler and Farwell, The Stock Market.) 

Stock purchase warrants, also known as option warrants, are commonly 
attached to other securities at the time of their issue or given to promoters or 
bankers upon organization of the corporation as compensation for services. These 
warrants entitle the holder to purchase shares of (usually) common stock at a 
specified price per share, either within a given period or for an indefinite time. 
Warrants may be issued separately or attached to other securities, and in the 
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latter instance may be detachable or nondetachable. If warrants are not attached 
to listed issues, separate listing is required. In some instances, warrants to buy 


stock listed on the New York Stock Exchange are listed on the American Stock 
Exchange. 


WHEN-ISSUED TRADING. Federal legislation has substantially altered 
the character of all when, as, and if issued or distributed trading in securities. 
Section 5 of the Securities Act of 1933 prohibits the sale by issuer, underwriter, 
or dealer of any security, by the use of the mails or in interstate commerce, un- 
less a registration statement is in effect. Such a statement contains prescribed 
information about the issuing company and its security, for the benefit of inter- 
ested investors. Furthermore, a prospectus summarizing this information must 
be delivered to the buyer before all sales made within 40 days by the company, 
its agents, or investment bankers (or within 90 days if the securities have never 
before been offered publicly). When the securities are debt instruments, the 
indenture must also be qualified under the Trust Indenture Act of 1939. 

The S.E.C. considers a when-issued contract not as a separate security, but as 
one that represents the security to be delivered and subject to the same require- 
ments as it would be. Thus brokers and dealers, along with issuers and under- 
writers, are prohibited from dealing in when-issued contracts in advance of the 
effective date of registration. 

§ 4(1) of the Securities Act, it is true, exempts transactions by any person 
other than an issuer, underwriter, or dealer (which includes a broker). From a 
practical standpoint, however, one cannot trade readily in when-issued contracts 
without a broker or dealer. 


Permissible Transactions. Under the statute, the following types of when- 
issued trading are practicable: 


1. When-issued transactions executed by brokers upon customers’ orders without 
solicitation may take place at any time. In actual practice this exemption is 
not important. 

2. Brokers and dealers are entirely free to conduct when-issued trading at any 
time in classes of securities that, because of the character of the issuers, are 
exempted from the registration and qualification provisions of the Securities 
Act and its related Trust Indenture Act. These include government obliga- 
tions, bank stocks, and railroad securities subject to regulation by the Interstate 
Commerce Commission. 

3. Most of the when-issued and all of the when-distributed trading occurs as a 
result of the statutory exemptions granted particular types of transactions: 
(a) exchanges or distributions of securities arising under Section 11 of the 
Public Utility Holding Company Act of 1935; (b) securities issued in corporate 
reorganizations under Chapter X of the Bankruptcy Act; and (c) securities 
issued in railroad reorganizations under Section 77 of the Bankruptcy Act. 
These exemptions are available only upon the occurrence of certain administra- 
tive or judicial action such as approval of a plan of reorganization or exchange 
by the S.E.C., a court of appropriate jurisdiction, or the Interstate Commerce 


Commission. 


When-issued or when-distributed trading is permissible without affirmative 
judicial or administrative action in securities arising out of certain corporate ac- 
tions approved by stockholders that are held not to constitute a “sale—eg., 
the distribution of a dividend in kind or the declaration of a stock dividend. 

When-issued or when-distributed trading, apart from the above exemptions, is 
prohibited prior to effective registration. Such trading after registration is 
strictly limited by the fact that securities are registered only for immediate offer- 
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ing and sale. The one situation that commonly occurs in which there is an 
opportunity for when-issued trading after effective registration 1s the instance 
where a security is registered for offering to existing security holders for subscrip- 
tion or exchange, to be followed after a lapse of time by an offering of any unsub- 
scribed balance to the public. In this kind of situation there may be when-issued 
trading of two kinds: (1) in the security that is the subject of the nghts during 
the period after effective registration when it is being offered solely to security — 
holders; and (2) in the rights themselves (or in the warrants evidencing these 
rights) during the period between the effective date of registration and the date 
of actual issuance of the rights. Any dealer or broker who sells a registered 


security on a when-issued basis must make available the formal prospectus to 
each buyer. 


Limitations Imposed by Securities Exchange Act. In addition to restric- 
tions on when-issued trading imposed by the Securities Act and the Trust In- 
denture Act, which apply to over-the-counter trading of this character, another 
set of restrictions is imposed by the Securities: Exchange Act. When-issued 
trading can take place only on an unlisted trading basis, since the full listing 
requirements cannot be satisfied. As a practical matter, only corporations with 
securities already listed or about which substantial public information is available 
may be admitted to unlisted when-issued trading. 

Registration of securities for when-issued trading on exchanges must meet the 
requirements of S.E.C. Rule X-12D3. To be eligible for unlisted trading: (1) such 
securities must be issuable only in exchange for a security previously admitted to 
dealing; (2) the unissued security must be “in the process of admission to deal- 
ing”’ on the exchange; (3) the issuer must have made formal and official announce- 
ment specifying the terms of the plan or offer pursuant to which the security is 
to be issued, the record date, and the approximate date of issuance; (4) the 
issuer or the exchange must file a simple form with the S.E.C. to show compliance 
with the when-issued rules. 

When-issued transactions appear on the stock ticker tape with the abbrevia- 
tion “W.I.” printed thereafter. These transactions are not cleared until the issue 
date, or such date as the New York Stock Exchange may fix as the settlement 
date. The transactions may, however, be marked to the market in a manner 
similar to the practice in short sales described below. Since the New York Stock 
Exchange does not encourage it, when-issued trading may take place on the 
American Stock Exchange and over-the-counter markets even though it is in- 
tended ultimately to list the actual securities on the Big Board. 

With respect to when-distributed trading, the New York Stock Exchange 
requires, as a condition precedent to admission for trading, (1) that a definitive 
plan for distribution of the security pro rata to holders of outstanding securities 
of the distributor, without payment of any consideration, be approved by the 
appropriate court or governmental body; (2) that no possibility of an appeal 
exist; (3) that the distribution, when completed, be sufficiently broad to meet the 
Stock Exchange’s usual requirements; and (4) that the distributor authorize the 
distribution to holders of record as of a specified date. 


SPECIAL PROCEDURES FOR LARGE BLOCKS. Large blocks of 
securities are sometimes offered for sale by estates, investment companies and 
other institutional holders, private individuals, business executives, corporate 
holders, and others who desire to liquidate or shift their holdings. The auction 
market is geared to moderate amounts of securities at any one time. It is not 
usually broad enough to absorb, without substantial price declines, large blocks 
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which exceed the available demand and throw the market out of equilibrium. If 
such liquidation is pushed, the price of the security is depressed below its intrinsic 
worth, at least temporarily until this block has been “digested.” Such sales entail 
a sacrifice to the seller. 

Prior to the enactment of the Securities Exchange Act of 1934, distributions to 
the public of large blocks of stocks that were listed on exchanges were fre- 
quently accompanied by manipulation (1) to raise the price of the security, 
and (2) to stimulate activity to the point where a demand large enough 
to absorb the offered security would be created. After passage of the Act, a 
procedure was developed and widely used whereby larger blocks of listed stocks 
were distributed to the public over the counter. These offerings were almost 
invariably made at 3:30 p.m., immediately after the close of the exchange market, 
to permit stock exchange members to participate in such “off-the-board” offer- 
ings. The securities involved were offered at or about the closing exchange quota- 
tion of that day. Most of these offerings were completed prior to the opening of 
the market on the succeeding day, and if not completed by that time they were 
usually withdrawn to avoid conflict with trading on the floor. These secondary 
distributions could be underwritten, as with new offerings of securities. 

These offerings became especially heavy after the start of World War II, when 
foreign governments sought to liquidate in this country the holdings of American 
corporate securities that they had sequestered from their own nationals. The New 
York exchanges became concerned with the loss of trading volume from “off-the- 
board” offerings of listed securities. Accordingly, they devised means to facilitate 
offerings of comparatively large blocks of stock directly on the floors of these 
exchanges. 

A special offering plan was evolved in 1942. The S.E.C. amended its Rule 12b-2 
to permit special offerings of blocks of securities on national securities exchanges 
pursuant to a plan filed with and declared effective by the S.E.C. This plan pro- 
vides that a special offering may be made when it has been determined that the 
auction market on the floor of the exchange cannot absorb a particular block of a 
security within a reasonable time without undue disturbance of the current price. 
The offering is made at a fixed price set within the framework of the existing 
auction market. 

Members, acting as brokers for public buyers, are paid a special commisssion 
by the seller that ordinarily exceeds considerably the regular rate of commission. 
This special commission is to compensate for the greater trouble and expense 
involved in finding buyers, and is a stimulus to make a substantial selling effort. 
Buyers pay only the fixed offering price, without commission. Full disclosure is 
made to the buyer of all the details relating to his purchase, including the com- 
mission paid to his broker by the seller. A special offering usually gets under 
way in mid-morning by an announcement on the ticker tape as follows: 


NOTICE SPECIAL OFFERING BY RITER & CO 4100 MDE 2234 comm 34 


This means that Riter & Co. is handling a special offering of 4,100 shares of stock 
of McDermott & Co. at 2234, with a commission of 34 points, or $0.75, paid to 
brokers who send in orders for the stock that are accepted by Riter & Co. Owing 
to advance soundings of the market, the offering may be subscribed within a few 
minutes. Rules of the New York Stock Exchange require, however, that. the 
books remain open for at least 15 minutes unless the announcement was made 
well ahead of the time of the offering, and that oversubscriptions. be prorated. 
While special offerings are under way, brokers are obligated to take other stock 
that may be offered on the floor in the regular way. To prevent the market quo- 


10-22 SECURITIES MARKETS 


tation from “sagging” under the weight of a special offering, stabilizing pur- 
chases may be made if notice of intention to stabilize the market is given in 
advance, and such transactions must be reported to the S.E.C. 

Special bids may be made for large blocks of stock in similar fashion. 

Exchange distribution procedures were introduced in 1953 as another means 
for selling large blocks of stock. An exchange distribution, as described by the 
New York Stock Exchange (New York Stock Exchange Guide, 2392) is accom-. 
plished by obtaining sufficient buy orders from customers beforehand to permit a 
cross of the buy and sell orders on the floor in the usual auction market. The 
stock is offered within the current quotations free of commission to the buyers. 
The seller may, and does, pay a special commission to the selling brokers as an 
incentive for their efforts in obtaining buy orders. The success of this procedure 
depends upon the ability of member organizations to secure sufficient buy orders 
in a fairly short period of time. Exchange acquisitions may be made when a pur- 
chase of a substantial block of stock is desired. 

Notice of execution of an exchange distribution or acquisition is given on the 
tape only after sufficient orders have been received to permit a crossing of them 
on the floor. 

Specialist block purchase, or sale, may provide a procedure for selling, or 
buying, a fairly large block of stock quickly. The specialist in an issue, when 
asked to bid on a block of stock too large for prompt sale in the usual way, may 
make a bid after considering his position, the current quotation in the market, 
and his estimate of near-term future prospects. The bid almost certainly will be 
somewhat below the best bid in the regular market. The seller will pay the usual 
commission to his broker. In practice, the cost to the seller of a fairly large block 
to the specialist under this procedure is likely to be about two to three times the 
normal commission when compared with the best bid in the regular auction mar- 
ket. The transaction is not reported on the ticker: It is considered a private 
transaction. The specialist probably expects to be able to sell the stock in the 
regular auction market within a few days at some profit to himself. 

Similarly, the specialist may be willing to offer a fairly large block at a price 
somewhat above the best offer in the regular auction market. He would sell 
from inventory or on the expectation that he would be able to cover a temporary 
short position within a few days in the regular auction market: 


SHORT SALES. A short sale is a sale of securities that the seller does not 
intend to deliver from his own portfolio. A short sale may be one where the 
seller does not possess the securities sold, or a “sale against the box,” if he does 
own the securities sold but does not intend at the time of sale to deliver them. 
The short seller expects the price of the security sold short to decline, and he 
expects in the future to be able to buy back or “cover” his short sale at a lower 
price, so as to secure a profit. Sellers for the decline are popularly known as 
“bears,” whereas buyers for the rise are known as “bull” speculators. 

The total volume of short selling that goes on in normal times is only a small 
fraction of the speculative buying or “long” position that prevails. However, in 
periods of unsettled markets, short selling, by increasing the volume of securities 
offered for sale in the market at one time, could tend to unsettle trading further. 
The New York Stock Exchange and other exchanges guard against concentrated 
short selling by the rules and restrictions applicable to such activity. 


Operation of a Short Sale. When a customer wishes to sell a stock short, he 
gives a selling order to his broker in the usual way. He will specify that the trans- 
action is a short sale. As the broker has to deliver the stock sold the fourth day 
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following, under the settlement rules of the exchange, he must arrange to obtain 
such stock for delivery. This can be done by arranging to borrow the stock from 
some other broker. Most borrowing of securities is arranged after trading hours. 

To provide security for the loan of stock, the borrowing broker deposits with 
the lender a sum of money equal to the market price of the borrowed shares. This 
money is obtained from the short sale of the issue. Thus, if a brokerage house 
customer sells 100 shares of Steel at 65, his account is credited on account of a 
short sale to the extent of approximately $6,500. After the sale, his broker will 
borrow a certificate for 100 shares of Steel from some broker who is carrying it in 
a long account. The borrowing broker will deposit with the lending broker the 
$6,500 received from the sale as security for the loan of stock. The borrowed 
stock is then delivered at the regular time by the borrowing broker to the buyer 
of the 100 shares of Steel. 


Loaning Rates. Stock is usually loaned flat. No interest is paid on the money 
put up as collateral on the borrowed stock, and a premium is not usually col- 
lected by the lender of stock. In earlier years, interest was paid by the lending 
broker on the money pledged. Ordinarily, however, the use of the money is 
adequate compensation to the lender of the stock. On occasions when keen 
demand for loans of a particular stock developed, lenders have received pre- 
miums for lending stock at the rates of $1 or $2 per round lot per day. 

The Securities Exchange Act requires that customers of brokerage houses give 
specific permission to have their stock loaned before their brokers are permitted 
to do so. This permission is a standard part of the agreement signed by a cus- 
tomer opening a general account. 

As prices of loaned stock fluctuate, the amount of money put up as collateral 
will be increased or reduced as the interested parties ask that it be “marked to 
the market.” If the price rises, the lender wishes more money deposited as col- 
lateral; if the stock falls, the borrower wishes to have some of the deposited cash 
released to him. Loans of stock, like call loans of money, may be called at the 
option of.either party on 24 hours’ notice. A Federal transfer tax is levied on 
loans of stock. 


Margins Deposited Against Short Sales. To protect themselves in the event 
of a rise in price of a stock sold short, brokers require margins to be deposited 
by short sellers just as in the case of long purchases. Margin requirements on 
“short” accounts are subject to regulation by the Board of Governors of the 
Federal Reserve System, just as with “long” accounts. In a “mixed account,” 
in which long and short items are mixed, the margin is figured separately on the 
long stocks and the additional margin requirement added for short commitments. 
When premiums are quoted on stocks borrowed, they are charged by the broker 
to the customer selling short. To some extent, brokers can avoid paying such 
premiums themselves by intraoffice borrowing of stocks. 


ECONOMIC EFFECTS OF SHORT SELLING. There is some diversity 
of opinion as to the effects of short selling on security markets. Although un- 
doubtedly short selling tends to stabilize the market, since short sellers have to 
sell on rises and repurchase later when demand for the stock may dwindle, in a 
period of general liquidation the short seller may unsettle trading to some extent 
by adding to the current volume of offerings in an already overloaded market. 

The major advantages claimed for short selling are: 


1. Short sellers supply stocks when prices rise, thus tending to retard excessive 
advances. 
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2. Short sellers buy in on the decline, thus tending to reduce the extent of the 
fall in price. 

3. Those holding real estate or other less marketable assets can protect themselves 
against a general decline in the price level by selling standard stocks short. 

4. Short selling is necessary on the part of odd-lot dealers, floor traders, and 
specialists to perform their essential functions. 


The chief arguments against short selling are: 


1. The practice may cause unwarranted declines in security prices, especially 
when insufficient buying orders in the market weaken the “technical position” 
of the issue. 

2. Short selling by floor members and specialists, who can get an intimate pic- 
ture of the state of the market, may permit them to profit at the cost of the 
outside public when it tries to liquidate securities. 

3. Short selling may exaggerate security price advances as well as declines, as 
shorts who sell on a rising market may find it difficult to cover end will have 
to bid against themselves to obtain stock for this purpose. 


CORNERS AND MANIPULATION. Corners arise when the short sellers 
in a stock find it impossible to borrow shares to deliver against their commit- 
ments. A “technical corner” is one where the amount of stock sold short exceeds 
the floating supply. Corners sometimes arise when the stock of a company is 
being bought up for control, unknown to the shorts. At other times, heavy invest- 
ment buying of stock may eliminate the floating supply and disclose an unwieldy 
short interest. In some instances, a condition approaching a corner may arise 
accidentally, through excessive short selling of an issue with a small floating 
supply. 


Control of Corners. The New York Stock Exchange has sought to avoid 
corners by refusing to list small issues of stock in which such a condition could 
readily arise. Also, the Exchange investigates the market position of a stock 
when it is feared the borrowing supply is becoming inadequate, and it may require 
members to report at once their positions and commitments in such an issue. 
When conditions approaching corners do develop, the Exchange under its con- 
stitution can order deliveries against short sales deferred, or order that outstand- 
ing contracts be settled at a fixed price to avoid spectacular price gyrations that 
tend to unsettle confidence in the remainder of the market and attract unfavorable 
publicity to the Exchange. In extreme instances, the Exchange has stricken from 
its list issues in which corners have developed on the ground that a “free and open 
market” for the issue, the primary objective of the Exchange, has been destroyed. 
This drastic action is resorted to when the corner has been intentionally created, 
and especially when the management of the enterprise is involved in the opera- 
tion. 

Corners are not likely to occur in present-day markets because of surveil- 
lance by the S.E.C.; weekly reports that members must make as to their short 
position; publication of trading by directors, officers, and principal holders; power 
of the S.E.C. to suspend trading; and, finally, statutory prohibitions of manipula- 
tive practices. 


FEDERAL REGULATION OF SHORT SELLING. In 1930 the New 
York Stock Exchange promulgated a rule that prohibited short sales at less than 
the previous sale price, to prevent bear raiding and demoralization of the markets. 
This rule, however, did not cover several types of transactions that are now con- 
sidered “‘short sales.” 
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§10(a) of the Securities Exchange Act of 1934 makes it unlawful for any per- 
son to effect a short sale of any security registered on a national securities ex- 
change in contravention of any rules or regulations that the S.E.C. may prescribe 
as necessary or appropriate in the public interest or for the protection of in- 
vestors. Under this authority, the S.E.C. promulgated Rules X-10A-1, X-10A-2, 
and X-3B-3, effective February 8, 1938. The effect of these was to prohibit the 
short sale of a security except at a price above the last preceding sale price. Odd- 
lot transactions and certain round-lot transactions of odd-lot dealers were ex- 
empted from the rules. Following study of the effect of its rules, and upon the 
recommendation of the New York Stock Exchange, the S.E.C. modified these rules 
in 1939 to permit short sales at the price of the last sale, instead of above the last 
sale price, provided that the last sale price was itself higher than the last different 
price that preceded it. 

In addition to the exemptions granted to odd-lot dealers, exemptions are ex- 
tended to certain short sales on a domestic exchange effected for the purpose of 
equalizing prices between that exchange and another national securities exchange, 
short sales effected in arbitrage transactions between securities, and certain short 
sales made in the course of international arbitrage. 


ODD-LOT TRADING. Odd-lot dealers have developed a specialized, highly 
efficient mechanism for the execution of orders in listed stocks for lots less than 
the unit of trading: 100 shares, except for specified inactive issues of which the 
unit of trading on the floor is ten shares. 

Odd-lot dealers on the New York Stock Exchange stand ready at all times to 
buy or sell for their own account from 1 to 99 shares of stock in any listed issue 
for which a round lot is 100 shares, and from 1 to 9 shares of stock in issues 
traded in ten-share round lots. The odd-lot dealer charges a differential on buy 
orders of 4g point (on stocks selling for less than $40 a share) or 14 point (on 
stocks selling at $40 a share or more) above the next price at which a round-lot 
transaction takes place in the stock market after the odd-lot order has been re- 
ceived on the floor. If instructed to do so, the odd-lot dealer will execute a sale 
at the appropriate differential away from the prevailing bid in the round-lot 
market without waiting for a sale in that market. Similar differentials on sale 
orders are subtracted from the price paid to the customer. The odd-lot seller 
also pays transfer taxes. 

Since the odd-lot dealer automatically buys and sells stock for his own account 
on the basis of prices established in the round-lot transactions, he must be 
very nimble to limit his long or short position in each issue. This is done by selling 
or buying round lots on the floor. 

In placing orders for odd lots of securities, it is important to keep in mind that 
it takes about 4 minutes to transmit such an order from a Wall Street brokerage 
office to the floor of the Exchange. Therefore, on an issue in which the odd-lot 
differentials is 14, orders to buy at, say, 90 will not be executed until a full lot at 
8934 appears on the tape, unless permission is given to buy at the asked price and 
sell at the bid price and this is satisfactory to the odd-lot dealer. 

The commission broker receiving the odd-lot order from the public charges the 
usual rate of commission for its execution. 


OPTIONS OR PRIVILEGES. An important adjunct to stock speculation, 
described by Filer (Understanding Put and Call Options), is the market in options 
or privileges, including “puts,” “calls,” and “straddles.” Members of the New 
York Stock Exchange are forbidden to trade in options on the floor of the Ex- 
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change, but they may guarantee these privileges and so assure that they will be 
honored. Put and call brokers issue lists of prices on options from time to time. 

A “put” is a contract giving the holder the privilege of delivering a stated 
number of shares of a given stock to the maker within a certain time and at a 
certain price. It may be purchased by those who hope to make a profit from a 
decline in the stock. : 

A “call” is a contract whereby the holder gets the privilege of purchasing a 
given number of shares of a given stock from the maker within a certain time 
and at a certain price. It is purchased by those who hope to profit from a rise 
in the shares. 

A “straddle” or “spread” and a “strip” or “strap” are combinations of puts and 
ealls. Straddles and spreads represent combinations of one put and one call. They 
differ in that the option prices of the put and call in a straddle are at the market 
when the options are written; prices are so many points below the market for 
the put and above the market for a call in a spread. A strap combines two calls 
with one put; a strip, two puts with one call. The option prices in these instances 
are at the market when the options are written. These combinations are of impor- 
tance to the writers of options, but are seldom sold as such. Few speculators are 
sufficiently ambivalent to seek to profit from both rise and fall in the price of a 
stock within a short period of time. 

Federal and state tax stamps are required by law to be affixed to all call con- 
tracts. These taxes must be paid by the buyer of the call contract. Maximum 
Federal and state taxes are $12 per 100 shares. There is no tax on put contracts. 

Dividends and distributions on shares that sell “ex” during the life of the option 
go with the stock. Thus, the holder of a put that sells “ex” must pay to the en- 
dorser such dividend or distribution if he decides to deliver the stock; and the 
holder of a call receives such dividends or distributions if he calls the stock. As 
regards rights, the Put and Call Brokers and Dealers Assn., Inc., has ruled that 
the opening sale of the rights, when stock sells ex-rights on the exchange, is 
automatically the agreed price between the owner and the seller of the option, and 
this price is the settlement price when either a-put or call contract is exercised. 

Puts and calls may be purchased for 30, 60, 90, and 190 days’ or longer duration, 
as agreed by the parties to the contract. They are usually written at the market 
price of the stock for an agreed premium. In the past, they were written at so 
many points above or below the market as fixed by negotiation between the 
buyer and the seller. 

Privileges become valueless if not exercised within the specified time. When 
exercised, the stock is bought or sold in the regular way, commission being paid 
on the transaction. Options may be sold as securities in their own right rather 
than exercised. 

The manner in which speculation may be carried on with options may be seen 
by an illustration. Suppose a call on 100 shares of Steel is available when the 
market price is 70 at a premium of $4.00, plus tax, a share for a 90- day period, 
the usual price of a one-way option. If during this period Steel should rise to 76, 
the profit of the option holder by exercising it is computed as follows: 


Cost. iof Option 1: .srccicterie store ofersins ataare (oS ee $ 400.00 
Cost of 100 shares of Steel at 70 under the option, plus commission ...... 7,046.00 
Totalveost! ofstock 02), 2... VOUS E i) ORE Ye 7,446.00 
Proceeds of sale of 100 Steel at 76, less commission, taxes, and fees ....... $7,546.22 


Profit:-On. transaction. sa cteyere serve ee TO ee 100.22 
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Purpose of Privileges. Privileges have two chief uses. First, they permit 
speculators to take positions with a small amount at risk. In the instance above 
described, the maximum amount at risk of the holder of the privilege is $400, plus 
tax, for if Steel had not risen he would merely have resold the option at a loss or 
permitted it to expire. If there had been a major rise in the price of the stock, 
his profit would have been many times the amount invested. By comparison, the 
outright purchase of Steel at 70 would require an investment of more than $7 ,000. 

In the second place, options may be used as a means of limiting losses on 
other commitments. Thus, suppose a speculator has accumulated 1,000 shares 
of a stock selling at 80, involving a total investment of $80,000. He wishes to hold 
the stock for an extended rise but at the same time wishes to guard against a 
sharp reaction in the stock. This he can do by buying a put, which will allow him 
to deliver the stock at his option at a stated price in the event of a decline. 

ene following example contrasts the value of a put privilege with a stop-loss 
order: 


A and B each buy 100 shares XYZ at 50. 

A buys a put contract at 50. 

B, who does not buy a put contract, enters a stop-loss order at 48%. 

XYZ declines to 47. 

B is stopped out at or near 48% since a sale at 4814 or lower causes his stop-loss 
order to become a market order, and the broker must then sell his stock at the best 
possible price obtainable. 

A, protected by his put option contract, knows that he can sell at any time during 
the life of his contract 100 XYZ at 50. 

XYZ rallies to 53 and A can sell his stock at a profit because his put contract 
caused him to hold his stock until its expiration. B, who sold his stock at a loss on 
account of the stop-loss order, does not benefit from this upturn in the market price. 
A, however, pays an option premium substantially greater than any cost incurred 
by B. To some investors, at some times, this may be worthwhile. 


In addition to the two chief uses just mentioned, options may be used as a 
method of entering the market at a future date. This is desired by a trader who 
is uncertain as to the market outlook or who is awaiting the occurrence of some 
event, e.g., a court decision. With a call or put, he may buy or sell at a fixed price 
after he knows the course of events. 

Privileges originate to a large extent with large stockholders who seek to earn 
additional income on their holdings by writing puts and calls which they hope 
will not be exercised. Sometimes a block of stock can be liquidated by a large 
holder through the sale of calls. Additional income is earned from the sale of the 
options until such time as they are exercised, when the sale is finally consum- 


mated. 


SETTLEMENT OF EXCHANGE TRANSACTIONS. The New York 
Stock Exchange operates on the principle of daily settlement. Every transaction 
on the Exchange, except where specific exception is made by agreement between 
the parties, must be settled by 12:30 p.m., so-called delivery time, of the fourth 
following full business day. 

Under special circumstances, parties to a security transaction may provide for 
settlement on a different basis. Thus, “cash” transactions involve settlement by 
delivery of securities and payment of money on the same day. These are resorted 
to when it is desired to make the sale that day a matter of record, as in connection 
with the establishment of security losses for tax or statement purposes on the last 
day of the year. In other instances, sales may be made for future delivery at 
seller’s option up to 60 days. Some sales in this category are really short sales, 
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whereas others represent securities sold by holders living at a distance from 
New York or abroad, who wish more time to make delivery. 


The Clearing Process. Settlement of security transactions on the Stock Ex- 
change is facilitated by the process of clearing, which seeks to offset transactions 
so that actual deliveries of securities and money can be reduced as far as possible. 
The Stock Clearing Corporation, a subsidiary corporation whose stock is held 
by the Board of Governors in trust for all the members of the New York Stock - 
Exchange, effects clearing. Without it, settlement daily for the vast volume of 
transactions that takes place on the New York Stock Exchange in active trading 
periods would be more difficult. 

Only transactions in stocks, rights, and warrants are “cleared” through the 
Corporation. Odd lots and bonds are not cleared. Nonclearing securities, however, 
will be delivered by the Central Delivery Department. Not all members of the 
New York Stock Exchange are members of the Stock Clearing Corporation, but 
those who are not clear through a clearing member. For this privilege, a small 
charge is made. Regular clearing members defray expenses by charges that are 
levied in accordance with the volume of various types of activities transacted. In 
addition to members of the New York Stock Exchange, some nonmember banks 
and securities houses have clearing privileges. 


Steps in Settlement. Settlement of transactions on the Exchange involves four 
chief steps. These are: 


1. Comparison of Transactions. Since purchases and sales are made only 
orally on the floor of the Exchange, with each member sending written reports 
only to his own office, it becomes necessary to compare the records of each mem- 
ber who has had business with another to assure that there are no discrepancies. 


2. Security Clearance. For cleared issues, the Stock Clearing Corporation acts 
as a clearing agency, transactions of each house being offset against one another, 
so that only the net balance of stock or money due need be delivered to or re- 
ceived from the Clearing Corporation. 


3. Actual Delivery of Securities. Delivery is accomplished largely through 
the Central Delivery Department of the Stock Clearing Corporation. Delivery 
of securities to and from banks in connection with collateral loans is also accom- 
plished by the Central Delivery Department. 


Clearance and Settlement of the Money Values of Security Deliveries. 
This is accomplished by the Stock Clearing Corporation, which keeps a “record 
sheet” for each member on which are entered credit and debit items arising from 
the delivery or receipt of securities. At the end of the day, each member’s ac- 
count is balanced. If he has a credit, he draws a single draft for the sum of the 
Stock Clearing Corporation, whereas if there is a debit he sends a single check 
covering it to the corporation. 

The routine clerical work of stock and money clearings has been enormously 


speeded up and simplified by the installation of electronic data processing equip- 
ment. 


What Constitutes Good Delivery. To protect buyers of securities, the Board 
of Governors of the Exchange has promulgated rules covering in detail what con- 


stitutes a good delivery of securities against sales. Several of the more important 
rules are: 


1. Stock certificates must be accompanied by proper assignment executed either 
on the certificate itself or on a separate paper. The correctness of the signature 
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must be guaranteed by a member or a. member firm. Members, in turn, fre- 
quently want signatures unknown to them guaranteed by a bank or trust 
company. 

2. When an assignment is filled in with the name of an individual or a firm as 
attorney, a power of substitution must be executed. 

3. The signature on the assignment or power of substitution must correspond with 
the name on the certificate “in every particular without alteration or enlarge- 
ment or any change whatever.” 

4. If part of an issue of stock has been called for redemption, called certificates 
can be delivered only when they have been sold as such. 


To facilitate delivery of securities that are traded actively, it is customary to 
register some certificates in the names of stock exchange houses, which then 
endorse them in blank. These “street” certificates circulate freely from house to 
house, but may be transferred only just before dividend record dates. 


Consequences of Failure to Deliver. Failure to make good delivery consti- 
tutes a breach of the implied conditions of the contract of purchase and sale, for 
which the seller is liable for damages sustained. Deliberate failure may result in 
suspension or expulsion from the Exchange. To avoid failure to deliver, brokers 
for short sellers occasionally pay a premium to borrow stocks when the available 
shares are scarce in relation to the demand for loans to cover short sales. 

When delivery is not forthcoming the buying broker may, but seldom does, after 
a “failure” of several days, serve a “buy-in” notice upon the selling broker. This 
buy-in notice states that, if delivery is not made, the broker of the buyer will 
meet his obligation to his customer by buying the stock in the open market for 
cash and any resulting loss will be charged to the nondelivering broker and his 
customer. 


Speculation in Securities 


DIFFERENTIATION OF SPECULATION FROM INVESTMENT. 
The fundamental difference between speculation and investment is the degree of 
risk involved in a transaction. 

The differentiation between speculation and investment is not hard-and-fast, 
and it is often difficult to distinguish bétween the two types of commitments. The 
degree of knowledge about investment possessed by the security buyer is highly 
important, for only by being able to identify and appraise risks, or having this 
done by reliable experts for him, can the buyer avoid them and so invest rather 
than speculate. 

From the point of view of the economy, it does not matter whether a buyer of 
securities makes a speculative or an investment purchase. In either instance, 
capital in the form of purchasing power is transferred from the buyer to the 
seller. Speculation can affect economic conditions when it takes the form of ex- 
tensive, purchasing of securities with bank credit, and so expands credit without 
reference to business or consumer needs. In recognition of this possibility, the 
Board of Governors of the Federal Reserve System, by the Securities Exchange 
Act of 1934, was given authority to regulate security loans, 


ADVANTAGES AND DISADVANTAGES OF SECURITY SPECU- 
LATION. Like other economic phenomena, speculation has its advantages and 
disadvantages. 

Advantages. The economic advantages of security speculation are: 


1. Capital is made available to new and untried enterprises, which could not be 
started at all if investors had to be appealed to for necessary funds, Newer 
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industries, particularly, get their start because speculators are willing to buy 
their securities before they have become seasoned. 

2. The credit resources of the nation are mobilized for the financing of enterprises 
in their promotion stages, or those that are not strong enough financially to 
have an investment appeal. Through bank loans on securities, speculators are 
able to purchase such speculative issues, safeguarding the banks against loss 
by the margin they put up. 

3. Speculation acts as a stabilizer, though an imperfect one, of security prices. 
The speculator may be the only one who cares to buy securities when the out- 
look is clouded, and conversely, he may sell short and so supply stocks when 
investors are rampantly optimistic. 


Disadvantages. Disadvantages that have been urged against security specu- 
lation are: 


1. Speculation may exaggerate security price swings by causing excessive buying 
on the rise and thus excessive liquidation on the decline. 

2. Losses due to such price swings can discourage investment of savings in stocks 
by others. 

3. Speculation that involves credit in large amounts may exaggerate economic 
fluctuations, as in the period preceding and following 1929. ; 


MANIPULATION. Stock prices have, at times, been determined by manipu- 
lative, as distinguished from unorganized speculative, activity. The usual method 
of the “pool” operators of the past was to accumulate stock over a period of time, 
refraining from buying on bulges during the period of accumulation. The second 
step was the “marking up” process, which was accomplished after the block of 
stock desired had been accumulated. By that time, the floating supply of the 
issue had usually been reduced so that a few large buying orders sufficed to ad- 
vance the price to the desired level. The rise tended to attract a public following, 
and the stock accumulated was then gradually distributed around the high level 
of the advance, or after a decline had set in. 

Market stabilization, which can play a constructive role in security distribu- 
tions, and for other purposes, involves a different technique. Buying orders are 
placed at a fixed price or on a scale down under the market, to offer resistance 
to declines. Conversely, selling orders are placed at a fixed price or on scale up 
above the market, so that the stock purchased on declines is disposed of on ad- 
vances. Thus, price fluctuations are halted or limited in both directions for a time. 
When notice is given that stabilization transactions are going on, investors and 
traders are less likely to be misled by them. 

Manipulative practices that were frequent in the decade of the 20’s and before 
are now subject to a number of prohibitions and restrictions. §9(a) of the Se- 
curities Exchange Act specifically prohibits any transaction in any security that 
involves no change in beneficial ownership. 

§9(a) (6) prohibits a series of transactions for the purpose of pegging, fixing, 
or stabilizing the price of any security except in conformance to rules and 
regulations of the S.E.C. Regulations covering some types of stabilization have 
been issued by the Commission. Price manipulation and stabilization are further 
discussed later in this Section, under Federal Regulation. 


MARKET INDICATORS. It is usual for some stocks to rise and others to 
fall on each trading day. Many listed stocks are not traded every day. One can 
get only a confused picture of the trend of the market from the high, low, and 
closing quotations of daily trading, or by following the tape. To indicate the 
direction of the market, statistical summaries are published in the financial 
press—e.g., the number of stocks traded, the volume and the number which 
closed higher or lower, or unchanged. A list of ten or more of the most active 
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stocks as shown by the volume of trading, with their price changes, may be 
given. 

The Dow, Jones Averages. To provide another indicator of the market’s di- 
rection, the financial publishing house of Dow, Jones & Co. started compiling at 
the end of the last century a simple arithmetic average of the closing prices of 11 
active, and then representative, stocks, 9 of which were rails. Averages are now 
computed by Dow, Jones & Co. for 30 industrials, 20 rails, and 15 utility com- 
mon stocks, as well as a composite of the three groups. All of these stocks are 
listed on the New York Stock Exchange. These averages are widely used as a 
measure of the trend of common stock prices generally over short or long periods. 
They are computed and published on the ticker tape at the opening of the Ex- 
change and hourly thereafter. 


Other Indices. The Associated Press, the New York Times, the New York 
Herald Tribune, Moody’s, and Standard & Poor’s publish stock price aver- 
ages with broader coverage than the Dow, Jones averages. Averages are com- 
puted for bonds of railroads, public utilities, and industrials. Yield averages 
are compiled for United States government, municipal and corporate bonds, pre- 
ferred stocks, and common stocks. 


Charting. Stock price indices or individual stock prices, when charted, give a 
picture of price behavior over a period of time. Such charts of stock prices have 
been used by some to provide forecasts of stock prices. Behavior of the Dow, 
Jones stock price average has been used to project the trend of the stock market 
by followers of the Dow theory. When both prices and volume of trading are 
charted for a period, interpretation of market behavior may be facilitated. 


The Dow Theory of Stock Price Movements. At the turn of the century, 
Charles H. Dow advanced a theory, which has been enlarged upon by followers, 
for forecasting stock price trends by interpreting fluctuations in the two primary 
stock market averages then in existence, industrials and rails. The market at any 
given time is the resultant of three forees—day-to-day fluctuations, intermediate 
short-term movements, and, finally, major trends. The objective of Dow theorists 
is to forecast only changes in the major trend of the market. This they con- 
sider of special value because it, in turn, foreshadows changes 1n business activity. 

As long as the top of each intermediate movement of the averages is higher 
than that of the preceding one, a major bull movement is continuing. A change 
is indicated, according to these theorists, when the peak of an intermediate move- 
ment fails to equal and surpass that of the preceding one; a definite signal of 
change in direction is given when both the peak and the trough fail to equal pre- 
ceding ones. The signal of declining business, it is held, always comes after the 
change in the trend of stock prices has already taken place. 

Lest one average be misinterpreted or be subject to misleading special factors, 
the two averages, rails and industrials, are used to supplement and corroborate 
one another. When one gives the same type of signal as the other, this confirms 
and reinforces the signal. Other factors are given varying degrees of emphasis, 
such as volume of trading, the degree of “penetration” of a new top or bottom, 
sidewise movement, and double tops and bottoms. 

Many other, more elaborate theories for predicting stock price movements 
have been evolved in more recent years. As with soothsayers of old, failures of 
such predictions do not discourage those who make them—they merely modify or 
change their theories. The basic question raised by all these “systems,” of course, 
is whether a market reflecting the actions of millions of persons, in response to 
a, multitude of considerations, is subject to prediction by any mechanistic formula. 
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Stock Market Charts and Tape Readers. A number of speculative traders 
utilize charts as an aid to their activities. Although much of the effort to use 
charts is based upon empirical analysis of past trends, “chartists”’ usually claim 
an underlying logical basis for the use of such graphical devices as a guide to 
trading. 

A chart of price movements of an individual stock had value when a pool 
operation was going on in that issue. If the price trend was studied in conjunction 
with the volume of sales, it was frequently possible to trace the processes of 
gradual accumulation by the pool at one price level, the marking up of the price 
and the distribution of the issue at a higher level. With the outlawing of organized 
speculative pools by legislation, this type of “chart reading” has lost most of its 
significance. However, many traders feel a chart of the past price movements of 
a stock is helpful to them in appraising its current market position. 

Charts based on stock price indices are much less certain of interpretation. 
Some aid, however, in analyzing the technical state of the market, and the rela- 
tive eagerness of the public to buy or sell stocks at any one time, may be furnished 
by an open-minded and cautious interpretation of charts of stock price indices. 

Tape readers seek clues to the trend of the market, and of individual issues, by 
noting individual trades and volume and selecting stocks they believe offer op- 
portunities for trading profits. Tape readers may not expect to “carry a position” 
overnight. S.E.C. regulations require that such “daylight trading,” even though the 
transactions are closed out the same day, be fully margined. 


SECURITY SERVICES AND RATINGS. To aid investors and traders, 
specialized services assemble and publish a mass of statistical information about 
individual companies. Services vary in quality from reputable gatherers and in- 
terpreters of economic and financial information to mere tipster sheets. The lead- 
ing services, Moody’s, Standard and Poor’s, and Fitch, publish financial manuals 
or loose-leaf card systems of a comprehensive character, obtaining the information 
mainly from annual reports, data filed by the corporations with the S.E.C., and 
other official sources. Standard investment analysis ratios are computed from the 
financial statements for those who wish to make a quick appraisal of security 
values. (For further discussion, see Section 7, Security Analysis.) 

The three leading investment services also undertake to evaluate the quality 
of securities by rating them. Bonds and stocks may be rated from several points 
of view. Safety of principal, security and certainty of income, asset values behind 
the security, earning power, and marketability are the usual tests. 

A number of organizations provide an investment advisory service that inter- 
prets current conditions and trends affecting the market as a whole and indi- 
vidual securities. They make recommendations of purchases and sales for invest- 
ment or speculation. A number act as investment counsel and service a portfolio 
of securities, making specific recommendations to buy, sell, or hold, for a fee. 
Individuals or corporations that provide this service must conform to the require- 
ments of the Investment Advisers Act of 1940. 


Trading on Margin 


MARGIN PURCHASE OF SECURITIES. A purchase of securities may 
be for cash or on margin, where the customer pays down only a portion of the 
price of the security. A good part of the business carried on by the average com- 
mission house consists of margin transactions, though the volume of margin trans- 


actions today does not approach pre-World War II volumes, which made up the 
greater part of commission house business. 
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In a margin purchase, the customer is required to deposit with the broker, 
either in cash or acceptable securities, a fraction of the purchase price to protect 
the firm against loss. The balance is loaned the customer by the brokerage house, 
which obtains the funds usually by pledging the purchased securities with a bank 
for a collateral loan. The brokerage house may advance its own capital or free 
credit balances of other customers for the balance of the purchase price, or the 
stock bought may be loaned to other brokers who have sold short for their clients 
and wish to borrow stock in order to make delivery against the short sale. 

The buyer must keep the margin good by depositing additional cash or ac- 
ceptable securities in the event of a decline in prices below the minimum margin 
requirements. Conversely, the customer may withdraw cash or securities from 
his account if an advance in price should increase his margin substantially above 
requirements. 

On the sale of a stock held on margin, the broker applies the proceeds to repay- 
ment of the debit balance due him from the customer. The balance left in the 
account of the customer stands to his credit, and, if he has no debit balance on 
account of other transactions, may be withdrawn by him or allowed to remain as 
a credit balance in his account. 


Opening a Margin Account. Brokers open margin accounts, as a rule, without 
much investigation into the credit standing of the customer. A minimum deposit 
of $1,000 is required by most houses, with some desiring larger amounts for new 
accounts. Only listed securities may be carried in margin accounts, subject to 
both Federal Reserve and Stock Exchange requirements affecting security credit. 


Customers’ Margin Requirements. Brokerage houses keep customers’ margin 
requirements under constant surveillance, employing margin clerks for the pur- 
pose, to determine any deficiencies promptly so that they can call upon customers 
to make them good. 

The New York Stock Exchange requires that customers must have a mainte- 
nance margin of not less than 25% of the market value of all securities “long” in 
the account, plus, usually, 30% for short sales. When the margin in an account 
becomes inadequate, a margin call is sent the customer requesting payment of 
any deficiency. 


REGULATION OF SECURITY CREDIT. The Securities Exchange Act 
of 1934 provides for the regulation of the initial margins that members of na- 
tional securities exchanges shall require from their customers in the purchase of 
securities. This section of the law is administered by the Board of Governors of 
the Federal Reserve System, which sets initial maximum loan values and regulates 
the withdrawal of funds and securities from margin accounts, substitutions of 
securities, the transfer of accounts from one member to another and special mar- 
gin requirements for delayed deliveries, short sales, and arbitrage transactions. 

Members of national securities exchanges, and brokers or dealers who do a 
security business through such members, are not permitted, directly or indirectly, 
to extend credit to a customer on securities registered on a national securities ex- 
change contrary to the rules laid down by the Board of Governors. This prohibi- 
tion also extends to banks and other nonmember lenders, who cannot make loans 
on a registered security except in accordance with the Board’s requirements. 
Certain types of loans, however, are freed from this latter restriction. 

Members of national securities exchanges and brokers and dealers transacting 
business through them may borrow only from member banks and nonmember 
banks that agree to comply with restrictions applicable to member banks as 
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regards loans extended to finance security transactions. The object of this pro- 
vision is to assist the Board of Governors in regulating credit extensions on secu- 
rities. 

Regulation T controls the extension of credit on registered securities by mem- 
bers of national securities exchanges and brokers doing business through them. 
Regulation U applies to the extension of credit on registered securities by banks. 
However, existing regulations leave many areas open where credit may in fact 
be obtained for the purchase of securities. If a bank loan is not obtained for the 
ostensible purpose of purchasing securities, the borrower may use securities as 
collateral to an unlimited extent. A substantial decline in the value of the secu- 
rities could jeopardize market stability regardless of the stated purpose of the 
loan. There are also many lenders, such as foreign banks and factors, who are 
not subject to any regulation of their financing of securities purchases. 


RELATIONS BETWEEN BROKER AND CUSTOMER. A number of 
legal decisions have defined the relations between broker and customer in the 
ordinary margin transaction. (Markham v. Jaudon, 41 N. Y. 235, is the leading 
case.) The legal relations are fourfold, as follows: 


1. The broker as agent, the customer as principal, covering the execution of the 
order and the arrangement of the loan to carry it. 

2. The broker as creditor, the customer as debtor, in so far as the debit or credit 
balance of the customer is concerned. = 

3. The broker as pledgee, the customer as pledgor, in relation to the securities 
purchased by the customer and held by the broker as collateral for the debit 
balance. 

4. The broker as trustee, the customer as beneficiary. This relationship arises 
only where the customer pays up his debit balance. In that case, both the law 
and the rules of the New York Stock Exchange prevent the broker from 
hypothecating customers’ securities. He is expected to hold them earmarked 
for customers’ accounts and, if he fails in business, they are not to be com- 
mingled with his own assets. 


Rules of the New York Stock Exchange and the 8.E.C. limit the extent to which 
customers’ securities may be hypothecated for loans to what is regarded as rea- 
sonable in relation to the amount of the debit balance, tegarcless of agreements 
between broker and customer. 

S.E.C. rules prohibit brokers from risking customers’ securities as collateral to 
finance their own trading or underwriting ventures, or to pledge customers’ secu- 
rities for amounts in excess of customer indebtedness. These rules apply to busi- 
ness done over-the-counter as well as on an exchange. 

A customer is expected to respond to margin calls promptly. If he does not, 
the broker must give a customer “reasonable notice” of his intention to offer 
pledged securities for sale in the market, any balance left after the sale and pay- 
ment of the debit balance going to the customer, while the latter remains lable 
to the broker for any deficiency. 

Brokerage houses customarily require customers to sign waivers of notice. If 
this is done, the broker may sell out the account when the margin is impaired 
without going through the formality of notice to customers. 


BROKERS’ INTEREST CHARGES. Interest charges are paid by cus- 
tomers on their debit balances. The brokerage house itself pays interest on funds 
obtained by it for the purpose of carrying customers’ securities. The interest rate 
charged by brokerage houses is usually 1 to 2% or more above the call money rate, 
with a higher differential in the case of small accounts. Some brokerage houses 
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collect service charges quarterly or monthly on inactive accounts or those with 
less than a stated debit balance. Charges may be collected also for duplicate 
statements and other special services customers may desire. 


The Brokerage House 


ORGANIZATION OF A BROKERAGE HOUSE. Four main functions 
in the operation of a brokerage house are operation of the main and branch 
offices, customer relations, execution of orders on the floor of the Exchange, and 
financing. In large organizations individual partners or officers may be given re- 
sponsibility for the staffs handling these functions and their effective perform- 
ance. In smaller organizations, one or two individuals may have to oversee all 
of the work. 

The departmental organization of a brokerage house will depend largely upon 
its size and the extent to which it carries on other activities besides trading on 
the Stock Exchange, such as over-the-counter business, underwriting, commodity 
trading, and foreign business. The most important departments or groups of de- 
partments are: 


1. Relations with Customers. The branch offices and registered representatives 
of the main office are included in this division. It is under the management of 
a partner or partners specializing in contacts with customers. 

2. Handling of Orders and Securities. The order department receives orders, 
records them, and passes them on to the floor member for execution. The 
clearing house department is concerned with stock clearing activities, taking 
care of exchange transactions after orders are executed. 

3. Records. The accounting work in the brokerage house is onerous. The ac- 
counting department must work in close conjunction with the order depart- 
ment. It also cooperates with the margin clerks, who are engaged in watching 
customers’ accounts to insure that required margins are maintained. 

4. Cashier’s Department. This department handles all cash transactions, includ- 
ing the important function of arranging security loans. 

5. Statistical Department. A considerable voiume of analytical and statistical 
work is required in a brokerage house, in connection with inquiries from cus- 
tomers, the preparation of reviews of market conditions or daily “Market 
Letters,” studies of particular securities or industries that are distributed to 
present and prospective clients, etc. 


REGISTERED REPRESENTATIVES. The registered representative in 
a brokerage house acts as both salesman and adviser in many cases. He provides 
a personal service to clients by telephone, mail, or their visits to the “board room.” 
In larger brokerage offices, price changes of more important issues are indicated 
on an electrical wall board with movable figures. 


Employment Standards. The New York Stock Exchange exercises control 
over its members and their employees, particularly those who deal with the pub- 
lic. To maintain standards of selection and retention of employees, the Exchange 
requires the filing of a personal history of registered representatives. Employees 
desiring to become registered representatives must successfully complete a course 
and examination on stock exchange procedure and related subjects. Failure to 
observe ethical standards and adhere to the principles of just and equitable trade 
subjects an employee to revocation of his registered status. 


CUSTOMERS’ STATEMENTS. Customers of brokerage houses receive 
confirmations from the accounting department for each purchase or sale effected. 
Monthly statements are mailed showing the transactions during the month, inter- 
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est charged, dividends received, the customer’s debit balance, and the securities 
held in the account. Fig. 2 shows a sample customer’s statement. Many broker- 
age houses have mechanized their accounting to speed operations and reduce costs. 
Also, statements may be sent less frequentiy than once a month, if an account is 
not active. At least once each year the customer may expect to receive a request 
from the auditor of the brokerage house asking him to verify, sign, and return the 
statement. If it is believed that the statement contains an error, the customer 
should immediately notify both the auditor and the broker. 


FINANCING THE BROKERAGE BUSINESS. The capital contributed 
by the partners or stockholders in a brokerage house assures its ability to meet 
obligations, including repayment of borrowings, and provides funds for the ac- 
quisition of exchange seats, furniture, and fixtures. The Stock Exchange and 
lending banks expect the brokerage house to have adequate free capital over and 
above the value of exchange seats, as the latter are subject to the prior lien of 
claims of other exchange members. 

A balance sheet of a brokerage house is shown in Fig. 3. 


ASSETS 
Current ASSETS: 
Cash on hand and in banks; clearing funds, etc. ................-000- $ 5,295,780 
Deposits on account. of securities borrowed .........0..00050-+ ss aee 98,900 
Receivable from brokers or dealers: 
Sécurities soldzbutnot delivered S880: Of), OF chia Fone: SOT i; 2,096,767 
Hor securities! carried mjoint’ account! 11. cRPRIA RS A 218,183 
Receivable from customers (secured and cash accounts) ............. 19,512,801 
Market value of securities held for firm and partners’ accounts ...... 4,168,643 
HSV CMM SL ANS Ole lads cre IRE capped Bale atts oo tect bree precio 5,038 
OrHErR ASSETS: 

Memberships in exchanges, at market value ................-....-0- 233,300 
Oficemmumarllvunes an ame qUIPMICH teas ae sae eran eels = aria Lees oe na 12,420 
Unsecured accounts receivable (deemed collectible) ................. 10,907 
Prepaid expenses AEA YS. 6.GIO. 30. eae UO. TAI OG SR EO 27,427 

DNGHUNIGR IASISNOAUCI cee tee sieio peer EN RAG ROBERN ees Bitty G OOM DED ONE Ara BO Cre $31,680,166 
LIABILITIES 
CurrENT LIABILITIES : 
Money, borrowed: ony seeunities. ..-iaaos .acl «ree thle cons ee setae $12,500,000 
Deposits on account of securities loaned ............06 csc cece ence eee 29,000 
Payable to brokers or dealers (securities purchased but not received) . 1,905,640 
Payable to customers: 
Tee ROTC OCS Feo Eee rete TRIB Sterol «| Mere aeetePe RN PSES «Sig olor aneapiatar Reels cs 9,649,013 
Credit balances in fully secured and cash accounts ................ 1,909,064 
OtHertéredit. balamées.4% .444, 22 SEDI Tae) Re Seed Fa tee 93,408 
Misc. current liabilities such as compensation, unclaimed dividends, 
COMMISSIONS)! TAKES; ELC. 6.6: SLM, MS aL Shek lo se leis asin Wik «oil 464,998 


Net WortH: 
Estimated amount to be withdrawn by partners for payment of Fed- 


EPallmneGiie vaxeston. 2. titi aes rstiede). ARR Gla k: LUE NE 400,000 
Balanced. cil Merite et oa Ola ed eee Gabe cele eT Ooo 4,729,048 
$31,680,166 


Fig. 3. Balance sheet of a brokerage house. 
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The chief income of a commission house comes from executing orders in listed 
securities. Houses may trade on their own account. Over-the-counter business 
and the distribution of new offerings provide additional sources of income to 
many stock exchange houses. Where such other activities are carried on, addi- 
tional capital is required to help finance these operations, and because greater risk 
is involved than in the straight commission business on the exchange. 


SOURCES OF FUNDS FOR BROKERS. The most important single 
source of funds for brokers, as Bogen and Krooss have shown (Security Credit: 
Its Economic Role and Regulation) is the collateral loan at the banks. These 
loans are arranged directly between the brokerage house and the banks or to some 
extent through firms of money brokers. 

A call loan may be terminated by the service of notice of desire for repayment 
by either borrower or lender. It is repayable the same day if such notice is 
served before 12 noon on a business day. A time loan is made for a definite period 
of time, usually from 30 days to 3 or 6 months. When interest rates appear to 
be rising, lenders prefer to make call loans in order to get the benefit of the 
higher rates later. On the other hand, when lower interest rates are in prospect, 
they prefer time loans, even though the rate on the latter is at the time substan- 
tially below the call money rate. Brokers balance call and time loans in an effort 
to obtain their funds from dependable sources at the lowest possible average 
interest cost. 


The Hypothecation Agreement. After a loan is arranged between the bank 
and the broker, the broker sends to the bank collateral meeting the standard re- 
quirements and a loan agreement. In view of the fact that brokers frequently 
shift collateral in loans owing to the purchase and sale of securities by customers, 
and price changes may require additional collateral or permit the release of part 
of it, the agreement is in blanket form. This is a short form describing briefly 
the nature of the transaction, as practice has become so far standardized in con- 
nection with stock exchange loans that detailed agreements are found unnecessary. 


Other Methods of Obtaining Brokerage Funds. In addition to call and 
time collateral loans, there are other sources of funds available to the broker. By 
lending customers’ stocks to short sellers, he can obtain the full market value 
of the stock, instead of only the percentage that the bank is allowed to lend 
under the regulation, and without interest. In fact, on the rare occasions when 
the demand from shorts is keen, the broker may not only obtain cash against a 
loan of customers’ stocks but may also receive a premium from the borrower. 
Another type of loan utilized by brokers is the accommodation or day loan, 
which is used to meet their financial requirements during the course of the busi- 
ness day, and before the amount of call loans needed can be determined with any 
degree of accuracy. The New York Clearing House banks charge 1% per annum 
on such day loans. By 4 p.m., the transactions of the day are all in and the cash 
position of the house can be determined. If a balance is owed to the bank, a 
temporary loan is arranged for the net amount of the overcertification, or day 
loan, to carry it “overnight” until a new collateral loan can be arranged the fol- 
lowing day or cash is deposited to pay off the “overnight loan.” 

Since the perfection of the present clearing system of settling transactions on 
the exchange, the amount of such unsecured day loans required has been quite 
substantially reduced. 


RESTRICTIONS ON BROKER BORROWING. §8 of the Securities Ex- 
change Act of 1934 prohibits a member of a national securities exchange, or any 
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broker or dealer doing business through a member, from borrowing in the ordinary 
course of business on any registered security except from or through a bank under 
the Jurisdiction of the Board of Governors of the Federal Reserve System. Reg- 
ulations of the Board, however, permit certain loans between brokers. The Board’s 
Regulation U prohibits a bank from making a collateral loan secured by stock for 
the purpose of purchasing or carrying any registered stock in an amount exceeding 
the maximum loan value of the collateral as prescribed by the Board. 

§8 further restricts a member broker’s aggregate indebtedness to all other 
persons, including customers’ credit balances, to an amount not more than twenty 
times his net capital, exclusive of fixed assets and the value of exchange mem- 
berships. Under §15(c) (3) the S.E.C-has promulgated, by rule, similar standards 
for over-the-counter broker-dealers. Definitions of what constituted indebtedness 
and net capital were promulgated. Field investigations are frequently made by 
accountant-examiners to ascertain compliance. 


EXAMINATION OF MEMBER FIRMS. To safeguard the public dealing 
with member houses, the New York Stock Exchange requires at least two sets of 
financial statements annually from each member firm, on a form prescribed by it. 
This is referred to as the stock exchange “questionnaire,” and, based upon its 
showing, insistence may be made by the exchange authorities that additional 
capital be invested in the house or that it dissolve. Failure to comply with such 
demands involves suspension. 

An important feature of the stock exchange questionnaire is an analysis of cus- 
tomers’ accounts, indicating the extent to which they are secured by collateral. 
Accounts with debit balances must be classified into those secured, those partly 
secured, and those unsecured, with the value of the securities indicated in each 
instance. In addition, the firm must be audited at least once a year by inde- 
pendent public accountants, and this is a surprise audit. 


Bond Trading on the Exchange 


THE BOND ROOM. The section of the Stock Exchange floor where bond 
dealers and brokers carry on their trading is called the “bond room.” Although 
some 1,200 bond issues are listed on the Exchange, only a fraction of these are 
active. Trading in listed bonds over-the-counter between dealers assumes large 
proportions, and generally the volume of transactions off the Exchange far exceeds 
that on the floor. 

To increase trading on the floor in listed bonds, the New York Stock Exchange 
adopted the “Nine Bond Rule.” This requires members receiving orders to buy 
or sell less than $10,000 par value of a listed bond to endeavor to execute the 
order on the floor. The transaction may be executed over-the-counter only if a 
better price is thereby obtained for the customer. 


Quotations. The ordinary unit of trading in bonds on the New York Stock 
Exchange is the single $1,000 bond. Quotations on bonds are in percentage of face 
value. Thus, if a bond is quoted at 8914, the price will be $895 per $1,000 bond. 
Bonds on which interest is being paid, unless they are income bonds not ordered 
to be quoted the regular way, are quoted “and interest,” which means that an 
additional sum will be added to the purchase price to represent accrued interest 
from the last coupon-paying date to the date of purchase. Thus, a 4% bond pur- 
chased at 95, where interest is payable January 1 and July 1, if purchased on 
April 1 will cost the purchaser $950, plus $10 interest for 3 months to April 1, 
plus commission. Bonds on which interest is in default, and income bonds on 
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which regularity of interest payments has not been established, are quoted “flat,” 
in which event they are bought and sold like stock, that is, without payment of 
accrued interest by the purchaser. 

Bond quotations are sent out over separate tickers by the New York Stock 
Exchange and the American Stock Exchange. Bonds are designated by their 
coupon rates, except that if a company or government has two or more issues that 
bear the same coupon rate, the year of maturity is also indicated. A specimen of. 
bond ticker tape is given in Fig. 4. 
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Fig. 4. Sections of New York Stock Exchange bond ticker tape. 


Meaning of symbols in bond ticker tape illustration 


. New York Edison Co., Inc.—1965s 6 bonds at 103 followed by 5 bonds at 102%. 
. Central of Georgia Ry. Co.—7 bonds at 22%. wie 

. American Telephone and Telegraph Co.—3% bonds, one bond sold at 155%. 

. Seaboard Air Line R. R. Co.—income bonds, when issued, 5 bonds at 7844. 

. Atchison, Topeka & Santa Fe Ry. Co.—general mortgage bonds, one bond at 13414. 
. Northern Pacific Ry. Co.—collateral trust, 4 bonds at 10414. 

. New York Central R. R. Co.—one 4% bond at 87%. : 

. Baltimore & Ohio R. R. Co.—convertible, 10 bonds sold at 6844. 


CONMNMR WML 


In order to facilitate trading in bonds by those located at a distance from New 
York, trading in bonds may be made for deferred delivery up to 7 days. Since 
bonds cannot be freely borrowed for delivery on sales made from a distance, this 
practice has been adopted because of the growing geographical distribution of 
bond investment. Sales may also be made at seller’s option of 30 or 60 days, to 
cover transactions for European account, and, at times, short sales. 


WHAT CONSTITUTES GOOD DELIVERY. Coupon bonds, to be a 
good delivery, must be accompanied by all unpaid coupons. Coupon bonds that 
are registered as to principal only will be a good delivery if registered to bearer. 
Registered bonds otherwise are not a good delivery unless sold as such, and 
a lower price may be bid for registered bonds when efforts are made to sell them. 

The rules of the Exchange provide that transactions in coupon bonds may be 
settled by delivery of either. $1,000 or $500 denominations. Denominations below 
$500 or “small bonds,” and those above $1,000 or “large bonds,” are to be dealt 
in specifically as such, except in the case of United States issues. For these, and 
also for registered bonds, $10,000 denominations are good delivery. 

When securities are stamped to indicate modification of their terms, they are 
not a good delivery unless the entire issue has been so marked and the Exchange 
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duly informed of this fact. If part of an issue is stamped, it is necessary to list 
that part separately. Stamping is far more frequent for bonds than for stock. 
Efforts to dispose of bonds that are not good deliveries under the rules of the 
Exchange often involve substantial price concessions from the prevailing market. 
When bonds are deposited with a trustee under a reorganization agreement or 
otherwise, separate listing must be obtained for the certificate of deposit. 


COMMISSIONS AND TAXES ON BOND TRANSACTIONS. The 
rates of commission established by the New York Stock Exchange on public 
orders are: 


Rate per $1,000 


Bonds Selling at of Principal 
Less than $10 $0.75 
$10 to $100 1.25 
$100 or more 2.50 


Since very few bonds of $1,000 principal value sell for less than $100, the com- 
mission usually is $2.50. There are special rates applicable on some transactions, 
such as those involving bonds maturing in 6 months to 5 years, bonds maturing 
or called for redemption within 6 months, and obligations of governments. The 
commission on transactions between members is substantially lower. 

The Federal transfer tax on bonds is 5¢ for each $100 of face value or fraction 
thereof, and applies on all transfers of legal title regardless of whether or not the 
beneficial interest in the bonds is transferred. This means that a transfer of bonds 
to a trust account requires the payment of the tax even though the trustee holds 
the bonds for the benefit of others. Transfers of Federal and municipal bonds, 
however, are exempt from this tax. There is no New York State levy on bond 
transfers. 

Loans of bonds are regarded as taxable transactions by the Federal tax law. 
_ Furthermore, unlike the situation prevailing in connection with loans of stock, the 
return of borrowed bonds is also held to be a taxable transaction. 


Over-the-Counter Markets © 


FUNCTIONS AND IMPORTANCE. “Over-the-counter markets” is the 
term used to describe security trading outside organized securities exchanges. 
This market, though loose and informal in organization, is spread over the entire 
United States. With the development of better communications and the organiza- 
tion of dealers into associations subject to regulation, the business has gained 
cohesiveness. 

The functions of over-the-counter markets, like those of organized exchanges, 
are to provide: 


1. Facilities for bringing buyers and sellers wishing to trade in securities to- 


gether. 
2. Marketability for the great number of securities that are not actively traded 


on an organized exchange, and for some that are. 


The over-the-counter markets are an integral and important part of American 
financial markets and perform an indispensable service. From a qualitative point 
of view, they are as important as organized exchanges, although they furnish a 
market different in character and mode of operation. From a quantitative point 
of view, the lack of organization of the over-the-counter markets makes it difficult 
to measure its importance. There are two aspects to consider: (a) volume of 
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securities available to be traded, and (b) volume of actual trading taking 
place, ie., turnover. All securities, including corporate and government bonds 
and stocks, listed and unlisted, are potentially available for over-the-counter 
trading. But the number of issues actually traded over-the-counter 1s only a 
fraction of this vast potential because, for some, trading is done almost exclusively 
on exchanges whereas, for very many others, the issues are closely held or too 
small for public trading. 

The market value of all sales on national securities exchanges in the year 
ending December 31, 1962, aggregated $54.7 billion for stocks and $1.7 billion 
for bonds. The Federal debt of over $300 billion gives rise to the largest part of 
over-the-counter trading. Statistics are not available on the turnover in over-the- 
counter markets, since transactions are not recorded in a central place. 


CLASSES OF SECURITIES TRADED. There are three major classes of 
securities traded in the over-the-counter markets: 


1. Unlisted stocks. 
2. Government, municipal, and corporate bonds. 
3. New issues. 


Each of these has its submarkets and individual characteristics with respect to 
price determination, degree of organization, local market, and mechanies of trad- 
ing. 

One very important part of the over-the-counter market comprises stocks of 
banks and trust companies. Banks generally do not care to have fluctuations in 
prices of their stocks given wide publicity, and so practically all bank stocks are 
unlisted. The nucleus of the over-the-counter market in each city is usually the 
local bank stocks. Insurance stocks are also important, for very few issues in 
this group are listed on exchanges. Other important groups of stocks quoted on 
the over-the-counter market are smaller industrials, investment company issues, 
and preferred stocks of public utility companies. 


METHOD OF TRADING—NEGOTIATION. Over-the-counter dealers 
effect their transactions chiefly over direct telephone conections with other dealers. 
The increased use of long distance telephones and teletype has expanded the 
scope of over-the-counter trading to national proportions. 

The market for an over-the-counter issue tends to become concentrated in one 
or a few dealers who specialize in this security and hold themselves out as making 
a market in it, at any time, either to buy or sell. Issues may be sponsored by 
houses that have underwritten or otherwise helped in their distribution. To estab- 
lish this market, the dealer will quote regularly bid and asked prices for the 
security. Often, there may be a considerable spread between bid and asked prices, 
and the quotations may apply to only small quantities of the issue. A quotation 
may be good only for the moment and for only a limited quantity; if not imme- 
diately accepted, it may be considered to have lapsed. If, after getting “the 
market” quoted, it is necessary to check with the customer, the dealer may be 
asked to give a firm quotation for, say, 10 or 20 minutes. 

Over-the-counter dealers operate in one of two ways. Either they try to avoid 
taking a position by keeping the volume of buying and selling in each issue in 
balance, or they may be willing to buy more than they sell, or vice versa, and 
thus take a long or short position. The policy of the house and the state of the 
market will largely determine the extent to which positions will be taken. Willing- 
ness to maintain a considerable position enables a dealer to give better service in 
executing customers’ orders. 
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Over-the-counter houses operate mainly as dealers, buying and selling as prin- 
cipals rather than agents. This makes it necessary for them to depend upon the 
good faith of those with whom they deal to a large extent, as oral orders cannot 
be enforced at law when they involve $50 or more under the statute of frauds. 
If there is doubt concerning the good faith of a customer, written confirmation 
of the order should be obtained. Under Federal regulations it is necessary for 
firms to disclose to customers in what capacity they are acting. 

On an organized exchange, trading is usually done on an auction basis. Brokers 
representing buyers, along with dealers trading on their own account, crowd 
about the trading post and “make a market” by quoting bids and offers openly. 
But on the over-the-counter markets, trading is by private negotiation., A cus- 
tomer buys directly from a dealer, without recourse to an auction market, or his 
broker may negotiate for him with one or more over-the-counter dealers. In 
order to assure the customer a fair price, it is often desirable in an inactive issue 
to get the “feel” of the market by calling several dealers. The best way to check 
an over-the-counter market is from the daily sheets of the National Quotation 
Bureau, Inc., which lists bids and offers, or requests for bids and offers, filed with 
the Bureau by dealers and brokers, along with the name of the house in each case. 

The National Quotation Bureau, Inc., makes a business of collecting these 
quotations and distributing a list to subscribers. These quotation sheets are not 
generally available to the public, but can be consulted at or through brokerage 
houses. There are pink stock sheets and yellow bond sheets, divided by geo- 
graphical area according to trading interest—Eastern, Central, and Pacific. In 
addition to these daily quotations, which are in some respects advertisements of 
interest on the part of the-dealers making insertions, monthly summaries of 
over-the-counter quotations are published by the National Quotation Bureau, Inc. 
Prices at which actual transactions have taken place are not available in the 
over-the-counter markets, as they are on the organized exchanges. 


An Actual Transaction. The manner in which over-the-counter trading oper- 
ates may be seen from an actual instance. Mr. A or his broker calls up Jones & 
Co., dealers in unlisted securities, and asks the market in National City Bank 
stock. Jones’s trader knows, or learns from the National Quotation Bureau sheets, 
what other dealers are quoting. He tells A or the latter’s broker that the market 
is 44 bid, 46 asked. A thereupon puts in-an order to buy 50 shares at 45. At 
the same time, Jones & Co. learns, over the telephone, that Doe & Co. has just 
offered a block of 50 shares in the market at 44144. The Jones & Co. trader 
quickly buys these 50 shares at 44%, fills the order of A at 45, and thus makes a 
half-point profit. 

After the execution of the order, the stock must be delivered and cash settlement 
made. Since there is no stock clearing machinery for over-the-counter trading, 
comparisons are made by sending reports of purchases and sales by messengers 
from one house to another. Thereafter stock certificates are delivered against 
certified checks. Because of the lack of a clearing mechanism, settlement of over- 
the-counter transactions ties up a much larger volume of funds in proportion to 
volume than do transactions on the exchanges. 


Clearing Transactions. There are several methods by which transactions be- 
tween houses may be cleared in the over-the-counter markets. The most common, 
for firms located in the same city, is the “regular way,” i.c., the securities must 
be delivered to the buying house by 12:30 p.m. of the fourth full business day 
following that on which the trade was made. This follows the procedure of the 
New York Stock Exchange. Frequently, because of difficulties of physical delivery 
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of the certificates, the sale is closed on a deferred or delayed delivery basis, which, 
according to custom, requires delivery on or before the seventh full business day. 
In the event that more time is required, the sale may be seller’s option, and the 
seller can deliver and receive payment any time within the agreed limit by giving 
one day’s notice. When the seller is unable to make delivery as agreed and the 
buyer insists, the buyer’s broker may buy in the securities, charging any loss re- 
sulting to the seller. Sales may also be consummated for cash, in which instance 
delivery and payment are to be made the same day. Because of delays in the 
transfer of stock certificates on the books of the company, delivery may be made 
of the receipt given by the transfer agent in lieu of stock certificates. 


THE UNLISTED BOND MARKET. In addition to the large volume of 
listed bonds that are traded over-the-counter, often on the basis of published 
prices on the exchanges, a vast number of bond issues are unlisted. 

Apart from United States government issues, the most important class of un- 
listed bonds is state and municipal issues. Most of these are traded in on a 
yield rather than a price basis because numerous issues of this kind mature 
serially and prices would differ for each maturity. Thus, a municipal issue may 
be quoted 2.45% bid, 2.35% asked, which means that the bid price is such as to 
give a yield of 2.45% to maturity, whereas the higher asked price will give a 
yield of 2.35% to maturity. A limited number of such bonds, usually of author- 
ities with a large single maturity, are quoted at a percentage of $1,000 par value, 
like other bonds, and are referred to as dollar bonds. The Blue List provides a 
daily list of offerings by dealers in state and municipal bonds, listed under each 
state in alphabetical order. 

Railroad equipment trust certificates. are also traded over-the-counter. 
Since they have serial maturities, a list of bid and asked prices on a yield basis 
for each issue is available. 

Other unlisted bonds are quoted on a price basis on the over-the-counter 
market. More important groups of issues so quoted are unlisted public utility 
and industrial bonds and unlisted foreign bonds, including internal currency bonds 
quoted here. 


SELF-REGULATION AND THE NATIONAL ASSOCIATION OF 
SECURITIES DEALERS. §15A of the Securities Exchange Act provides legal 
sanction and encouragement of associations of securities dealers for self-regulation. 
Under this provision, the National Association of Securities Dealers, Inc., a non- 
profit membership corporation, has been formed under the joint sponsorship of 
the industry and the Securities and Exchange Commission. Included in the 
N.A.S.D. are nearly all investment banking houses and most of the houses dealing 
in the over-the-counter markets. Membership is required of all registered broker 
dealers by §15A of the Securities Exchange Act of 1934, as amended. 

Among the stated objects of the N.A.S.D., set forth in its Manual are: 


1. To promote through cooperative effort the investment banking and securities 
business, to standardize its principles and practices, to promote therein high 
standards of commercial honor, and to encourage and promote among mem- 
bers observance of Federal and state securities laws. 

2. To provide a medium through which the membership may confer, consult, and 
cooperate with governmental and other agencies in the solution of problems 
affecting investors, the public, and the investment banking and _ securities 
business. 

3. To adopt, administer, and enforce rules of fair practice and rules to prevent 
fraudulent and manipulative acts and practices, and in general to promote 
just and equitable principles of trade for the protection of investors. 
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4. To promote self-discipline among members, and to investigate and adjust 
grievances between the public and members and between members. 


With the organization of the N.A.S.D., there was provided, for the first time, an 
authority (1) to set standards of conduct not only for dealings between members 
but also covering relations with the investing public, and (2) to secure adherence 
to these standards through disciplinary measures—censure, fines, or expulsion. 
Expulsion is a serious matter because the Act provides preferential treatment as 
regards commissions and allowances. This provision reads: 


The rules of a registered securities association may provide that no member thereof 
shall deal with any nonmember broker or dealer except at the same prices, for the 
same commissions or fees, and on the same terms and conditions as are by such 
member accorded to the general public. [$ 15A () (1).] 


Rules of Fair Practice. To implement N.A.S.D. objectives, rules of fair prac- 
tice (N.A.S.D. Manual, D-5, ff) have been adopted to guide members’ business 
practices and to raise standards of the over-the-counter dealers and brokers. 
Rule 1 provides: 


A member, in the conduct of his business, shall observe high standards of com- 
mercial honor and just and equitable principles of trade. 


The Board of Governors of the N.A.S.D. has interpreted Rule 1 as follows: 


It shall be deemed conduct inconsistent with just and equitable principles of trade 
for a member to enter into any transaction with a customer in any security at any 
price not reasonably related to the current market price of the security. 


The Association has sought to keep mark-ups of asked over bid prices of its 
members from exceeding 5%, as tending to be excessive. 
The rules provide further: 


. if a member buys for his own account from his customer, or sells for his own 
account to his customer, he shall buy or sell at a price which is fair, taking into con- 
sideration all relevant circumstances, including market conditions with respect to 
such security at the time of the transaction, the expense involved, and the fact that 
he is entitled to a profit; and if he acts as agent for his customer .. . , he shall not 
charge his customer more than a fair commission or service charge. . . . (Rule 4.) 


Other rules impose upon members responsibility for recommendations made to 
customers; impress upon them the obligations of the fiduciary capacity in which 
they, at times, serve, and the necessity to disclose the capacity in which they are 
acting for or with customers; and forbid transactions of a manipulative, decep- 
tive, or fraudulent character. 


Other N.A.S.D. Activities. Another phase of the N.A.S.D.’s work has been the 
preparation of a Uniform Practice Code designed to eliminate disputes and 
misunderstandings between members. For the most part, the Code gives sanction 
to practice, custom, and usage in technical matters such as deliveries of securities, 
computation of interest, claims for dividends or interest and similar matters. 
Complaints or requests for arbitration may be filed either by members of the 
N.A.S.D. or by the public. These will be investigated, heard, and decided by one of 
the 13 District Business Conduct Committees. The decisions of this Committee 
are subject to appeal and review by the Board of Governors of the N.A.S.D. and, 
finally, by the Securities and Exchange Commission. 

The N.AS.D. has, in its own and the public interest, sought to improve over-the- 
counter market quotations and to assure adequacy of invested capital of its 
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members. Also, the N.A.S.D. requires officers, partners, employees, or other repre- 
sentatives of a member 


_ engaged in the managing, supervision, solicitation, or handling of listed or 
unlisted business securities; or in the trading of listed or unlisted securities; or in 
the sale of listed or unlisted securities on an agency or principal basis; or engaged 
in the solicitation of subscriptions. .. . 


from the public to file a detailed personal data sheet and pass an examination in 
order to become registered representatives authorized to deal with the public. 
Registrants must agree to abide by the Rules of Fair Practice of the N.A.S.D. and, 
further, to be subject individually to appropriate disciplinary action in the case 
of violation. This registration is designed to provide a measure of control over 
the individuals who transact business directly: with the public. 


Federal Regulation of Securities Trading 


THE SECURITIES EXCHANGE ACT OF 1934. The Securities Ex- 
change Act of 1934 (hereinafter referred to as the “Exchange Act”) was enacted 
to improve the functioning of the nation’s securities markets and to subject them 
to a degree of regulation. 


Objectives. The Exchange Act is designed to accomplish the following pur- 
poses : 


1. Make available to the public reliable information regarding securities listed 
on national security exchanges, and their issuers, and the larger issues and 
issuers of over-the-counter securities, to facilitate appraisal of values by in- 
vestors and traders. 

2. Prevent and provide remedies for fraud, manipulation, and other abuses in 
security trading, both on the organized exchanges and in the over-the-counter 
markets, to the end that fair and orderly markets, free from artificial influ- 
ences, are maintained. 

3. To regulate the securities markets and brokers and dealers of securities to 

insure that just and equitable principles of trade are observed by exchange 

members and others executing security orders for the public. 

Regulate the use of credit in securities trading. : 

Regulate trading by “insiders” in covered securities and the use of proxies 

by corporations whose shares are covered. : 


oe 


Chief Provisions of the Act. These objectives of the Exchange Act are in part 
implemented by three types of registration: registration of (1) securities, (2) 
exchanges, and (3) broker-dealers. 

1. Registration of securities is one of the primary methods used to achieve 
the objectives of Federal financial legislation. §12 requires issuers of securities 
listed on national securities exchanges and issuers of certain over-the-counter 
securities to file extensive data with the S.E.C. for the information of investors 
and the general public. 

2. Registration of exchanges and the supervision of their conduct constitute 
the second method of regulation. Registration includes filing pertinent data with 
respect to the exchanges’ organization, rules of procedure, membership, and other 
information deemed in the public interest. Among other things, registration in- 
cludes an agreement by the exchange to comply with the provisions of the 
Exchange Act and rules and regulations promulgated thereunder, and to enforce, 
so far as it is within its powers, similar compliance by its members. 
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3. Registration of broker-dealers is the third pillar upon which Federal se- 
curities regulation is based. Direct control of the brokers and dealers is attained 
by denying the use of the mails, or of any instrumentality of interstate commerce, 
to effect any transaction in securities unless a person is registered with the Securi- 
ties and Exchange Commission. Registration is accomplished by filing with the 
S.E.C. detailed information with respect to the business history of the registrant 
and its officers, directors, and controlling persons. It should be noted that some 
broker-dealers are also registered as investment advisers and are subject to the 
additional regulation of the Investment Advisers Act of 1940. 

§15(b) makes it mandatory for the Commission to deny or revoke the regis- 
tration of any broker or dealer if it finds that such denial or revocation is in the 
public interest and that such broker or dealer, or any partner, officer, director, or 
controlling or controlled person of such broker or dealer 


a. Has willfully made in any document required to be filed or in any proceeding 
before the S.E.C. a false or misleading statement that was at the time, or in the 
light of the cireumstances under which it was made, false or misleading with 
respect to any material fact. 

b. Has been convicted, within 10 years, of a felony or misdemeanor involving 
the securities business. 

c. Is permanently or temporarily enjoined by a court from engaging in the con- 
duct of securities business. 

d. Has willfully violated any provision of the Securities Act of 1933 or of the 
Exchange Act of 1934 or rules and regulations thereunder. 


Through such control and the setting of net capital requirements, the public is 
to be protected from disreputable or financially irresponsible brokers and dealers. 

Authority to regulate the extension of credit for the purpose of purchasing 
and carrying registered securities, and to establish maximum loan values, is 
lodged in the Board of Governors of the Federal Reserve System. The adminis- 
tration of the regulation as it affects brokers and dealers is in the hands of the 
staff of the S.E.C. 


ADMINISTRATION OF THE EXCHANGE ACT. The Exchange Act 
is not a self-executing statute. It is administered by a five-man commission, 
whose members are appointed for five-year terms by the President, and no more 
than three of whom may be from the same political party. As an adjudicatory 
tribunal and administrative agency, it is subject to the accepted rules of adminis- 
trative law, including the right to be heard, the weighing of evidence, adherence 
to legislative directives and due process. Orders of the S.E.C. are reviewable by 
the United States Circuit Court of Appeals. 

Administration of the Exchange Act has evolved gradually in the light of ex- 
perience. The approach of the S.E.C. has been pragmatic. Policies and rules have 
been flexible and adapted to legitimate business needs. Close liaison has been 


maintained with those subject to its rules. 


Registration of Securities. 


1. Procedure in registration. §12 of the Securities Exchange Act forbids 
trading in any security on a national exchange unless the security is either reg- 
istered or exempt and requires the registration of larger over-the-counter issues. 
The purpose of this provision is to make available for the investor adequate 
and current information regarding the affairs of companies whose securities are 
listed, or are to be listed, on a national securities exchange. §12 specifies the gen- 
eral nature and scope of the information to be furnished. 
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Registration of a security is effected by the issuing corporation filing an appli- 
cation with the exchange containing such information regarding the security and 
the company as the statute and its regulations require. A duplicate original must 
be filed at the same time with the S.E.C. If the exchange authorities approve the 
security for listing, registration becomes effective 30 days from the date on which 
the Commission receives certification of the exchange’s approval, or within a 
shorter period if the S.E.C. accelerates the effective date. In practice, most appli-- 
cations are accelerated. 

Registered securities include both listed securities and securities admitted to 
unlisted trading on a national securities exchange. Although issuers of securities 
admitted to unlisted trading do not have to furnish complete data, other provi- 
sions of the statute, such as prohibitions against manipulation, etc., are applicable. 

A detailed examination is made of applications for registration and supple- 
mentary periodical reports to determine whether they provide adequate disclos- 
ure of the required information. When it is discovered that material information 
has been omitted or that sound accounting practices have been violated, the reg- 
istrant 1s so informed and correcting amendments are required. 

To supply the information required for registration, several forms have 
been developed for basic registration of a security under the Exchange Act. 
Each registrant is required to file an application on the form appropriate to the 
particular type of issue or issuer involved. Nonfinancial as well as financial in- 
formation is required. The data must include all pertinent material facts and 
must be set forth in such manner as not to be misleading. Detailed information 
and documents must be filed with respect to: 


1. Organization, financial structure, and nature of business. 

2. Description of the various classes of securities outstanding. 

3. The terms upon which the applicant’s securities are to be, and during the 
preceding 3 years have been, offered to the public or otherwise disposed of. 

4. Directors, officers, and underwriters, and each holder of record owning more 
than 10% of any class of stock or securities convertible into stock or carrying 
warrants to purchase stock, and independent warrants to purchase stock; also 
their remuneration and important contracts they have with the issuing com- 
pany or any company controlling it or controlled by it. 

5. Remuneration exceeding $30,000 per annum paid to others than directors and 
officers in one year. 

6. Bonus and profit-sharing arrangements; management and service contracts; 
and options outstanding on the applicant’s securities. 

7. Balance sheets and profit and loss statements for not more than the last 3 
preceding years, certified by independent public accountants if so required by 
the Commission; and any further financial statements that the Commission 
may deem necessary. 

8. Copies of such trust indentures, underwriting arrangements, and other similar 
documents, and voting trust agreements, of both the issuing company and any 
affiliated company, as the Commission may require. 


Continuance of registration upon a national exchange is dependent upon the 
filing of (1) current reports in the event that certain material changes occur in 
the affairs of the issuer, and (2) annual reports within 120 days (unless an ex- 
tension is granted) after the close of the company’s fiscal year. These reports 
are designed to bring up to date the information contained in the application for 
permanent registration. 

A registrant may request confidential treatment for information it submits. 
Objections to disclosure, for the most part, have related to sales figures, an item- 
ized breakdown of the cost of sales, and, in many instances, the publication of 
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salaries and other remuneration paid to officers and directors. If an application 
for confidential treatment is denied, the issuer has an absolute right to withdraw 
his listing application. It has been the S.E.C.’s policy to deny confidential treat- 
ment other than for trade secrets and processes on the ground that the statute 
requires a full and complete disclosure of each registrant’s financial condition in 
order to protect publie investors against manipulation of securities by “insiders.” 
The courts have upheld the S.E.C. and stated that it properly exercised its disere- 
tion by considering the alleged danger of harm and by weighing the request in 
the scale of public interest. Recently, in conformity with the policy of disclosure, 
the S.EC. has required that registrants make quarterly statements of sales and 
earnings if they keep their books on that basis, and a full and prompt disclosure 
of important developments such as termination of contracts of major importance 
to the company. 

In cases of withdrawal of registration, §12(d) of the Exchange Act provides, 
with respect to applications by an issuer or an exchange to delist securities, that 
a security may be stricken from listing and registration in accordance with the 
rules of the exchange and upon such terms as the S.E.C. may deem necessary for 
the protection of investors. 

Applications by an issuer to delist must set forth the reasons for the pro- 
posed delisting and material facts relating thereto, as well as any facts it wishes 
to offer with respect to the advisability of imposing conditions. On occasion the 
issuer has been required to notify holders of the security of the proposal to delist 
and of their right to present their views to the S.E.C. with respect to the imposi- 
tion of terms. Conditions have been attached in some instances, usually a re- 
quirement that the issuer secure the approval of a majority of the holders of the 
security in question. 

Delisting by the S.E.C. or by an exchange is authorized by the Exchange Act 
in order to permit eliminating inactively traded securities, or as a means of com- 
pelling compliance with the obligations imposed by the Exchange Act. Suspen- 
sion of trading is also authorized upon a finding of violation of the provisions of 
the Exchange Act. 

2. Accounting requirements and standards. The heart of the full disclosure 
requirement is the regulations governing the financial statements. The S.E.C. may 
prescribe the form and details of the balance sheet and earnings statement, and 
methods to be followed in the preparation of reports, the valuation of assets and 
liabilities, the determination of depreciation and depletion, differentiation be- 
tween recurring and nonrecurring, investment and operating income, and, if the 
Commission deems it necessary or desirable, the consolidation of statements. 
The S.E.C. has sought constantly to determine what is desirable and necessary to 
satisfy the requirements of full and frank disclosure in a nonmisleading fashion. 

On April 25, 1938, in its Accounting Series Release No. 4, the S.E.C. stated its 
administrative policy on financial statements as follows: 


In cases where financial statements filed with this Commission pursuant to its 
rules and regulations under the Securities Act of 1933 or the Securities Exchange Act 
of 1934 are prepared in accordance with accounting principles for which there is no 
substantial authoritative support, such financial statements will be presumed to be 
misleading or inaccurate despite disclosures contained in the certificate of the ac- 
countant or in footnotes to the statements provided the matters involved are 
material. In cases where there is a difference of opinion between the Commission 
and the registrant as to the proper principles of accounting to be followed, disclosure 
will be accepted in lieu of correction of the financial statements themselves only if 
the points involved are such that there is substantial authoritative support for the 
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practices followed by the registrant and the position of the Commission has not 
previously been expressed in rules, regulations, or other official releases of the Com- 
mission, including the published opinions of its chief accountant. 


To supplement this general policy the Commission, in 1940, adopted a compre- 
hensive, basic accounting regulation (Regulation S-X) governing the form and 
content of most of the financial statements filed under the Securities Act of 1933 
and the Exchange Act. pe" 

To provide for auditors’ examinations and reports, Regulation S-X requires 
that all financial statements be audited by an independent public accountant 
whose certificate shall 


1. Contain a reasonably comprehensive statement as to the scope of the audit; 
and : 

2. State whether the audit was made in accordance with generally accepted audit- 
ing standards. 


Furthermore, the certificate must state clearly: 


1. The opinion of the accountant in respect of the financial statements covered 
by the certificate and the accounting principles and practices reflected therein ; 
and 

2. The opinion of the accountant as to any changes in the accounting principles 
or practices or adjustment of the accounts which have been made during the 
period under review. 


In addition to requiring an adequate audit and a clear-cut statement of opinion 
on the accounting practices, the Commission, to assure reliable financial state- 
ments, has insisted that auditors conform to high professional qualifications. In 
order that auditors have complete impartiality in their review and report, the 
Commission has required that they be completely independent of the client 
whose financial statements they certify. An auditor having a financial interest in 
a client, or one who is a director, officer, or employee, is specifically proscribed. 
One who acts in such manner as to “consistently submerge his preferences or 
convictions as to accounting principles to the wishes of his client is not in fact 
independent,” it has been ruled. 

3. Ownership reports and insider trading. §16 of the Exchange Act pro- 
vides that each officer, director and beneficial owner of more than 10% of any class 
of registered equity security must file with the S.E.C. and the exchange, if it is a 
listed security, reports showing his holdings in the company’s equity securities, 
and must report each month thereafter any changes which may occur in his hold- 
ings. A monthly summary of such reports is published by the S.E.C. Profits 
realized by any of these persons from transactions completed within 6 months in 
equity securities of corporations with which they are so associated may be re- 
covered by the corporation, or by any security holder in its behalf. In practice, 
the restriction is enforced mainly by private lawsuits instituted by shareholders 
on behalf of the corporation. This provision is based on the principle that the 
confidential information that a corporate insider automatically obtains by virtue 
of his position belongs, in a real sense, to the corporation, since he acquired it 
confidentially in his capacity as an official or principal stockholder, and should 
not be used for short-term trading purposes. It has been upheld in the courts. 
[Smolowe v. Delendo Corp., 136 F. (2d) 231; certiorari denied 320 U. S. 751 
(1943) ; and Upson v. Otis, 152 F. (2d) 606 (1946) .] 


4. Proxies, disclosure of policies, and corporate democracy. Under the 
Securities Exchange and other Acts that it administers, the S.E.C. prescribes rules 
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and regulations concerning the solicitation of proxies, consents, and authorizations 
from holders of securities of companies subject to those Acts. 

The essence of the rules now in force is that it is unlawful to make a solicitation 
that is false or misleading as to any material fact, or that omits to state any 
material fact necessary to make statements already made not false or misleading. 
The person solicited is to be furnished information that will enable him to act 
intelligently upon the matter. (For further discussion see Section 13 on Corpo- 
rate Stock.) 


Regulation of Trading—Fair and Orderly Markets. The second major ob- 
jective of securities regulation is to secure a fair and orderly market wherein 
prices of securities reflect demand and supply based at least to some extent on in- 
formed judgment, unimpeded by artificial manipulative or deceptive devices. 


1. Registration and reorganization of the exchanges. The first step to 
secure that objective was the registration and reorganization of the exchanges. 
885 and 6 of the Exchange Act require that national security exchanges register 
by filing information concerning their constitution, by-laws, and rules and regu- 
lations governing memberships, trading procedure, and operations. 

§6(b) provides: 


No registration shall be granted or remain in force unless the rules of the exchange 
include provision for the expulsion, suspension, or discipline of a member for conduct 
or proceeding inconsistent with the just and equitable principles of trade, and declare 
that the willful violation of any provisions of this title, or any rule or regulation 
thereunder, shall be considered conduct or proceeding inconsistent with just and 
equitable principles of trade. 


Pursuant to Congressional directive, the S.E.C. made a study of the organization 
of securities exchanges and submitted a report on the government of stock 
exchanges. It recommended extensive changes in the organization of national 
securities exchanges to permit more democratic control in conformity with the 
growing recognition that they are public institutions. In 1937, at the request of 
the S.E.C., the New York Stock Exchange instituted steps leading to the reorgani- 
zation referred to above in this Section. Through this reorganization interested 
groups like customers—through public representatives—and allied and out-of- 
town firms received substantial representation in the Board of Governors. 


2. Power of the Commission to alter rules and practices of exchanges. 
The Commission has broad supervision over the rules, methods, and practices of 
national securities exchanges. After giving an opportunity to be heard, it can 
compel the exchange to alter its rules and practices in any manner deemed neces- 
sary for the protection of investors and the general public. These powers extend 
to such matters as the financial responsibility of members, trading hours, methods 
of soliciting business, reporting of transactions on the exchange, fixing of reason- 
able rates of commission, minimum units of trading, odd-lot purchases and sales; 
activities of “specialists” and trading by members on their own account either 
on or off the floor. Changes ordered by the Commission must be based on the 
necessity of protecting investors or to assure a fair and orderly market or fair 
administration of the exchange. The Commission can also prescribe the form of 
accounts which members of the exchanges and those dealing through them shall 
keep, require reports, and set up a system of examination of their accounts. 

In 1936, the S.E.C. reported to Congress on the feasibility and advisability of 
the complete segregation of the functions of dealer and broker. As a result 
of this study, segregation was not advised but 16 rules for the regulation of 
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trading on exchanges were recommended and substantially adopted by the ex- 
changes. The rules place certain restrictions upon trading for their own account 
by members and seek to bar transactions that are excessive in view of the financial 
‘resources of the member or the state of the market for the security; contain a 
prohibition against joint accounts in which both members and nonmembers are 
interested without the prior approval of an exchange; and include a requirement 
that transactions effected for joint accounts and interests in joint accounts be | 
reported to the exchange. Moreover, members are prohibited from effecting on 
the floor discretionary transactions in which the discretion exceeds the right to 
choose the time and the price of the security involved. Other provisions limit 
the right of a member, while acting as a broker, to effect transactions for his own 
account in a security for which he holds a customer’s order. The rules prohibit 
members holding options in a security from effecting transactions in that security. 
Six of the rules deal specifically with specialists and provide that no member 
should act as a specialist in any security unless registered as such by the exchange; 
that a specialist’s transactions should be limited to those reasonably necessary to 
permit the specialist to maintain a fair and orderly market; that the specialist 
should not participate in any joint account except with a partner or another 
member; that the specialist should keep a legible record of his orders for a 
period of at least 12 months; and that the specialist should not hold puts, calls, 
or other options in any security in which he is registered as a specialist. Similar 
rules govern the conduct of odd-lot dealers. 

The multiple trading case illustrates the use of the S.E.C.’s power to alter trad- 
ing rules over the objection of an exchange. Over the years, regional exchanges 
have developed so-called “multiple trading” practices effecting transactions upon 
their floors in securities which are also traded on the New York Stock Exchange. 
By these methods, prices on the regional exchange are determined by New York 
Stock Exchange quotations reported on the ticker. Members of the New York 
Stock Exchange who are members also of regional exchanges participate in their 
“multiple trading” by acting as odd-lot dealers or specialists on the regional 
exchanges in these issues. The New York Stock Exchange, by an interpretation 
of its Constitution, sought to bar its members from such activities. After an analy- 
sis of the effects of this action, the S.E.C. formally requested the New York Stock 
Exchange to : 


. effect such changes in its rules, . . . as may be necessary to make it clear that 
the rules of the exchange, or their enforcement, shall not prevent any member from 
acting as an odd-lot dealer or specialist or otherwise dealing upon any other exchange 
outside the City of New York of which he is a member. 


Upon the Exchange’s refusal to comply with this request, proceedings were insti- 
tuted and, after weighing all arguments, the S.E.C. found “multiple trading” in the 
public interest and ordered the change to be made effective. 


3. Prohibition of price manipulation. §§9, 10, and 15 of the Securities Ex- 
change Act of 1934 prohibit manipulation and fraudulent and deceptive practices, 
and authorize the promulgation of rules to define certain prohibited practices. 
§9 prohibits specifically described forms of manipulative activity in connection 
with listed securities. Transactions that create actual or apparent trading activity 
or that raise or lower prices, if they are effected for the purpose of inducing 
others to buy or sell, are declared to be unlawful. “Wash sales” or purchases 
and sales at about the same time by the same party, and “matched orders” or 
transactions between individuals acting in concert to “paint the tape,” are de- 
clared to be illegal. Persons selling or offering securities for sale are prohibited 
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from disseminating false information to the effect that the price of the security 
will, or is likely to, rise or fall because of market operations conducted for the 
purpose of inducing the purchase or sale of such securities. §§10 and 15 empower 
the Commission to adopt rules and regulations to define and prohibit the use of 
new forms of manipulation and other fraudulent or deceptive practices that the 
Commission may encounter. 

In carrying out its duties, the S.E.C. has continuously maintained alert surveil- 
lance of trading activity. If there is unusual market activity, a “flying quiz” or 
preliminary investigation is made to detect and discourage incipient manipulation 
by prompt determination of the reason for unusual market behavior. If apparent 
violations are uncovered, formal investigatory proceedings are instituted. These 
have, on occasion, resulted in suspension and expulsion from the exchange and/or 
suspension or revocation of broker-dealer registration. 


4. Stabilizing security prices. Historically it has been the custom to peg the 
price of a security offering, whether a primary distribution, a secondary distri- 
bution, or a pool liquidation. Almost all distributions—primary, secondary, or 
special offerings—are at a fixed price. Most of them provide for stabilizing pur- 
chases by the managing underwriter or offeror, usually up to 10% of the offering. 

§9(a) (6) of the Exchange Act forbids the “pegging, fixing or stabilizing” of 
security prices in contravention of such rules and regulations as the Commission 
may prescribe as necessary or appropriate in the public interest or for the pro- 
tection of investors. 

The S.E.C. requires the filing of detailed reports respecting all stabilizing opera- 
tions conducted to facilitate the distribution of security offerings under the 
Securities Act of 1933. Abuses have been most prevalent in connection with 
stabilizing quotations in connection with so-called “market offerings” where the 
price is represented to be at, or based upon, open market prices established by 
the ebb and flow of supply and demand. Stabilizing of such market offerings is 
now severely restricted. “Mark-up” of prices is prohibited. §9(a) (6) of the Ex- 
change Act prohibits rigid “pegging” of the market in contravention of S.E.C. 
rules. Since stabilizers on each day can buy only on a scale-down until the price 
has dropped by a fixed amount, these rules in effect permit no more than limited 
stabilization during the distribution. 

Regulation requires stabilizers to give notice of their intention to stabilize. If 
stabilizing has actually been commenced, that fact must also be disclosed. A 
“maximum price” must be set beyond which the stabilizers will not support the 
market. 

5. Control of short selling. Establishing of control over short selling is de- 
signed to prevent demoralization of the market, disorderly trading, and bear 
market raids. These restrictions are discussed above. 


6. Margin regulation. The Board of Governors of the Federal Reserve System 
is charged with prescribing regulations governing the extension and maintenance 
of credit on registered securities to prevent the excessive use of credit to purchase 
or carry such securities. Under §7 of the Securities Exchange Act, the Board 
adopted Regulation T, governing the extension of credit by broker-dealers to cus- 
tomers, and Regulation U to govern loans by banks for the purpose of carrying 
stocks registered on the Exchange. 

Although the Board formulated these rules, the S.E.C. has the responsibility to 
enforce them. Routine inspections of books and records are made to assure com- 
pliance with Regulation T and to explain the meaning and effect of the regulation. 
In conformity with a policy of having the exchange assume responsibility for the 
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conduct of their own members, inspection by the S.E.C. has been largely confined 
to over-the-counter firms. 


7. Daily statistics of trading. Supplementing the disclosure required for 
individual securities, the S.E.C. has made available data on trading activity. 
These throw light on the technical condition of the market and aid the regulatory 
authorities in their efforts to maintain a fair and orderly market. Daily reports 
are issued on the volume of purchases and sales made for their own account by ° 
specialists, odd-lot dealers, and other members while on the floor and off the floor. 
Reports on short sales, securities borrowed, and officer, director, and principal 
stockholder securities transactions are published in regular statistical releases of 
the S.E.C. 


Regulation of Brokers and Dealers. The third fundamental objective of 
Federal securities regulation is maintenance of just and equitable principles of 
trade through regulation of trading activities of broker-dealers. This is important 
because of the relationship of trust that exists between the customer and the 
broker-dealer who solicits his business. Maintenance of solvency and protec- 
tion of customer’s funds and securities from embezzlement or improper hy- 
pothecation are the major aims. It is also sought to eliminate overreaching or 
fraudulent practices and to foster high fiduciary standards among those who do 
business with the investing public, many of whom are people of small means. 

Registration of broker-dealers is the principal method for achieving this objec- 
tive. Regulation of exchange members and member firms is highly developed. 
Control of over-the-counter broker-dealers and their activities, because of the 
decentralized character of their business and the lack of central organization, has 
not gone so far. 


1. Registration of brokers and dealers. Under §15 of the Exchange Act, 
brokers and dealers, other than those whose business is exclusively intrastate, 
must register with the S.E.C. in order legally to make use of the mails or instru- 
mentalities of interstate commerce in connection with transactions in any security, 
except an exempted security or transaction. Registration consists of filing a de- 
tailed business history statement of the registrant and its officers, directors, and 
controlling persons. 

§15(b) gives the 8.E.C. power to suspend or revoke registration (see page 47 
above). That section provides that people who have violated the securities acts 
and/or regulations thereof, or have been convicted of securities fraud, or have 
made willful misstatements about a material fact to customers or in a filing to 
the S.E.C. may be denied registration or have their registration revoked. 


2. Self-regulation. It has long been the view of the S.E.C. that the securities 
industry should be responsible, in the first instance, for its own business practices 
and standards and adherence to them by members of the trade. The already 
organized stock exchanges have been charged with responsibility to establish such 
standards and to see that they are observed. A similar program of self-regulation 
for the over-the-counter markets has been the objective of the specially created 
National Association of Securities Dealers, Inc., a trade association whose 
origin is traced to an act of Congress. 

As a governmental agency, the 8.E.C. stands in the background and is the second 
line of defense against practices inimical to the public interest. The Commission 
reviews the actions, or lack of action, of the exchanges and the N.AS.D. with re- 
spect to maintaining just and equitable principles of trade and fair and orderly 
markets. Upon petition, formal disciplinary action of these business organizations 


FEDERAL REGULATION OF SECURITIES TRADING 10-55 


will be reviewed by the S.E.C. To implement this second line of protection, the 
S.E.C. maintains constant surveillance of trading activities of broker-dealers by 
inspections, “flying quizzes,” and formal investigations. A third line of public 
protection exists in criminal prosecution by the Department of Justice for fraudu- 
lent or other acts violating established law. Such prosecutions are often based 
upon the findings revealed by investigations of the S.E.C. 


_ 3. Broker-dealer inspection. A broad program of broker-dealer inspections 
is carried on by the staff of the S.E.C. to ascertain compliance with the Act and its 
regulations. Inspections made by accountant-investigators attached to regional 
offices are designed to educate brokers and dealers in the legal requirements of 
the Federal securities laws and the rules promulgated thereunder, as well as to 
check compliance and to detect and prevent fraudulent practices. These investi- 
gations also aid in correcting practices that, though not fraudulent, fall short of 
representing good business standards. Such inspections may afford information 
useful in appraising the need for new regulations or for changes in existing regula- 
tions to protect the public interest. 

As a result of its investigations the S.E.C. has frequently found it necessary to 
invoke the sanctions of the Act to protect the public interest. Fraudulent prac- 
tices have been enjoined, registration suspended or revoked, and, occasionally, 
criminal prosecution by the Department of Justice has been instituted. 


4. Transactions at unreasonable prices. Among the most serious violations 
of the acceptable business relationships between dealer and customer is the sale 
of securities by dealers to customers at prices that involve no reasonable relation 
to the prevailing market. The doctrine that it is fraudulent for a dealer to sell 
securities to customers at prices bearing no reasonable relation to the prevailing 
market without disclosing the market was established in Duker & Duker [6 
S.E.C. 386 (1939) ], followed by a number of other cases involving similar busi- 
ness conduct. The Commission in one case issued an order revoking registration 
for violating the Exchange Act, and its application of the fraud doctrine to sales 
of securities at prices bearing an unreasonable relation to prevailing market 
quotations was subjected to judicial review for the first time. [Charles Hughes & 
Co., Inc. v. S.E.C., 189 F. (2d) 434 (C.C.A. 2, 1948), cert. den. 321 U. 8. 786 
(1944) .] The Commission had found that the firm had violated the fraud provi- 
sions of the Securities Act and the Securities Exchange Act in dealings with women 
customers to whom it had sold securities at prices from 16.1% to 40.9% in excess 
of the prevailing market, without disclosing prevailing market prices to them. 
The United States Circuit Court of Appeals sustained the Commission’s order. 
In its opinion, the court said: 


An over-the-counter firm which actively solicits customers and then sells them se- 
curities at prices as far above the market as were those which petitioner charged here 


must be deemed to commit a fraud. 


This view of the doctrine of fraud has been applied chiefly in cases involving 
pricing of corporate securities, but with modifications it was applied also in a revo- 
cation proceeding in which sales of oil royalties were the subject of the Commis- 
sion’s complaint. [Lawrence R. Leeby, 13 S.E.C. 499 (1943), Release No. 
34-3450. ] 

In substance, the Commission holds that a special obligation upon the dealer 
flows from inherent characteristics of the business of dealing in securities. The 
dealer holds himself out as one with specialized knowledge and skill in securities 
markets and investment matters generally. He cultivates his customer’s trust 
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and confidence in him and invites reliance on his skill and honesty. That there 
is an inherent representation that he will deal fairly is plain from his confidential 
relationship. In the absence of an express representation to the contrary, there 
is implied the representation that the price is closely related to the current mar- 
ket. The duties of the dealer, under such circumstances, are not measured by 
the rules that apply to arm’s-length bargaining; he is bound to higher standards 
because of the unique position that he occupies. 

Today the problem has been greatly reduced through the policy of the Na- 
tional Association of Securities Dealers, which has established clear guidelines 
in the area. A further check on fraudulent and other practices prohibited by the 
statutes or regulations is the view of the courts that many of these prohibitions 
give rise to grounds for civil suit by an injured individual. For example, in sev- 
eral cases, the courts have held that §29 of the Securities Exchange Act gives a 
purchaser of securities the right to rescind his purchase or recover damages for 
fraud in over-the-counter transactions. A wrongdoer, therefore, subjects himself 
not only to the statutory sanctions and penalties but to liability for damages as 
well. In addition to the increased threat this presents, it provides another means 
of policing transactions. 


International Dealings in Securities 


INVESTMENT IN FOREIGN SECURITIES. The American investor 
may purchase a foreign security in two ways: through buying such security on an 
American exchange or on the domestic over-the-counter market, or through 
purchasing it in a foreign market. 

Foreign securities available in the American market include a number of dollar 
bond issues floated here by foreign governments and corporations, shares of 
leading foreign corporations actively traded in’ United States markets, and some 
foreign currency bond issues and less prominent stock issues for which a market 
has developed in this country. 

Those trading in securities issued abroad must keep in mind the following 
factors: 


1. The dollar value of the security and the income therefrom may be affected by 
currency changes and restrictions. ; 

2. In some countries, income on securities is taxed at the source, so that the 
holder will not receive the full amount of interest, or dividends paid on his 
holdings. This may be offset by credit for such withholding at the source on 
the tax return filed in this country. 

3. Buying and selling costs and transfer taxes in foreign markets may be higher 
than prevail here, and, in addition, the cost of shipping the securities and col- 
lecting income may be material. 

4, Information available may be far less complete and much more difficult to 
interpret than is the case with domestic securities. 

5. S.E.C. regulations in this country and restrictions abroad may affect the ability 
of American investors to exercise subscription rights given. shareholders by 
foreign corporations. 


The Interest Equalization Tax. This tax was proposed in a special message 
submitted to Congress by President Kennedy in July 1963 outlining the Adminis- 
tration’s plans to reduce the balance of payments deficit and was designed to help 
curb the outflow of long-term capital from the United States. It provided for an 
“Interest equalization tax” on some purchases of new or outstanding foreign issues 
by Americans, and by foreign residents in the United States, from foreign owners or 
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issuers. The aim was to increase the cost of raising capital in the American 
market in order to discourage borrowing by the leading industrial nations. The 
tax would not apply to securities of less developed countries, to securities matur- 
ing in less than 3 years, to direct investments abroad, or to loans by commercial 
banks. After the proposal was first made, an understanding with the Canadian 
Government was reached to include a provision permitting the President to 
exempt new Canadian issues when this was found desirable. 

The proposed levy, which was designed to be in effect from July 1963 through 
the end of 1965, had an appreciable effect even before Congress dealt with it. 
Because of the uncertainty surrounding the character and timing of congres- 
sional action, new issues of foreign bonds in New York came virtually to a halt, 
while transactions in outstanding issues between foreigners and Americans were 
slowed down considerably. Partly as a result of this development, the balance of 
payments deficit declined substantially in the second half of 1963. As of date of 
publication, no action has been taken by Congress on the proposal. 


INTERNATIONAL SECURITY TRADING. Organizations that partici- 
pate in international dealings in securities in this country include: 


1. Investment banking houses that offer foreign security issues here and main- 
tain facilities for international security dealings. These houses have played a 
leading role in the sale of foreign security issues, and also act for foreign corre- 
spondents in handling security transactions in the United States market. 

2. Brokerage houses with foreign connections, including branch offices and 
correspondents. Many brokerage houses stand ready to accept orders to buy 
and sell on foreign exchanges as well as on domestic, maintaining relations 
with member houses of bourses abroad to execute such orders. 

3. Branches and agencies of foreign banks and security houses, located in the 
United States and specializing in doing business in their home markets. 

4, Commercial banks with large foreign departments and branches abroad pro- 
vide services in connection with international security transactions. 


Offerings of blocks of foreign securities can play an important part in interna- 
tional investment. They take securities out of a market in which they are in 
excess supply, and so sell at depressed prices, and shift them to markets where 
the demand justifies a higher quotation. 


DISTRIBUTION OF BLOCKS OF FOREIGN ISSUES. The origina- 
tion and distribution of dollar bonds in this country closely resembles the issu- 
ance and sale of domestic security issues. Investment banking and brokerage 
houses with connections abroad may distribute foreign currency obligations and 
blocks of shares of foreign corporations. One important difference between do- 
mestic and foreign shares is that in most foreign markets, stock certificates are 
issued to bearer and carry sheets of coupons against which dividends are paid. 


American Depositary Receipts. Frequently arrangements are made to have 
the foreign shares deposited with a large trust company here or abroad, and to 
have issued against these deposited shares depositary certificates or “American 
shares” issued in registered form, which can be freely transferred here on the 
books of a trustee without disturbing the deposited foreign share certificates. 
The trustee will attend to the collection and distribution of dividends, etc., for 
the holders of the certificates issued by it, deducting a small fee for the service. 
When they meet the special requirements of the New York Stock Exchange, such 
American shares may be listed thereon. American depositary receipts are dis- 
cussed in Section 3 (International Banking). 
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Markets for Foreign Equities. Institutional and many individual investors 
in the United States have become substantial buyers of foreign equities for the 
following reasons: 


1. Such securities may be available at lower price-earnings and price-cash flow 
ratios than prevail for American securities. 

2. Growth rates for foreign corporations may be greater than for corresponding 
American corporations. ; 

3. Profit margins may be under less competitive pressure if corporations abroad 
have favored access to expanding markets for their products, as with corpora- 
tions within the Common Market. 

4. Foreign corporations may be subject to lower tax rates and more favorable 
depreciation regulations. 


ARBITRAGE IN SECURITIES. Owing to the fact that discrepancies 
tend to develop in the prices of securities that are traded in on two or more mar- 
kets, arbitrage plays an important role in international security dealings. 

Arbitrage may be defined as the simultaneous purchase and sale of the same 
or equivalent things to take advantage of a price discrepancy. By tending to 
eliminate such discrepancies, the arbitrager performs the economic function of 
bringing prices into line, thus protecting those who have to buy and sell the 
things in question. Arbitrage goes on in money and commodities, as well as in 
securities. 

There are three types of arbitrage. Place arbitrage seeks to take advantage 
of price discrepancies in different markets, such as New York and London, or 
New York and Paris. This is most important in international security arbitrage. 
Time arbitrage seeks to take advantage of price discrepancies between immedi- 
ate delivery or spot prices and future delivery or future quotations. Kind arbi- 
trage seeks to take advantage of discrepancies in price between different things 
that are or will presently become equivalent to each other, such as convertible 
securities, split-up shares, and so on. 

For effective international arbitrage in securities, it is necessary for the 
arbitrager to be sure that he can obtain execution simultaneously, or nearly so, 
of his buying and selling orders in different markets, so as to avoid the risk of 
adverse price fluctuations before completion of the arbitrage. Since he generally 
seeks a narrow but certain profit, the arbitrager cannot take the risk of being un- 
able to complete the transaction, and so being left with a speculative buying or 
selling commitment. For this reason, arbitrage is restricted to a large extent to 
active issues listed on two or more markets. Royal Dutch Petroleum ordinary 
shares, for example, listed in New York, London, Paris, and several other markets, 
has been a favorite of arbitragers. 


SECTION 


GOVERNMENT OBLIGATIONS 


CONTENTS 


Pace 
The National Debt 
Evolution, Of the debt © rns ceccioesmicc sacs discs 1 
Magnitude! ofthe idebtiiac: scien. «< coltereion teins 1 
Public and private debt compared ........ 1 
GWOMPOSIPION, Sefer ners seismisiers slolessreye ws tis:she:0yeis «o's 2 
sLypes of *obligations? 2: duis set clones oes 2 
Wengthwot debtrmaturity- is cmeniac da cnidaes os 2 
DIStribWbiOn wa a witajaloe ais istedavisis breaks visio less ote 3 
Certainty,” of payment <<... ses swine cueiceine ae 3 
Costvotither debt Res. c2.-ceste nce edosebesions 4 
ERREL UG Geb esey. faye, 21 + lctecstste sae aloha osiels wwe esatess ais 4 
Debt management .2...00c068800sescercecdicce 5 
Characteristics of United States 
Government Securities 

General ifedtures i eactaeie cece + acematatsis.cinsl stares 6 
Selection of government securities ........... 6 
Marketable gissues’) foie seein elie sionaciess deeeee 7 
“Federal (Agency “ISSUCS) Tien is. ie < ce ne ersiete 00s if 
ATILACtive te LEALUTES!” ciele'- 2'e\cls.cie/s\e'ere «ts o\a)evei0i/s 0 8 
United States Savings Bonds ................ 8 


Redemption values and investment yields 
of United States Savings Bonds per 


SPOOOMOT bons: (Ged )incicinictaintsineiesivietvie 9 
Other nonmarketable obligations ............ 9 
Tax status of Treasury securities ........... 10 
Treasury financing techniques ..............+. 10 


The Market for United States 
Government Securities 


@lassesivof anvestors’ sas secrecy sie celle petiewies 11 
Dealers in government securities ............ 12 
Operatine) “funds? Bis etascous aocciserns ie sier s\« 13 
Operation and size of the market 13 
Mechanics of operation ...........ssseeevee 14 
The role of the Federal Reserve System in the 
PA AL KC UME ieiiete tcieie srteisialee einie, ohcloisieiein ei televels 15 


Pace 

Abandonment of ‘‘bills only’’ policy ...... 15 
Miscellaneous functions ..........c.sseseeee 15 
Vireldt@pathernsy nawtcrass ers cie asset che ence 16 


Yield curves of United States securities as 


of June 15, 1958, and October 11, 1963 
Ge TD) ssecaleis o.sjere-sialniony sTaxejaces site rteras dra, sone ste 17 
Factors Affecting Prices and Yields 
Money market obligations ................+ 17 
Money market supply and demand ...... 18 
Money market conditions and bond prices .. 19 
Influence of Federal Reserve policies ........ 19 
Effects of Treasury policies ..............20+ 20 
EOLVEStricted’ SiSSUCSIIN s .[n ls telelolele o)eteintete sieieio ste 20 
Deficit finan cin was rtersijecrsacte scence otter 21 
Nonmanaged, facbOrs™ cerwwisiassree osreretiieinele cis sete re 21 
Major market movements ...........ccseeees 21 
Trends since World War II ..........«...- 22 
Annual averages of long-term government 
bondigyaelds® (Giis3)ie. <is:\s/elorete orients Neretoveieiste 23 
‘he: long'=rangeppicture), cayosc/s,< te /ercic!ovepere ate\ovacrore 24 
State and Municipal Bonds 
Purpose: fF botrowine. 5.7 ekeiseas eee estelepreatine 24 
Tax status 25 
States bond siwireiaies scsi stators sisi eile mee artsy micistes se 25 
Taxing ‘power Ol States <i..a<sceasncsdces tees 26 
Miunietpalls bonds acces ociee ocelsvele oletalstisne tere 26 
MA RISEMIGES! Hu,<tevcfarsteteislalsraiaie emake oieVole ia (aioreletslare eae 7 
Special, assessment, HOudS a cjelescicias sive sfetercielsjeys 27 
REVENUE ONS mance cise cisehioinicrere seee ete 27 
Investment factors relating to municipal 
POTS Spaterals oes eciaisines Mere roteoete ase feheieie le) Sisrausters 27 
Marketing of State and local government 
PSSUCS suas ai clolecsia: apn =tisigusseranincins wtlaetolris sis 28 
Investors in State and local obligations...... 28 


Methods) of payIMentiel csc sictobebin- oe cnkee 29 


Po " ves Yo" 
nlhiteada few Abe 
2MorrAOLIaO vo 


eta as 


} : : a: — ‘: iy ie 
’ ; ieee Pie D6 IH i Fai oh ed 
- Le : 43 : bade AURA SS 
he = eT oe il oa : ; ‘eu, z mer: ; 


4 ; Fite 15 " 
7 Te Ph eee Wee “RE RTE® for Sipe ie, . r > ae Sr 
ae Rees) in ae xq(ioanit -qeddant Paget ht | 0: 
of af * MP . arrieting *blar’ Bite t a ait 


Te vale ha 
wy el ol Sq 
raeere a car fom Co op peas Raed LP ae | GO 


ie vith dibs vhf - ~ 


Wears ‘Werhigitoh vi 
bos oredaaty nee ie 
-* ri a E ‘ 


- 7 ha 7? Ree. a “, F ie 
ie a. BbisiY bre eezi14 wcivsshA exptos4 
J A ; : M we a tt pe 
‘ vita hive stot io: (bene Seino rota mk 


Pee th 


we oe Bese heap ahve owidnne etme f f 
oc a oh ree ban, ati 4 valvnre, “eatpatt Vet teem tere 
is “E “sordid. Dabo fare soba decline varia), y pact 
ei havi tear ra@iee 
ti ye slg Oras tl Hoek Bia: yee cde alld ae 


= oe ede gaan ale 


Deyo } a are eee oy coipitory rman, WO einem 


i ; @ 
., Te ug v X : ay OTL, Detoin beagle? i 
y ‘ Ks ; » 
<i Me Vd nee ate ie She eel a 
: re 5 Vai ip biv's eens Ag OTe Voudsitnayt 
oe ii ot Brat et ees a piney acntigen icy a egy 
. fs py em) ed ee ONE Hat cit wore fe t eae 
A , eT) ; 
Ply mh 4 ig te . ve Th WA Die one Set Dy t SED | 
7 eo acura 
ih in| dona ried =suu() to pom iow i beer. t. 
yo iS PE eee jwielvatampelete’ Alone braved Ps ee uaa ga ey ‘on 
= ad cee reci' oy oo ORL OMEGutbe te 2007 Ft oF a Ats.t 


RE ee 

> ie | eine, ae ear a 
=i} éhood IsqioinwM bag avev2 st ont abiiin poner iy 
~ y 3 4 Os Paces wy aan 


"| - ic Veo bape lavasneh dugseye MUMORat TE taoc hee ¢ sacri enn 2 onyi ca 
ot Tres PANES erpee re. pee et Lapipe: oat ice. Vea lanidintour | 
/ TAB yg o's oN Rue Pry es ee pbyarinnd giaie) — Ut SC 
tid et RS yekn ... Cheha Te astm” Bizet, 
; Wore s 4.) reese cascicvascbny one MNOS Tier ornare 
(! UE hy ay oes ene v0 ev nad vey ot eh ae A 
TEN ol lunsceyces> succee RDI SEMANA oes if ; ; peter " 
1 ws OCR ch Be pednrwtveds COVE WUE g ie ns ton ae 
higieraiia oof “euttelaw | Waatant ara td eke ere teen wiliiee tes 
it tg Ta Sn aay, VON ee hel HE a A aliernt ts- Widget steed- eee 
\ 13 Wise Hint! to odakise. St oven alee oe Yor 
ne n a8 j-tescpyee.  CURMEE . ot tans e ewe st ne ELCEIEt 
vit Log, nde iit. erode yt arkt ani ota? aan linesie 
= i} byenary ceed) MISERY Teh BECHITHIN ~ RI iene es wien vs sghe Se REgeeeenee ; 
» i] * : 
: s \ 
— i € : 


SECTION || 


GOVERNMENT OBLIGATIONS 


The National Debt 


EVOLUTION OF THE DEBT. Except for a few years during the early 
1830’s, the United States has never been out of debt. Wars and slacks in eco- 
nomic activity breed public debts. In 1791 the national debt was about $75 mil- 
lion. The War of 1812 raised the debt to $109 million and the Civil War left a 
legacy of $2,776 million (including greenbacks) of indebtedness. By 1913 the 
debt had been reduced to less than $1 billion, but during World War I it soared to 
over $26 bilion. Whittled down to $16 billion by 1930, during the ensuing decade 
the debt increased substantially for the first time without a war, because of 
large Treasury expenditures for recovery and relief. Then came the tremendous 
debt expansion of World War II, from $48 billion at the time of the fall of 
France in 1940 to $279 billion early in 1946. By the end of 1948 the debt had been 
reduced to $253 billion, which was also the low point in the post-World War II 
period. The growth in public debt to $304 billion by the end of 1962 was largely 
due to the Korean War, Treasury deficits during several recessions, and large 
military and foreign aid commitments. 


_ MAGNITUDE OF THE DEBT. At the end of 1962 the national debt was 
about 55% of the gross national product. It compared with a market value of 
all stocks listed on the New York Stock Exchange of $346 billion in December 
1962. On a per capita basis, the debt was equivalent to roughly $1,600 for each 
man, woman, and child. 


Public and Private Debt Compared. The net public debt, computed by de- 
ducting from gross debt duplicating items, chiefly Federal trust fund holdings, 
was $257 billion at the end of 1962 and comprised about 26% of the net public 
and private debt of the nation. As indicated in the table below showing debt 
aggregates for selected years in billions, the national debt grew more rapidly than 
other debt between 1929 and 1945, and private debt more rapidly than the na- 
tional debt from 1945 to 1962. 


1929 1945 1962 

INietLOTMALIRG CLG een tee Serres Siren rece crna = ele teeteystehenats $ 16 $253 $257 
State and local government debt ................--..--. 13 14 72 
Long-term corporates debt Gri. 2. sles aieralid carte terete orc. 47 38 156 
Short=term scoupOratemGct weeiiraas a ciieae itera trie t-te cere ute. 42 47 175 
Urbanyrealuestate morntcaces) e-jsyei eee ek eke 31 Of PAN 
Farm mortgages .......... IY A SLE ROL EEL aN ek 12 cf 29 
Adlfotheripnivaterdebtrnth ve tpinittgeiae cider anid lanicepas 29 20 101 
Niet: debt publicsand= privates 6 aac... -aylno ee yo $190 $406 $1,001 


A large government debt places a burden on future generations. It requires 
the levy of taxes to cover the interest payment on the debt, which has a signifi- 
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cant effect on incentives in the private sector of the economy. The larger the 
debt the greater the task of debt management. 

Equally as important as the size of the debt is the debt structure—maturity 
and ownership—and the relationship of the debt to national income. 


COMPOSITION. The composition of the public debt affects its distribution 
among various classes of investors, the cost of debt service, and the strength of 
the Treasury’s financial position. The Treasury issues special obligations to gov-- 
ernment trust accounts and to foreign central banks and governments, and sells 
as many savings bonds as it can to individual investors. The balance of its 
borrowing is done in the open market. 

Treasury obligations constitute the largest part of the nation’s debt structure 
and are an important investment medium for most financial institutions and 
individuals. The market for Treasury securities is one of the most important of 
all financial markets. The way in which the government finances its cash re- 
quirements and refinances maturing debt influences the yield on short-term and 
long-term Treasury issues, as well as that on other money market and capital 
market instruments. Prices and yields of government securities are a major con- 
cern of the Federal Reserve System as well as of the Treasury. 


Types of Obligations. Roughly, 15% of the debt consists of special obliga- 
tions held by trust accounts and foreigners, and 16% of Savings Bonds. Almost 
all of the remainder, around two-thirds of the total, is represented by marketable 
securities. A tabulation of the debt by types of obligations is published in the 
Daily Statement of the Treasury (Superintendent of Documents, Government 
Printing Office) at the end of each month. At the end of 1962, the interest-bear- 
ing public debt, in billions, was as follows: 


Interest-bearing debt: 
Public issues: 
Marketable obligations: 


ar easury “bills ®t pene ee eee eee $48.3 
Certificates of indebtedness’.......... 22.7 
Ureasury (Moves epee tee aan ee 53.7 
Treasury, bonds a eee ee 78.4 
Total marketable obligations ..... $ 203.0 
Nonmarketable obligations: 

United States Savings Bonds ........ $ 475 
Treasury bonds, investment series ... 44 
Depositary, bonds; ..45 neato ek ee 0.1 
QU erie etait: Wha wots kee ee ie 0.7 
Total nonmarketable obligations ... $ 528 
Hota publichissiiessee jee eee $ 255.8 
Special issues an. om acenc ceee ate eee $ 43.4 
Total interest-bearing public debt ....... $ 299.2 


Length of Debt Maturity. In recent years the Treasury has intensified its 
efforts to lengthen the maturity of the debt, which had declined substantially in the 
post-World War II period. In 1946, the average maturity of the marketable 
debt was 9 years and 1 month. It fell to as low as 4 years and 4 months in mid- 
1961 and 4 years and 11 months at the end of 1962. Despite the lengthening 
of the debt after 1961, a large increase took place in the Treasury’s “floating 
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debt,” consisting of obligations due within 1 year. The “floating debt” amounted 
to about 48% of the total marketable debt at the end of 1962. In recent years 
the increase of this debt has been financed outside the banking system. An 
important factor contributing to the growth of the “floating debt” has been the 
prac the Treasury to support short-term rates in order to retard the outflow 
of gold. 


_ DISTRIBUTION. The widespread distribution of ownership of public debt 
is shown by the following estimates of holdings by various classes of investors, as 
published by the Treasury Department for the end of 1962 (figures in billions) : 


TnciovG@ualee a met. wae ore tes ae atin see $ 65.9 
Commerciale baaks carrer. oes eee 66.5 
MutiIAIESAVan och bane. = een tet nee eee 6.1 
UncsurAancemeonipanies ume -eeeee. ee ae ere iTS 
Other ecorporanonswe..ee-atls eles ee 20.0 
Other firms, institutions, and associations >. . OH 
State and local governments* ............+. 19.6 
HederalmkesenvemWankcityan.t inet. cohrecins 30.8 
U.S. government agencies and trust funds... 55.6 
Horeligmeand sintermavional 290 keene ea. : S33 

STNG TI Sac ERS Ore aR aero rc CeO $304.0 


1 Includes partnerships and personal trust accounts. 

? Excludes securities held in trust departments. 

* Includes savings and loan associations, dealers and brokers. 

* Comprises trust, sinking, and investment funds of state and local governments 
and their agencies and territories and insular possessions. 

° Investments of foreign balances and international accounts. 


The stake of the public in ownership of the public debt can be appreciated 
only by considering also its indirect participation through millions of bank ac- 
counts and life insurance policies. Government trust accounts have acquired 
large amounts of Treasury obligations for their reserves under Social Security 
laws. Such holdings increased about $13 billion during the 10 years ended De- 
cember 31, 1962. The largest of these accounts are the Unemployment Trust 
Fund, the National Service Life Insurance Fund, and the Federal Old-Age and 
Survivors Insurance Trust Fund. 


CERTAINTY OF PAYMENT. Despite the sharp rise that has taken place 
in public and private debt since the 1930’s, the obligations of the United States 
Government continue to enjoy the highest confidence of investors. With the 
ownership of the public debt so widely distributed throughout all segments of 
the population, default would be inconceivable. Ever since the credit of the 
United States was established upon a solid foundation under the leadership of 
Alexander Hamilton, the determination of the American people to honor their 
obligations has hardly ever even been questioned. 

The debt is nearly entirely internal, i.e., payable in American dollars rather 
than in gold or foreign currencies; and the government can never lack dollars 
with which to pay. At the end of 1962 only $429 million of the Treasury debt 
was payable in foreign currencies. The government can obtain funds through 
its virtually unlimited taxing power; it can borrow funds as needed by virtue of 
its control over the Federal Reserve System; or, should it so desire in an ex- 
tremity, it could simply print paper money in any denominations and amounts. 
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In actual practice, the Treasury meets most maturing obligations by re-bor- 
rowing. The banking system provides a flexible mechanism for supplying the 
Treasury with any amount that cannot be borrowed on satisfactory terms from 
other investors. The lending power of the banks can be replenished almost in- 
definitely by means of reserves provided them through open market operations 
by the Federal Reserve banks. If commercial banks should ever fail to provide 
all funds required, the Federal Reserve banks would doubtless provide. them. 
The Treasury is authorized at present to borrow directly from the Reserve banks 
only to a limited extent. This has been done only as a very temporary expedient, 
to prevent unsettlement of the money market. Direct borrowing by a govern- 
ment from its central bank in substantial amount is regarded as a long step 
toward monetary inflation, and it is mentioned here simply to illustrate the ability 
of the Treasury under all circumstances to secure funds with which to meet its 
obligations. 

There is no real question, therefore, but that all obligations of the United States 
government will be paid promptly and in full as they fall due. This does not 
mean the national debt will be paid off; the government can continue indefinitely 
to meet part of its maturing obligations by re-borrowing. In fact, there are 
those who recommend that the Treasury should refund some of its debt by issu- 
ing perpetual obligations bearing no maturity date, as the British Treasury has 
done with its “consols.” 


COST OF THE DEBT. The cost of the public debt depends upon its size, 
its composition, and the interest rates prevailing at the time obligations are 
issued. 

The average interest rate paid by the Treasury on its obligations declined 
from 4% in 1929 to 2% in 1946, and at the end of 1962 was 3.30%. The amounts 
of interest payments rose from $5 billion in 1946 to over $9 billion in 1962. This 
increase reflected not only the increase in Treasury debt but. also higher refi- 
nancing costs than for the debt incurred during World War II. Annual interest due 
amounted to less than 1% of the national income in 1929 and to only 1.5% in 
1962. 

Keeping borrowing costs at a minimum is a major objective of debt man- 
agement. However, Treasury officials have indicated that Treasury financing 
must also take into consideration the impact of the financing on financial markets 
and the economy as a whole. For example, excessive issuance of long-term se- 
curities in recessions, when interest costs are low, would absorb too large a part 
of the investment funds needed elsewhere and could even prevent desirable reduc- 
tions in interest rates. (See The Commission on Money and Credit, The Federal 
Reserve and The Treasury.) 

Although debt service is sometimes referred to as a “burden,” the inference 
should not be drawn that these payments represent a net loss to the economy as 
a whole. Interest payments are simply transfers of tax revenues to investors. 
Dollars paid out by the Treasury in interest constitute income to American citi- 
zens, corporations, and institutions. As a matter of fact, a goodly proportion of 
these dollars flows back to the Treasury in the form of income taxes. 

There is no formula for determining how large an interest “burden” the nation 
can support. The answer, if there is one, would have to take into account the 
level of the national income, the tax structure, and other factors. There is no 
indication that Federal interest charges threaten to become unsupportable. 


THE BUDGET. Fiscal policy is a broad term that embraces the budget 
policy of the government, i.e., its planned expenditures and anticipated revenues, 
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and the financing policies of the Treasury Department within the budget. It is 
common practice to use the term “budget policy” to refer to the former and 
debt management” to refer to the latter. 

The gross national debt can be reduced, of course, only by means of budgetary 
surpluses. Without exploring the economic aspects of budget policy in detail, it 
1s pertinent to note that large budgetary surpluses at certain times could be 
undesirable from the standpoint of economic stability. An overambitious pro- 
gram of high taxes and curtailed government expenditures might plunge the 
nation into a depression and kill the goose that lays the golden tax eggs. And 
when employment and production decline substantially, the government is under 
great political pressure to resort to increased spending, as it did during the 1930’s. 

It is the Congress, in the last analysis, which enacts the revenue bills and passes 
upon departmental appropriations. The President, however, usually exercises a 
major influence over the chief items in the budget, and the Secretary of the 
Treasury is one of the President’s closest advisers. The Treasury’s views with 
respect to fiscal matters are also frequently requested by the Congress. 

The annual Budget Message of the President, which is delivered early in 
January soon after the new Congress convenes, is the first official indication of 
anticipated revenues and expenditures of the Treasury for the fiscal year that 
will commence the following July 1. Revised budget estimates are made public 
from time to time at the discretion of the Administration. 

Budgetary deficits and surpluses are of special interest to investors because of 
their effects upon Treasury financing. Up-to-date information is always avail- 
able as to the status of budgetary receipts and expenditures in the Daily State- 
ment of the Treasury Department. 


DEBT MANAGEMENT. The policies and practices of the Treasury in 
managing the Federal debt include selection of the types and maturities of securi- 
ties to be offered, terms of new offerings, restrictions as to their eligibility for 
commercial bank purchase, tax status and redemption features of Treasury is- 
sues, payment or refunding of maturing or called obligations, financing of the 
requirements of governmental agencies, sinking fund operations, and the handling 
of Treasury cash balances in commercial and Federal Reserve banks. These factors, 
discussed below, have far-reaching implications for the level of interest rates, the 
volume of bank deposits, and the composition, distribution, and cost of the na- 
tional debt. 

The objectives of debt management were discussed in detail by the Treasury 
officials in answers to questions posed by the Commission on Money and Credit 
and published in 1963 in a study entitled The Federal Reserve and the Treasury. 
The Treasury officials stated: 

Debt management policy has three major objectives. First, management of the 
debt should be conducted in such a way as to contribute to an orderly growth of the 
economy without inflation. In a period of rapid expansion accompanied by inflation- 
ary pressures, as much of the debt as is practicable should be placed outside of the 
commercial banks (apart from temporary bank underwriting) and should include a 
reasonable volume of intermediate- and longer-term securities. In a recessionary 
period particular care must be taken to exercise restraint in the amount of long-term 
securities issued in order not to pre-empt an undue amount of the long-term invest- 
ment funds needed to support an expansion of the economy. A related aim should be 
to minimize, as far as possible, the frequency of Treasury borrowings so as to inter- 
fere as little as possible with necessary Federal Reserve actions or with corporate, 
municipal, and mortgage financing. 

A second important objective of Treasury debt management is the achievement of 
a balanced maturity structure of the debt, one that is tailored to the needs of our 
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economy for a sizable volume of short-term instruments and also includes a reasonable 
amount of intermediate- and long-term securities. There must be continuous efforts 
to issue long-term securities to offset the shortening of maturity caused by the lapse 
of time, which otherwise results in an excessively large volume of highly liquid short- 
term debt. : 

A third objective of debt management relates to borrowing costs. While primary 
weight must be given to the two objectives just noted, the Treasury, like any other 
borrower, should try to borrow as cheaply as possible. Unlike other borrowers, how- 
ever, the Treasury must consider the impact of its actions on financial markets and 
the economy as a whole. Consequently, the aim of keeping borrowing costs at a 
minimum must be balanced against broader considerations of the public interest. 

These several objectives are not easily reconcilable at all times; nor can a priority 
be assigned to one or another of them under all circumstances. 


Not so many years ago, credit management was considered to be the province 
of the Board of Governors of the Federal Reserve System, and the fiscal require- 
ments of the Treasury were not a major factor in the formulation of credit policy. 
Today, however, the debt management policies of the Treasury affect credit con- 
ditions profoundly. 


Characteristics of United States Government Securities 


GENERAL FEATURES. United States government obligations enjoy a 
unique investment status, superior in several respects to that of other classes of 
securities. 

Prompt payment of interest and principal may be considered absolutely cer- 
tain. The taxing power of the Federal government constitutes a first lien upon all 
individual and corporate wealth and income of the United States. Since the 
adoption of the Constitution, the financial integrity of the American government 
has been unblemished. 

There is also a wide and resilient market for marketable government issues. 
This is due partly to their excellent quality, the large number of issues, their 
broad ownership distribution, and the large volume of outstanding issues. Par- 
ticipating in the marketing of government securities are the Treasury, the Fed- 
eral Reserve, and dealers. These dealers stand ready at almost all times to buy 
or sell large or small blocks of all types of Treasury issues with narrow spreads 
between bid and asked quotations. These features make marketable government 
securities the most acceptable collateral for loans. All types of lenders are will- 
ing to lend against them at low rates of interest and up to a very high percentage 
of the market value. There are no margin restrictions on loans secured by gov- 
ernment obligations. 

The two primary investment risks incurred by investors in government obli- 
gations are a decline in price due to an increase in the prevailing level of interest 
rates, and a decline in purchasing power of the dollars in which interest and 
principal are payable. 

Government securities afford investors a wide variety of choice. Some issues 
are marketable, others redeemable on demand. Maturities range anywhere from 
a few days to over 20 years. There are differences as regards tax status, coupon 
rates and premiums, and eligibility for commercial bank investment. Selection 
will depend upon the requirements of the individual investor. 


SELECTION OF GOVERNMENT SECURITIES. The investor’s first 
decision is between marketable securities and the nonmarketable issues, i.e., 
savings bonds and notes. Investment features of the latter are discussed below. 


CHARACTERISTICS OF UNITED STATES GOVERNMENT SECURITIES 11-7 


As compared with marketable issues, they can be purchased only in limited 
amounts, are redeemable on demand at definite schedules of prices, and, if held 
to maturity, they often—but not always—yield a better return than marketable 
issues of comparable maturity. Savings bonds mature either in 7 years and 9 
months (Series E Bonds) or 10 years (Series H Bonds). 

Among marketable securities, the investor’s fundamental problem is to weigh 
the importance to him of market stability as against income return. Generally 
speaking, these two characteristics vary inversely with each other, depending 
chiefly upon the maturity of the various issues. An investment in 90-day 
Treasury bills is, as a practical matter, devoid of the risk of price fluctuation, 
but the return is usually substantially lower than on obligations of longer ma- 
turity. On the other hand, although long-term issues provide a higher return, 
their market prices are likely to fluctuate over a fairly broad range. The long- 
term bonds, however, obviously have possibilities for market appreciation as 
well as depreciation. 

Appreciation possibilities are not restricted to the longest maturities. Me- 
dium-term issues normally fluctuate less than long-term bonds, to be sure, in 
response to changes in interest rates, but yields on all maturities tend to decline 
as they approach maturity, as discussed later under the heading, “Yield Patterns.” 

Tax status is another investment consideration discussed later on page 10. 


MARKETABLE ISSUES. The most important marketable securities is- 
sued by the United States Treasury are Treasury bills, certificates of indebtedness, 
notes, and bonds, all of which are actively traded and are held by many classes of 
investors. 

Treasury bills are noninterest-bearing obligations sold and quoted on a dis» 
count basis. They are issued with maturities of 90 days, 180 days, and 1 year. 
The 90-day and 180-day bills are sold weekly by means of competitive bidding. 
In August 1963, the Treasury announced that it would place the 1-year bill on a 
monthly auction basis, instead of the quarterly auction. In 1951 the Treasury 
introduced a new bill with maturities on tax payment dates to attract the invest- 
ment of corporation tax reserves. 

Certificates of indebtedness have maturities of not more than 1 year. Issues 
outstanding at year end 1962 had coupons attached to them, although the Treas- 
ury has in the past issued certificates without coupons. They enjoy an exceptional 
degree of market stability and liquidity. Commercial banks hold them in sub- 
stantial quantities as secondary reserves, and other investors, especially corpora- 
tions, buy them at times for the temporary employment of excess funds. In 
recent years the Treasury has relied more on the issuance of longer dated Treas- 
ury bills than on certificates. 

Treasury notes are issued with maturities of more than 1 year but not more 
than 5 years. These are also highly liquid, though less so than certificates, and 
are particularly suitable for commercial bank investment. 

Treasury bonds are issued with maturities of more than 5 years. They are 
usually callable by the Treasury at par at an “option date” several years prior 
to maturity, and this option date is generally mentioned, in naming an issue, 
after the maturity date. For example, the 4%s, due May 15, 1994-89, are callable 
at par on May 15, 1989, or on any interest payment date thereafter to maturity 
on May 15, 1994. When desired, Treasury bonds are issued in registered form. 


FEDERAL AGENCY ISSUES. Obligations of Federal Land Banks, Fed- 
eral Intermediate Credit Banks, Federal Home Loan Banks, the Federal Na- 
tional Mortgage Association, the Bank for Cooperatives, and the Tennessee 
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Valley Authority are not guaranteed by the Treasury. As of April 30, 1963, 
these agencies had $9.4 billion in debt issues outstanding, distributed as follows: 


Federal Agency Issues Outstanding on April 30, 1963 
(In Millions of Dollars) 


Maturity 
Total 10 Yrs. 
Out- Within 1 to 5 to and 
standing iba e ta) NOS 10 Yrs. Over 
Bank for Cooperatives ........ 482 482 0 0 0 
Federal Home Loan Banks..... 1,912 1,737 175s; 10 0 
Federal Intermediate Credit 
BATS ae eee lemeerree ete 2,021 2,021 0 0 0 
Federal Land Banks .......... 2,724 427 1,082 912 303 
Federal National Mortgage f 
PRSSGCIL OIE ctere scree anetere 2,086 171 825 740 350 
Tennessee Valley Authority.... 145 0 0 0 ‘145 
Total 2 vat vata wer corse 9,370 4,838 2,082 1,652. 798 


Attractive Features. Investors are attracted to Federal Agency issues for the 
following reasons: 


1. Although not guaranteed by the United States Treasury, these issues are regarded 
as ranking second only to Treasury obligations from the standpoint of quality. 

2. The Federal Agency market offers excellent marketability. 

3. Most of these issues are noncallable and therefore when the investor makes a 
commitment he obtains the coupon amount stated in the indenture until maturity. 

4. The Federal Agency market at times offers issues with maturities not otherwise 
readily available. 


5. At times Federal Agencies sell at very attractive yield spreads over Government 
issues. 


UNITED STATES SAVINGS BONDS. These are designed primarily for 
individual investors who wish assurance against loss of principal in the event they 
should decide to liquidate their holdings. Savings bonds are not transferable and 
cannot be used as collateral for bank loans, but they afford a relatively attractive 
rate of return if held for a number of years. 

There are two types of savings bonds now being issued: 

1. Series E bonds mature in 7 years, 9 months, pay income only at, maturity 
or earlier redemption, and return $100 for every $75 invested if held to maturity, 
which represents a compound interest rate of 334% per year. These bonds are 
redeemable on demand according to a fixed schedule of prices that returns to the 
registered holder principal in full plus interest rates that increase with the length 
of time the bonds have been held, as shown in the accompanying table, Fig. 1. 
Owners of maturing Series E bonds may extend the maturity date of their hold- 
ings for an additional 10 years. There is a special schedule of redemption values 
for this extended maturity period. 

2. Series H bonds mature in 10 years, are purchased at par, and bear interest 
paid semi-annually by Treasury check mailed to the registered owner. Interest 
payments vary as shown in Fig. 1. The bonds are redeemable on demand at par. 
An individual can purchase only up to $20,000 maturity value of Series E or H 
bonds in a calendar year. 
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NEW SERIES E AND H BONDS 
Per $1,000 Bond Issued Since June 1, 1959 


Series E Bonds—— — Series H Bonds ****—_ 
Redemp- Yield Yield Yield Yield 
Years After tion from to Interest from to 
Issue Date Value Issue Mat. Check * Issue Mat. 
Oe SOY aa baat $750.00 or 3.75 8.00 1.60 3.75 
te tom) | 12 18756140 1.71 3.89 14.50 2.25 3.88 
1it6 1423111 767.60)" 2.33 3.96 16.00 2.56 3.95 
IY 402 .x0r3 780.40 2.67 401 20.00 2.91 4.00 
Dithop2ha, as\zs 796.00 3.00 4.01 20.00 3.12 4.00 
Dey Del Om wn tee 811.20 3.16 4.03 20.00 3.26 4.00 
3.0 34, +..4. 826.40 3.26 4.05 20.00 3.36 4.00 
SOLOW wae ae S42-80) 3.36 4.06 20.00 3.44 4.00 
4to4% .... 860.00 3,45 4.06 20.00 3.49 4.00 
ATs VOudees USS 00 3.53" 4.04 20.00 3.54 4.00 
5 to 5% .... 896.00 3.59 4.03 20.00 3.58 4.00 
DL owhOuO uch 914.40 3.64 4.02 20.00 3.61 4.00 
6 to 64%..... 932.80 3.67 4.01 20.00 3.64 4.00 
Gro) BOR. oe a OO GO 3.70 401 20.00 3.66 4.00 
7 to 7% .... 970.80 31704 3.99 20.00 3.68 4.00 
7% to Mat. 990.00 3.74 4.06 
Maturity ** 1,000.00 3.75 Fi 
TEIGS, Tea HOI RIE RTO ONE NN EN ee SE eR RRR 20.00 3.70 4.00 
SOM S Oe Meee ett en eee ae nee ci tonite ec 20.00 Sil 4.00 
SUELO ROME oe ERD rrr ae. eaten tee 20.00 3.72 4.00 
CB iy LOY sr aan Sa RR Ake nd rN Re CE 20.00 3.74 4.00 
OILEtOMMati!. FHF. GURAl aD. SKIS eae 20.00 3.75 4.00 


* Paid at end of period. H Bonds mature in 10 years. 
** FE} Bonds mature in 7 years and 9 months. 
*« Redemption value of $1,000 H Bond is $1,000 at all times. 


Fig. 1. Redemption values and investment yields of United States Savings 
Bonds per $1,000 of bonds. 


All series of savings bonds may be registered in the name of one individual, 
two individuals as co-owners, or one individual as owner and a second as bene- 
ficiary. 

Series E bonds can be redeemed upon presentation by the owner at any time 
after 2 months from the date of issue’ Series H is redeemable by the owner on 
1 month’s written notice after 6 months from the date of issue. The redemption 
check is dated the first day of the second calendar month following presentation 
of the bond with request for payment, and the redemption value is based upon 
the month in which the check is dated. 


OTHER NONMARKETABLE OBLIGATIONS. These include Treas- 
ury bonds—Investment Series A and B, Depositary bonds, Special issues, Treasury 
bonds—R.E.A. Series, and Foreign Series and Foreign Currency Series. 

Treasury bonds, Investment Series A, were issued in 1947 and mature in 
1965. Holders of the bonds have the right to redeem the bonds on 1 month’s 
notice. The redemption price changes semi-annually. Interest at 244% per annum 
is paid in April and October. At the end of 1962, $453 million of these obligations 
were outstanding. 

Treasury bonds, Investment Series B-1975-80, were issued in 1951 in ex- 
change for U.S. Treasury 2!4s of 1967-72 and in 1952 for cash subscription and 
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for part exchange by holders of U. S. Treasury 2!4s of 1965-70, 1966-71, and 
June and December 1967-72. Holders of Treasury bonds, Investment Series B, 
have the right to exchange them for 14% 5-year marketable Treasury notes that 
are issued as of the April Ist or October Ist next preceding the date of the ex- 
change. 

Depositary bonds were issued to depositaries and financial agents of the 
Treasury as a means of compensating these banks for services rendered. There 
were only $110 million of Depositary bonds outstanding at the end of 1962. 

Treasury bonds, R.E.A. Series, were issued starting in 1960 in conjunction with 
the financing of the Rural Electrification Administration. 

Foreign Series and Foreign Currency Series Treasury obligations were is- 
sued starting in 1962 to official foreign institutions. The latter series is denomi- 
nated in foreign currencies, whereas the former series is payable in dollars. The 
purpose of these issues is to provide a means for investing the dollar reserves 
accumulated by some European countries and thereby prevent conversion of 
these dollar holdings into gold. 


TAX STATUS OF TREASURY SECURITIES. Interest on most gov- 
ernment obligations, including all the marketable securities issued since March 1, 
1941, and all series of savings bonds and notes currently being issued, are fully 
taxable under Federal tax laws. All government securities are exempt, however, 
from state and local taxes except estate, inheritance, gift, or other excise taxes. 

In the instance of Series E bonds, the annual increment in value is subject to 
all Federal taxes and is taxable as interest either (a) from year to year if the 
holder elects to report on an accrual basis, or otherwise (b) at maturity or prior 
redemption. 

Interest payable on “partially tax-exempt” bonds, issued prior to March 1, 
1941, is exempt from Federal normal taxes. It is exempt from Federal surtaxes 
to the extent of $5,000 principal amount of bonds if held by individuals or per- 
sonal holding companies. There is a similar exemption for such interest from 
corporation surtaxes, whether upon income or excessive accumulations of surplus. 


TREASURY FINANCING TECHNIQUES. The Treasury offers new 
securities in the following ways: 


1. Treasury bill auctions. Each Monday the Treasury sells at auction one bill 
issue maturing in 13 weeks and another in 26 weeks. Frequently, the amount of 
money raised at these auctions is equal to the amount of maturing bills, but occa- 
sionally the Treasury sells bills in excess of the amount coming due. The bills ave 
sold on a discount basis, with allotment made to the highest bidders down to the 
price at which sufficient subscriptions have been received to cover the amount of 
bills offered by the Treasury. Those investors who tender for up to $200,000 of 13-week 
bills and $100,000 of 26-week bills on a noncompetitive basis receive allotments in 
full at the average competitive bid price. In recent years, the Treasury has also had 
outstanding issues of 1-year bills. Originally, these matured in the middle of January, 
April, July, and October, but in 1963 these bills were placed on a monthly auction 
basis. 

2. Tax-Anticipation Issues. These are certificates of indebtedness or Treasury 
bills that mature a week after a quarterly tax payment date but are acceptable at par 
in payment of taxes on the tax date. These issues are designed to attract the tem- 
porarily idle funds of corporations that have been set aside for the payment of taxes. 

3. Coupon Obligations. This type of financing includes certificates of indebted- 
ness, notes, and bonds. The terms for these issues are usually set by the Treasury after 
consultation with the Federal Reserve and committees representing institutional in- 
vestors and are attractive enough to cause the issue to sell in the market at a slight 
premium, The purpose is to assure that the offering will attract ample subscriptions. 
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In late 1962, the Treasury announced its intention to periodically sell at auction 
long-term bonds, with the winning syndicate to reoffer the issues to the public. 
Several such bond auctions were held in 1963. 

; 4. Exchange Offerings. The Treasury offers the holders of maturing issues the 
right to exchange them for new issues. If the yield offered on the new issue appears 
attractive relative to other issues in the same maturity range, a sizeable exchange 
usually occurs into the new issue. 

5. Advance Refundings. These consist of: (1) Prerefundings, in which holders 
of Treasury issues with a maturity of under 1 year are given the right to exchange 
their holdings for longer dated issues usually with a maturity from 1 to 5 years; 
(2) junior advance refundings, in which holders of issues maturing in 1 to 5 years 
are given the right to exchange into issues usually with a maturity of 5 to 10 years; 
(3) senior advance refundings, in which holders of issues with a maturity of 5 to 10 
years are given the right to exchange into issues with a maturity over 10 years. 


Advance refundings have come into prominence in recent years. They have 
contributed substantially to the improvement in maturity structure of the mar- 
ketable debt. The Treasury has also stated that advance refunding reduces the 
reliance on bank financing of the debt, reduces the size and frequency of Treasury 
financing, and helps to hold down the long-term financing costs. The investor, on 
the other hand, obtains an immediate income increase on his investment since he 
accepts in the exchange a long-term issue and in most instances does not have to 
take a book loss for tax purposes on his original investment. 


The Market for United States Government Securities 


CLASSES OF INVESTORS. Commercial banks find government securi- 
ties ideally suited to their investment requirements because of their safety, 
market stability, ready convertibility into cash, collateral qualities, and diversity 
of maturities. The average bank maintains a secondary reserve of short-term 
government securities to enable it to meet possible demands for funds from de- 
positors and borrowers. Other funds are invested in medium- and long-term 
issues; the distribution depending upon the nature and the bank’s appraisal of 
the likely behavior of its deposits, the character of its other assets, the ratio 
of capital funds to deposits, its earnings position, and the outlook for the bond 
market. 

Commercial banks are guided by the following basic principles in their in- 
vestments in government securities. (See Gaines, Techniques of Treasury Debt 
Management.) 


1. Loans have first call on bank assets as long as loan commitments do not 
jeopardize the bank’s liquidity. 

2. Banks try to remain fully invested. 

3. Investments must be liquid enough to meet all foreseeable cash requirements. 

In the aggregate, commercial bank investments in government securities de- 
pend upon loan demand and the availability of primary reserves. Moreover, 
because other short-term money market investments are available in only a 
limited supply, banks invest nearly all of their secondary reserves in short-term 
governments. Commercial banks have reduced their holdings of governments in 
periods of strong loan demand and monetary restraint, and they have purchased 
governments in periods of slack in business activity and monetary ease. Thus, 
banks were net sellers of governments in 1955 and 1959 and net purchasers in 
1958, 1960, and 1961. ; 

In recent years the ratio of governments to total bank investments has de- 
clined steadily as banks have rapidly added to their investments in state and local 
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issues, which are exempt from Federal income taxes. At an increasing number of 
baked investments in tax-exempt issues equal investments in governments. In 
1953, commercial banks held less than 25% of their total portfolio in municipal 
obligations? 

Federal Reserve banks largely hold short-term issues. Their investment op- 
erations are determined primarily by considerations of credit policy. 

Corporations that find themselves temporarily with excess cash usually invest 
either in marketable short-term government securities or in savings notes. Con- 
cerns that operate pension funds or accumulate their own insurance reserves 
invest in Treasury bonds, much like insurance companies. 

Insurance companies and savings banks generally prefer other types of high- 
grade securities and mortgages that provide a higher return than governments. 
But when these are not available to absorb investment funds, government obli- 
gations are purchased to secure income with a minimum of risk of price depreci- 
ation. Because of their marketability, these government securities can be sold 
readily when other investments become available. 

Immediately after World War II and through the early 1950’s both insurance 
companies and savings banks were large investors in governments but since then 
have liquidated them in order to invest in mortgages and other securities. The 
liquidation of governments has been largely concentrated in issues with a ma- 
turity over 5 years. 

Savings and loan associations have gradually oreed their investments in 
governments during the post-World War II period. This reflects the growth of 
the associations and the fact that many of them are required to maintain part of 
their liquidity in governments. 

State and local governments invest sinking funds for debt retirement, civil 
service pension and disability funds, and other trust funds wholly or in part in 
Treasury securities. Laws or regulations sometimes restrict the investment of 
such funds to government securities, or public officials may select them of their 
own accord to avoid possible criticism. 

Foreign investment in government securities has grown appreciably since 
1950. It reflects the improvement in the international reserves of foreign coun- 
tries. Most foreign holdings of governments are in issues due within 1 year. 

Individual investors’ requirements vary greatly. If safety is the prime con- 
sideration, government securities are most desirable. It is generally agreed that 
a well-rounded investment account should normally contain some proportion of 
government securities for proper diversification and because of their price sta- 
bility and marketability. Some individuals operate in government securities on a 
trading basis partly with borrowed funds, attempting to profit from market 
fluctuations. 

Government trust accounts have a large part of their funds invested in 
special nonmarketable obligations issued to them by the Treasury because these 
funds must realize some minimum rate of return in order to meet. the actuarial 
requirements on which the fund is based. Since 1955 market yields have risen 
enough to satisfy these actuarial requirements and to permit the funds to invest 
in marketable government debt. 


DEALERS IN GOVERNMENT SECURITIES. The great bulk of the 
transactions in government securities are effected by a few dozen dealers, most 
of whom have their headquarters in New York City. Larger firms maintain 
branch offices in principal cities throughout the country. 

As the volume of trading in government securities increased after 1932, more 
and more dealers entered the field. Some are old firms that formerly engaged i in 
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general investment banking or dealt in acceptances; others are new concerns 
organized primarily to deal in government securities. There are also “dealer 
banks,” commercial banks maintaining special departments that transact a gov- 
ernment securities business. 

The function of the dealer is to act as middleman between those who wish 
to sell and those.who wish to buy securities. The ultimate market for government 
securities is composed of the several classes of investors described above, dealers 
providing the essential mechanism to execute buying and selling orders from 
these investors. Dealers must maintain close contacts with large investors in order 
to know where large blocks of certain issues might be placed if offered for sale, or 
where some might be purchased if a customer should wish to buy. 

A dealer, by definition, buys and sells for his own account. Under normal mar- 
ket conditions, he stands ready to buy or sell large blocks of Treasury securities 
at prevailing market quotations. If he is asked to bid on a large block of bonds 
that he may not be able to dispose of readily, he may bid somewhat under pre- 
vailing quotations or offer to take the bonds on a consignment basis. 


Operating Funds. Dealers operate with funds far in excess of their own 
capital, borrowing extensively from commercial banks and business corporations 
against government securities as collateral. At the end of 1962, borrowings by 
government securities dealers amounted to $4.4 billion, of which the commercial 
banks supplied $2.4 billion and the corporations $1.6 billion. Recourse to these 
credit facilities contributes greatly to the liquidity and stability of the market 
for government obligations. 

Some institutions make a practice of lending securities from their portfolios 
to dealers. This enables a dealer to sell and make delivery of almost any Treasury 
issue, regardless of whether he happens to own some himself. He pledges other 
securities as collateral for the loan of the issue desired until he acquires these 
obligations and “repays” the loan. 

Dealers watch developments in the market very closely. When they believe 
that prices may advance they build up their inventory positions through buying 
more than they sell. They are constantly on the alert to buy or sell issues whose 
prices get “out of line” with respect to their normal market relationship with 
other issues..At times, Treasury bonds present opportunities for arbitraging. 
Some dealers advise customers with respect to the selection of issues, switches 
from one issue to another, and general investment policy. 


OPERATION AND SIZE OF THE MARKET. Almost all transactions 
in government securities are executed by telephone. The dealer states the best 
price at which he is willing to buy or to sell a given amount of an issue, and if 
the investor decides to accept that price the transaction is consummated im- 
mediately. 

Most substantial investors buy and sell directly from or to dealers. Large 
banks, in addition to buying and selling for their own portfolios, execute transac- 
tions with dealers on behalf of their customers, including individuals, corporations, 
trust accounts, and out-of-town banks. They also hold securities in safekeeping 
for many of these customers, which facilitates the physical transfer of the securi- 
ties from sellers to buyers. 

Treasury bonds are listed on the New York Stock Exchange and some other 
exchanges, but notes, certificates, and bills are not. Dealings on the exchanges, 
however, are infrequent and usually in quite small amounts, seldom exceeding a 
million dollars a day. By contrast, transactions in all types of government securi- 
ties among dealers amount to a hundred million dollars or more daily even when 
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the market is inactive, and run into several hundred million dollars on a normally 
active day. On a busy day, trading may exceed half a billion dollars. Thus, the 
true market at any given time is to be found among the dealers, and not on the 
exchange. 

Dealers buy and sell small quantities of securities as well as large, but the bulk 
of the trading volume in governments is made up of blocks of a million dollars or 
more. Among large investors, transactions of only a quarter or half million dol- 
lars are considered relatively small. During 1962, the volume of dealer transac- 
tions in United States government securities totaled $443 billion, of which $349 
billion was in issues with a maturity within 1 year, $56 billion with a maturity 
within 1 to 5 years, and $39 billion with a maturity after 5 years. Nearly 40% of 
these dealer transactions were with commercial banks. 

Some investors deal through a single dealer whom they have found satisfactory. 
Large investors, however, frequently “shop around” among dealers in an effort 
to find one who happens to be able to sell or buy a particular issue at a slightly 
more favorable price than others. This serves to keep quotations of all dealers 
for various issues very nearly uniform at all times. Commercial banks usually 
attempt to spread their transactions among different dealers in proportion to 
the amount of business that they receive from the respective firms in the form 
of loans and deposit balances. 


Mechanics of Operation. Government bonds and notes are quoted on a 
percentage-of-parity basis. Fractions are quoted usually in 32nds, sometimes in 
64ths. Thus a quotation of 101.16 would mean a price of $1,015 for a bond with 
a par value of $1,000. 

Certificates of indebtedness, and sometimes other securities very near to ma- 
turity, are quoted on an annual yield basis to maturity. Thus an offering of 
3%% certificates on a 34% basis would mean a price at which this issue would 
afford a net return to maturity equal to 34% on an annual interest basis. 

Transactions in government securities are almost always at net prices. There 
is no tax involved and dealers rarely charge commissions as such. They obtain 
compensation for their services in the form of the spread between bid and asked 
quotations; i.e., they buy at the bid price and sell at the asked price, the differen- 
tial usually amounting to %ends of a point, sometimes less. In smaller organiza- 
tions, business may be done on a brokerage or commission basis. Transactions 
on stock exchanges are subject to fixed commissions. For each transaction, the 
dealer prepares a “ticket,’”’ which is sent to the investor and which confirms the 
terms of the transaction and presents the computation of the amount due to or 
from the investor, including accrued interest. 

Quotations do not, of course, take into account the amount of interest accrued 
on the current coupons attached to the securities. This sum must be computed 
and added to the bill of the buyer. Accrued interest on government securities is 
computed on the basis of the actual number of days in the interest period, not 
on a uniform 30-day month basis. Bonds and notes bear semi-annual interest 
coupons, but interest on certificates is paid only at maturity. 

Treasury bills bear no interest and are bought and sold at a discount below 
par. They are quoted on an annual yield basis. 

Large dealers issue daily quotation sheets for distribution to investors. Each 
such sheet shows the dealer’s closing bid and asked quotations and investment 
yields for the various issues as of 4 p.m. the previous day. The tabulation usually 
shows yields to corporations of each issue after making allowance for Federal 
income tax, the amount of each issue outstanding, its tax status, the price range 
for the year, and other pertinent data. 
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Delivery of securities and payment by check are normally made on the first 
business day following the transaction, Friday transactions being cleared on 
Monday. Arrangement can usually be made with the dealer for delayed delivery 
if the securities cannot be delivered on the “regular delivery” date. Also, if the 
seller of securities wishes to be paid in “Federal funds,” a check drawn on a 
Federal Reserve bank, on the regular delivery date or even on the day of the 
transaction, this can frequently be arranged with the dealer at the time the sale 
1s made. 

Dealers in government securities have developed their own trade jargon. A 
quotation in odd 64ths of a point is usually given in 32nds “plus.” For example, 
a quotation of “101-15 plus” means 101 and 1%onds plus %ath, or in other words, 
101 and *%4ths of a point. A quotation of “101-15, minus to plus” means that the 
bid price of the issue is 101 and 2%sths and the asked price is 101 and *%aths. 

Many issues of Treasury bonds have been dubbed with nicknames. For in- 
stance, the restricted 2%s, due December 15, 1972-67, are called the “Victories,” 
or more intimately the “Vics,” because they were offered during the Victory 
Loan Drive in December, 1945, and the 3%s of 1990 are called the “Gay Nineties.” 


THE ROLE OF THE FEDERAL RESERVE SYSTEM IN THE 
MARKET. The Federal Reserve System plays an important role in the func- 
tioning of the government securities market. Very few weeks go by in which the 
Federal Reserve is not in the market either as a buyer or a seller. In 1962, 
System holdings of governments increased by $1.9 billion, which represented 25% 
of the net increase in the Federal debt for that year. 

The policy governing Federal Reserve purchases and sales of government se- 
curities is formulated by the Federal Open Market Committee. Their deci- 
sions are influenced by the seasonal flow of bank credit and the need to bring 
the supply of money into alignment with the flow of goods and services in order 
to promote sustainable economic growth and full employment. The Federal 
Reserve Bank of New York acts as agent for the Federal Open Market Com- 
mittee and handles most of the buying and selling of government securities for 
the twelve Federal Reserve banks. In its open-market operations, the Federal 
Reserve deals only with a group of so-called “recognized dealers”—leading 
firms selected by the Federal Reserve that have agreed to certain terms in con- 
nection with the conduct of their business. 


Abandonment of “Bills Only” Policy. Throughout most of the post-World 
War II period, System open-market operations—the buying and selling of securi- 
ties for the account of the Federal Reserve banks—were conducted in government 
securities with a maturity of less than 1 year, primarily in Treasury bills. The 
“bills only” policy was abandoned in 1961, when the Federal Reserve started to 
purchase issues with a maturity in excess of 1 year. On June 30, 1963, the Fed- 
eral Reserve held $21.5 billion of governments with a maturity of less than 1 
year, $8.3 billion of from 1 to 5 years and $2.2 billion with a maturity of over 5 
years. Even prior to the abandonment of the “bills only” policy the Federal 
Reserve occasionally purchased longer dated governments. However, this was 
restricted to those times when such purchases contributed to the restoration of 
an orderly government securities market. 

Miscellaneous Functions. The Federal Reserve is also a source of funds for 
government securities dealers. To facilitate the smooth functioning of the money 
market and to help carry out its credit policies, the Federal Reserve often helps 
nonbank dealers to carry their inventories by making repurchase agreements 
with them and by permitting bank dealers to borrow at the Federal Reserve dis- 
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count window. These temporary accommodations are particularly prevalent on 
Fridays, holiday weekends, and at the end of December, when dealer positions 
are increased in response to year-end balance sheet adjustments. 

Moreover, the Federal Reserve Bank of New York acts as agent for eovennt: 
ment agencies and trust funds, foreign governments and central banks, foreign 
commercial banks, and some domestic banks in connection with their transactions 
in government securities. Federal Reserve officials also play an important part in 
the negotiations involving the sale of nonmarketable issues to foreign central 
banks for the purpose of acquiring foreign currencies in order to retard the out- 
flow of gold. The Federal Reserve banks, as fiscal agents for the Treasury, handle 
subscriptions for new issues, exchanges, redemptions, and the payment of coupons. 

To further the Federal Reserve policy of maintaining “orderly conditions” in 
the government bond market, the Federal Reserve Bank of New York is in close 
touch with the market. The Securities Department of the Bank is in daily con- 
tact with dealers and receives periodic reports from them regarding their opera- 
tions that are carefully scrutinized, and advice or admonition may be offered from 
time to time as circumstances dictate. Each week, the Federal Reserve Bank of 
New York publishes statistics on dealer transactions, dealer inventories, and the 
financing of government securities dealers. 


YIELD PATTERNS. The phrase “yield pattern” refers to the relationship 
existing at some particular time between the market yields of various maturities 
of government obligations. The “pattern, of rates,’ the “yield curve,” and the 
“interest curve” are other synonymous terms. 

A yield pattern (Fig. 2) is usually portrayed graphically by plotting various 
market yields on a chart on which years to maturity or call date are marked 
along the base of the chart, A curve is then drawn that most nearly fits the pat- 
tern made by the yields. Curves are sometimes constructed for yields after de- 
ductions based upon prevailing rates of Federal corporation taxes. When it is 
assumed that callable issues will be redeemed on their first option dates, yields 
are plotted on the basis of these dates rather than maturity dates. 

Yield patterns have changed significantly in recent years, As indicated in Fig. 
2, the slope of the yield curve was much steeper on June 15, 1958, than on Octo- 
ber 11, 1963. Thus, on October 11, 1963, the yield spread between 3-month 
Treasury bills and governments maturing in 17 years was only 63 basis points 
compared with 230 basis points on June 15, 1958. 

Investors use yield curves in appraising the relative attractiveness of differ- 
ent maturities. This involves judgment as to whether the higher yields available 
for the longer maturities adequately compensate them for the greater risk of 
possible price declines. 

In recent years, bonds have sold to give progressively lower yields as their 
redemption dates have approached. This causes them to show market apprecia- 
tion over amortized cost prices even during periods when the pattern of interest 
rates remains unchanged. The yield curve gives an indication of the extent to 
which various issues will tend to show market appreciation as they approach 
maturity, assuming no fundamental changes in the pattern of yields. 

Many portfolio managers have found it very profitable to sell bonds several 
years before they mature and to reinvest in somewhat longer maturities. This 
is referred to as “riding the interest curve.” The steeper the curve, of course, 
the greater are the profit possibilities in this practice of holding bonds for a few 
years until they sell at the lower yields applicable to shorter-term obligations. 

The yield pattern is also used by traders to determine whether an individual 
issue is selling too high or too low in relation to other issues of comparable ma- 
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turity, ie., whether it is “in line” or “out of line” with the market. By consulting 
the curve to see what an issue of given maturity and characteristics should yield, 
this can be ascertained at a glance. 
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Fig. 2. Yield curves of United States securities as of June 15, 1958, and October 
11, 1963. 


Factors Affecting Prices and Yields 


MONEY MARKET OBLIGATIONS. Separate consideration must be 
given to determination of yields on short-term, money market Treasury obliga- 
tions, to how money market conditions in turn affect prices of medium- and 
long-term bonds, and, thirdly, to how longer-term issues are affected by the 
policies of the monetary authorities and other factors. (See also discussion in 
Section 1—Interest Rates and Money Markets.) 

The major money market obligations consist of government securities with a 
maturity of within 1 year, Federal agency issues due within 1 year, commercial 
paper, bankers’ acceptances, commercial bank time certificates of deposit, and 
repurchase agreements. As indicated in the table below, the volume of these 
obligations outstanding has grown sharply in recent years, particularly the money 
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market instruments other than United States governments. This is quite different 
from the money market structure that existed immediately after World War II, 
when very few money market investments were available other than short-term 
governments. 


Volume of Outstanding Selected Short-Term Investments 
(billions of dollars) 


Net 

1953 1962 Change 

Short=venme government sinacnnuinen nie eae 73.2 87.3 +141 
Short=term™ Federal “agencies sse...c0 co eease es 123 5.7 + 44 
Negotiable time certificates of deposit........... 0 65 1246.0) 
Bankers) accepuanlces.<h o. am tices eet toe. ein: 0.6 27 ap Al 
Commercial and finance company paper......... 0.6 6.0 + 54 
Collateral loans to securities dealerst ........... 1:2* 4 5** lo 
T Ota were iriacdacc foe k Gackt: 76.9 112.7 +35.8 


+ Including repurchase agreements. 
* Nonbank dealers. 
** Bank and nonbank dealers. 


Despite the rapid growth of other money market instruments, short-term 
government securities remain the fulcrum of the money market. These include 
issues maturing in several days to a year. Short-term governments are a prime 
form of liquid assets for commercial banks, business corporations, and financial 
intermediaries. To the Federal Reserve System, the buying and selling of gov- 
ernment securities is the principal means for implementing monetary policy. 


Money Market Supply and Demand. The demand for money market funds 
depends upon the amount the Treasury and Federal agencies decide to borrow 
at short term, the difference between the cost of bank loans and open-market 
paper financing, the demand for consumer credit, the expansion of international 
trade, and the extent of the participation by the commercial banks in the capital 
market. The supply of loanable short-term funds depends upon the liquidity of 
business corporations, financial intermediaries, and commercial banks, whose re- 
serve position in turn is determined largely by Federal Reserve action. The sup- 
ply side thus depends largely upon excess reserves of the member banks and 
other factors that affect member banks’ reserve balances. 

Prior to 1933, rediscount rates of the Federal Reserve banks had considerable 
influence upon yields of short-term Treasury securities. Thereafter, however, 
rediscount rates lost their effectiveness as the huge inflow of gold from abroad 
piled up tremendous excess reserves in the money centers. During the middle 
1930’s, yields on 90-day Treasury bills declined to the vanishing point. During 
the early years of World War II, excess reserves declined sharply as currency 
circulation expanded by leaps and bounds, and at the same time the Treasury 
adopted a policy of financing a large part of its requirements by means of short- 
term borrowing. As a result, money market rates began to rise. In 1942, how- 
ever, the Federal Reserve Board adopted a policy of pegging the rates on 
Treasury bills and certificates of indebtedness at %% and 7%, respectively, by 
means of open market operations, and this step artificially fixed yields on such 
obligations. 

Throughout the war and during the postwar years through 1950 these policies 
of the Treasury and the Reserve Board completely dominated the money market. 


FACTORS AFFECTING PRICES AND YIELDS 11-19 


Changes in nonmanaged factors, such as gold movements and currency in circula- 
tion, which affect the volume of bank excess reserves, were counteracted by the 
policy of pegging rates, which was equivalent to engaging in open market pur- 
chases of these short-term issues to the extent required to keep yields unchanged. 

However, following the Treasury-Federal Reserve accord in 1951, cyclical 
forces began to play a dominant role in the money market. Business expansion and 
deficit financing by the government resulted in large demands on the money mar- 
ket. This together with Federal Reserve efforts to curb inflationary pressures re- 
sulted in sharp increases in short-term rates. In recent years, the monetary au- 
thorities have supported short-term rates to retard the outflow of gold, thus sub- 
stantially reducing the volatility of short-term rates and being in part responsible 
for reducing the spread between short-term and long-term interest rates. 


MONEY MARKET CONDITIONS AND BOND PRICES. Money mar- 
ket conditions have a major influence upon prices and yields of medium- and 
long-term government securities. Low yields on short-term securities offer a con- 
stant inducement to investors to buy longer dated issues to obtain the better re- 
turn they provide. Commercial banks must keep sufficient funds either as excess 
cash or invested in short-term obligations to meet their liquidity requirements. 
Having set aside enough funds in liquid form for this purpose, however, the in- 
vestment of the remaining funds that banks have available for investment will 
depend largely upon their appraisal of the relative attractiveness of short-, 
medium-, and long-term issues. The lower the yields on the short-term money 
market obligations, the more attractive the longer issues seem by comparison. 
Also, the volume of funds that banks have available for investment is affected by 
money market factors that influence deposits and reserve balances. 

The expectation that a differential will continue to exist between short- and 
long-term rates adds to the attractiveness of medium and intermediate matu- 
rities. If, as anticipated, these issues sell at constantly declining market yields as 
‘they approach maturity, market prices will reflect appreciation over amortized 
book values, giving opportunities for profit from “riding the interest curve,” as 
discussed above. 

A reduction in the supply of short-term funds may have repercussions upon 
the bond market, In the second half of 1958, for example, when the Federal Re- 
serve moved to monetary restraint and reduced the volume of bank reserves, the 
government bond market had its worst break in years. Banks had to liquidate 
medium- and long-term bonds in order to meet the demands of borrowers. 


INFLUENCE OF FEDERAL RESERVE POLICIES. The Federal Re- 
serve, through open market operations and other monetary instruments, controls 
the availability of money, and therefore Federal Reserve policy has a significant 
impact on the prices of government securities. Moreover, the Federal Reserve 
attempts to maintain an “even keel” in the market during periods of Treasury 
financing and to prevent disorderly market conditions. 

The decline in bond yields during the 1930’s was caused chiefly by the great 
expansion of excess reserves resulting from the inflow of gold, rather than by any 
positive actions taken by the Reserve authorities. As a matter of fact, although 
the Board of Governors did not wish to reverse the downward trend of rates, it 
did seek to reduce the volume of excess reserves -to manageable proportions. This 
was one reason for doubling member bank reserve requirements during 1936- 
1937. When this cut in excess reserves was followed by a break in bond prices, how- 
ever, the Reserve banks stepped in to support the market with open market pur- 
chases and later reversed in part the increase invreserve requirements. 
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During World War II, the Reserve banks added more than $20 billion of Treas- 
ury obligations to their: portfolios, With these huge open market holdings, the 
Federal Reserve System’s control over excess reserves was greatly increased. Sales 
of a small part of these holdings could quickly wipe out excess reserves and force 
banks to rediscount heavily. 

During the war and in the period immediately after the war, the Federal Re- 
serve also cooperated with the Treasury in pegging interest rates on government 
issues at low yields, thereby reducing the cost of financing the huge war debt. 
This policy severely restricted the effectiveness of the Federal Reserve and was 
abandoned following the Federal Reserve-Treasury accord in 1951. 

In order to contain the inflationary pressures during the 1954-57 and 1958-60 
business expansions, the Federal Reserve sharply slowed down the expansion of 
bank reserves, forced the commercial banks to liquidate holdings of government 
securities, and raised the rediscount rate. These measures contributed largely to 
the substantial rise in interest rates. On the other hand, the Federal Reserve, in 
order to promote economic recovery during the 1953-54, 1957-58, and 1960-61 
recessions, contributed largely to the decline in interest rates during these periods 
by expanding the volume of bank reserves through open market operations, and 
by reducing reserve requirements and the rediscount rate. 

Until 1961, open market operations had usually been confined to short-term 
obligations except during the periods of bond market weakness, when buying was 
extended to medium- and long-term issues in order to strengthen prices directly. 
Because of the deficit in this country’s balance of payments, the Federal Reserve 
abandoned the “bills only” policy, the conducting of open market operations in 
short-term government securities. In order to support short-term rates and at 
times to boost them, the Federal Reserve in 1961 through 1963 frequently made 
purchases of government securities with maturities above 1 year and sales of 
issues under 1 year, especially 3-month bills. The Federal Reserve also encouraged 
commercial banks to become active participants in the capital market when it 
permitted them to pay competitive rates on time and savings deposits in 1961. To 
offset the cost of these deposits, the commercial banks invested outside the money 
market—in consumer loans, term loans, mortgage loans, and municipal issues. 
This practice helped to support short-term rates and hold long-term rates down. 

The Reserve Board can affect the government bond market also through mak- 
ing recommendations to the Treasury with respect to financing methods and 
operations. 


EFFECTS OF TREASURY POLICIES. The chief influence of the Treas- 
ury on the bond market is exercised by the choice and timing of new offerings. 
In this way, the supply of particular maturities at any one time can be largely 
influenced. The Treasury competes for funds with other demanders of credit. 
Depending on debt management objectives and market limitations, the Treasury 
may finance its requirements in the short-term or the long-term market. 

The savings bond program of the Treasury also has important implications for 
the bond market. The greater the extent to which sales of savings bonds exceed 
maturities and redemptions, the smaller the volume of funds that the Treasury 
must borrow in the open market. Also the large amount of savings bonds out- 
standing makes the Treasury vitally concerned with the bond market because of 


the foar that a break in bond prices in the market might start a flood of savings 
bond redemptions. 


“Restricted” Issues. During World War II, the Treasury made some efforts to 
push sales of its securities to nonbank investors in order to restrain the infla- 
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tionary expansion of bank credit. This was a major motive. behind the savings 
bond program and offerings of savings notes, the virtual exclusion of commercial 
banks from the right to subscribe to new offerings of Treasury bonds, and the 
handling of these flotations in such a way as to make participation quite’ profit- 
able for all investors except banks, Some attempt was made to reduce speculative 
subscriptions, but the restrictions imposed, except on banks, were far from drastic. 

Large offerings of “restricted” issues led to the wholesale: liquidation of bank 
eligible bonds by nonbank investors who wished to acquire the new securities at 
better yields. It also created a large segment of the government’ bond market that 
is not controllable by means of the traditional medium of changing the volume of 
reserves possessed by the commercial banking system through Federal Reserve 
policy. The offering of “restricted” issues has not been resorted to in recent years. 


Deficit Financing. During the 1950’s and early 1960’s, a large part of the 
Treasury deficit was financed in the money market. Through 1959 the increase 
in the volume of short-term governments reflected Treasury difficulty in extend- 
ing the maturity of the debt and the Treasury’s inability to offer long-term bonds 
at attractive rates during periods of tight money because of the legal maximum 
coupon of 444% on long-term governments. The increase in Treasury bill sales 
since 1959 also reflects in part the effort of the Treasury to support short-term 
rates in order to stop the outflow of gold. Most of the extension in the maturity 
of the government debt in the early 1960’s was brought about through a series of 
highly successful advance refunding operations and a smaller part through cash 
offerings of intermediate and long-term bonds. These occurred during periods of 
credit ease and prevented long-term rates from falling more than they actually did. 
_ Because of the large government deficits in the early 1960’s, the officials tried to 
finance a sizable part of the deficit outside the commercial banking system. They 
were particularly successful in 1962 and 1963, when the entire deficit was financed 
by nonbank investors, even though these were years of credit ease. During these 
years, however, the level of interest rates did not fall as low as in previous periods 
of monetary ease, mainly because of monetary and government debt management 
policies described above. ; 

If it so desires, the Treasury can purchase outstanding securities in the market 
for sinking funds. This could become a potential means of supporting prices for 
its securities. 


NONMANAGED FACTORS. ‘Even in periods of full-fledged money man- 
agement, nonmanaged supply and demand factors at times influence government 
security market yields and prices. In fact, nonmanaged factors usually determine 
the direction of interest rate and bond market movements. Monetary policy is 
usually a matter of deciding how far and how fast to permit interest rates to rise 
or decline in response to supply and demand factors. 

The available supply of investments other than government securities is a 
dominant factor in the bond market. It influences: the demand for government 
securities, especially on the part of financial intermediaries. This supply includes 
not only the volume of offerings of state, municipal, foreign, and corporate bonds, 
but also the demand for mortgage loans, which has been the largest demand 
sector in the post-war period. Commercial banks also buy municipal obligations 
and make mortgage loans, and their buying interest in government securities is 
influenced by the volume of commercial and consumer loans available, as well as 
these other longer-term investments. 


MAJOR MARKET MOVEMENTS. The first World War was financed by 
the issuance of Liberty bonds, which bore tax-free coupon rates up to 444%. Post- 
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war liquidation of bonds bought for patriotic reasons and other causes drove prices 
of Liberty bonds into the low 80’s and yields to over 514% in the summer of 1920. 
Throughout the rest of the 1920’s however, the trend of bond prices was generally 
upward, and at the end of 1929, yields on government bonds were less than 342%. 

Government bond prices declined briefly between September 1931 and January 
1932 but rose thereafter. The decline during this period of economic and financial 
stress was far less than in any other class of bonds. Open market purchases by 
the Federal Reserve banks in 1932 helped to sustain quotations. 

From 1933 until our involvement in hostilities in 1941, the trend of bond yields 
was steadily downward. Yields for long-term issues declined from an average of 
about 314% in 1933 to less than 214% by the end of 1941. Heavy Treasury deficits 
were largely financed by selling securities to the banks, which were able to absorb 
them readily because of rapidly expanding excess reserves resulting from the gold 
influx. 

Throughout World War II, the government bond market was exceptionally 
stable, reflecting firm control by the monetary authorities and the close cooperation 
of institutional investors. Colossal offerings in the successive war loan drives were 
absorbed with a minimum of market disruption, although there was greater re- 
liance upon bank credit than in World War I. Although banks could not sub- 
scribe directly in the third and later war loans and the Victory.loan, they in- 
directly provided about 40% of the funds raised through absorbing outstanding 
issues from investors who thereby obtained funds to pay for the new offerings. 

Early in 1946 the protracted downward trend of long-term interest rates ended 
as the Treasury and Board of Governors of the Federal Reserve System indicated 
they were satisfied with the borrowing rates of 34% on bills, 78% on certificates, 
and 244% on long-term bonds. It was announced, however, that there was no 
intention of permitting any appreciable increase in these rates. With the public 
debt so vast and with so large a proportion of it consisting of short- and medium- 
term maturities, the Treasury wished to maintain low interest rates for its 
borrowings. 


Trends Since World War II. In mid-1947, nevertheless, the Federal Reserve 
System finally abandoned this rigid wartime pattern of rates and began to permit 
successive increases in the market yields of short-term Treasury obligations. This 
rise in short-term rates, together with the rapidly increasing demand for long- 
term credit from private borrowers, led to heavy selling of the longer-term gov- 
ernment issues. During the closing months of 1947, the Federal Reserve System 
gave some market support to these bonds at declining prices. On December 24, 
1947, the Federal Reserve sharply reduced the prices at which it would buy gov- 
ernment bonds, announcing that these pegs would be maintained “for the fore- 
seeable future.” 

During the ensuing 11 months, uncertainty as to how long the pegs would be 
maintained plus the continuing ‘strong demand for credit, resulted in heavy 
liquidation of government bonds by banks, insurance companies, savings banks, 
and other investors. A further rise in short-term rates and a boost in member 
bank reserve requirements contributed to the selling pressure. The Federal Re- 
serve System, however, maintained its fixed buying prices of par on some issues, 
slightly above par on others. 

Toward the end of 1948, it beeame apparent that the forces of inflation were 
waning, and prices of government securities rose above the Federal Reserve sup- 
port prices. The market was generally firm throughout 1949 and the first half 
of 1950. 
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After the Korean outbreak, however, the demand for credit increased and the 
Federal Reserve authorities began to adopt measures to restrain credit expan- 
sion. Again a rise in short-term rates combined with an increasing demand for 
erédit brought renewed pressure on the long-term market. 

In March, 1951, as the result of the “accord” worked out between the Federal 
Reserve Board and the Treasury, the par pegs were finally abandoned and gov- 
ernment bonds were permitted to decline several points below par. It was made 
clear, however, that the Federal Reserve System is still determined to maintain 
“orderly conditions” in the government securities market and that it has no inten- 
tion of abandoning its policy of supporting the market whenever it regards such 
support as desirable. 

During the 1950’s government bond yields rose, and prices declined. This was 
partly a consequence of the ‘way in which the Federal debt was financed during 
and immediately after World War'II. It also was due to the large demand for 
credit by the private sector of the economy throughout the 1950’s. These demands 
together with the need for funds by the Federal government strained the financial 
resources of the country in several years during the 1950’s, especially in 1959, 
when the annual average yield on 3-month Treasury bills rose to a postwar high 
of 3.40% and that on long-term governments to 4.07%. 

After late 1959, yields‘on governments fell slightly from their postwar highs. 
In 1961 both short-term and long-term governments declined in yield. In 1962, 

short-term yields ‘rose but long-term yields declined somewhat further. In 1963, 
both short and long-term governments rose in yield, with long-term yields ap- 
proaching the average annual yields of 1959 and short-term yields remaining sub- 
stantially below the postwar high. 


The Long-Range Picture. Thus, in the twentieth century the trend in the 
long-term government market falls into three segments: (1) the bear bond 
market (rising yields) of 1899-1920; (2) the bull bond market (declining yields) 
of 1920-1946; and (3) the bear bond market of 1946-1960. (See Homer, A His- 
tory of Interest Rates.) These trends are shown in Fig,.3. The mean average 
yield on long-term governments for the 63 years shown in Figy 3 is 3.39% and the 
median yield is 3.49%. A more detailed summary of the yield fluctuations is 
shown in the table below: 


Annual Averages of Government Bond Yields Since 1900 


Below 2.50% 12 Years 
2.50 to 2.99% 9 Years 
8.00t0 3.49% - 12 Years 
3.50 t0 3.99% — , 16 Years 
4.00 to 4.49% f 10 Years 
4.50 to 4.99% a 2 Years 
Over 5% a 2 Years 
63 Years ) 


Source: Sidney Homer, partner, Salomon Bros & Hutzler, New York, talk en- 
titled, “The Outlook for Long-Term Government Bonds,” April 16, 1963. 


State and Municipal Bonds 


PURPOSE OF BORROWING. State and local governments borrow pri- 
marily to finance capital expenditures. In fact, some governments are not per- 
mitted to borrow for anything except capital expenditures. This is in sharp con- 
trast to the financial needs of business corporations and of the Federal govern- 
ment, which frequently borrow to defray current expenses. Thus, the substantial 
postwar increase in the debt of State and local governments, which in the period 
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from 1946 to 1962 grew from $14 billion to $81 billion, was due mainly to the 
large expenditures for highways, schools, sewer and water facilities, residential 
buildings, veterans’ aid, bridges and tunnels, and public health and recreation 
facilities. 

At the end of the fiscal year 1962, State and local long-term debt amounted to 
$77.3 billion as compared with $3.7 billion of short-term debt. Much of the short- 
term debt is incurred to tide over the period before tax collections. Despite the 
substantial expansion in State and local debt, its size is much smaller than that 
of the Federal debt. State and municipal obligations also differ from Federal 
issues with respect to the tax treatment on interest income, quality, the magnitude 
of secondary market activity, and investor following. 


TAX STATUS. The investment position of state and municipal bonds is 
greatly affected by their tax status. Interest on such obligations is exempt from 
F ederal income taxation, a fact that has been of greatly increased value as Federal 
income tax rates have risen. Most states exempt from taxation their own bonds 
and those of their political subdivisions. at 

Although the tax-exempt status of state and municipal bonds has been criticized 
and proposals have been advanced for its abolition, the consensus is that only a 
Constitutional amendment could actually bring this about. And since state legis- 
latures are unlikely to give the requisite approval to such an amendment, it is 
doubtful that the tax status of state and municipal bonds will be modified. 

Although the Constitution does not specifically exempt bonds of the states and 
their political subdivisions from Federal taxation, the United States Supreme 
Court held long ago in the celebrated case of McCulloch v. Maryland (4 Wheaton 
316) that the State of Maryland could not tax the bank notes of the Bank of the 
United States, an instrumentality of the Federal government, because “the power 
to tax is the power to destroy.” The doctrine of reciprocal tax exemption—that 
the Federal government shall not tax obligations of the states and their subdivi- 
‘sions, and that the states shall not tax Federal obligations, has been evolved from 
Chief Justice Marshall’s decision in McCulloch v. Maryland. But this does not 
prevent a sovereign government from taxing its own obligations, as the Federal 
government does, nor does it prevent a state or city from taxing bonds issued by 
other states, or cities in other states. 

The value of the tax exemption enjoyed by bonds of states and their sub- 
divisions varies with prevailing income tax rates. Investors in the high-income 
brackets are in a position to derive the greatest advantage from such tax exemp- 
tion. Other investors holding such bonds must remember that they are accepting 
a lower yield without obtaining the full tax benefit upon which such lower yield is 
based. Corporate investors can measure the tax benefit that they receive from the 
corporate income tax rate to which they are subject. 

To guide investors in determining whether they are justified in purchasing tax- 
exempt bonds instead of bonds subject to tax, tables are prepared showing equiva- 
lent taxable yields at various rates of return. For example, an investor in the 
40% income tax bracket who buys a municipal bond on a 3% yield basis obtains 
a yield comparable to that which he would realize on a 5% corporate bond. Mu- 
nicipal bond houses prepare tables showing equivalent taxable yields derived from 
municipal bonds at various yield levels for corporations and individual investors 


in different tax brackets. 


STATE BONDS. State bonds are similar to national government bonds in 
that individuals and corporations are not legally permitted to sue states without 
their own consent. Bonds of states generally enjoy a high standing, despite this 
immunity to suit. Many states have adopted constitutional provisions regulating 
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the purposes for which indebtedness may be incurred. The use of state credit is 
now generally prohibited for private benefit. Road construction, parks, welfare 
institutions, relief, and veterans’ bonuses are major purposes for issuing state 
bonds. Wey 

Because of the clause in the Federal Constitution that prohibits a state from 
passing legislation impairing the obligation of a contract, a state cannot repudiate 
or alter the character of a debt validly incurred. But this gives no actual protec-. 
tion to bondholders in the absence of the ability to sue a state for repudiation. 


TAXING POWER OF STATES. As the credit of a state is based primarily 
on its tax resources, its taxing powers and the wealth within its territory are of 
supreme importance in judging the soundness of its obligations. A state cannot 
tax property without due process of law, nor can it interfere with the taxing powers 
of the Federal government. With these exceptions, and allowing for tax-rate 
limitations imposed by their own constitutions, which can of course be removed 
by amendment, states are free to tax without restriction to service their debts. 

Important ratios in the analysis of state bonds are per-capita debt, ratio of debt 
to assessed property value (taking assessment methods into account), and the 
percentage of state receipts required for debt service. If a state borrows beyond 
the powers of its citizens to pay, it may default on its debt service. In such situa- 
tions, it may first apply its revenues to maintain its governmental functions before 
meeting any of its indebtedness. Hence, state debt should bear a reasonable rela- 
tion to the taxable property and taxable income of the state. A state may tax its 
own obligations held by its residents, provided the tax is not discriminatory and 
does not amount to an impairment of the debt contract. Thus, a state cannot 
levy a tax for the purpose of reducing the interest rate payable on its own obliga- 
tions. 


MUNICIPAL BONDS. Municipal bonds may be classified by the political 
character of the issuer as (1) county, city, town, or village; (2) special tax dis- 
trict; or (3) authority bonds. More important from the investment standpoint 
is the distinction between (1), general obligations for which the full faith and 
credit of the municipality are.pledged, and (2) limited obligations, which com- 
prise special assessment and ‘revenue bonds. 

Although judgments may be secured against municipalities that default on their 
obligations, this is ordinarily of little value to the bondholder because the courts 
in. most states will not permit attachment of municipal property required for the 
public service. Hence, holders.of such obligations must depend upon the ability- 
to-pay of the municipality, as shown by its budget, taxing power, and the value 
of the property upon which it may levy taxes, and upon its good faith as reflected 
in its debt record. It is also important to check upon the validity of the bond 
issue, for any legal irregularity may result in the inability of the bondholder to 
obtain payment. Municipalities may file plans for composition of debts under 
the Municipal Bankruptey Act. 

It must be remembered that municipalities overlap to a large extent. Counties, 
townships, cities, tax districts, and special assessment districts may embrace the 
same taxpayers. The financial troubles of Chicago during the early 1930’s were 
accentuated by the multiplicity of taxing authorities formed to cover the same 
area. Hence, the investment status of a municipal bond is affected by the debt 
incurred by overlapping political subdivisions, and statistics of debt and tax bur- 
dens should include all overlapping tax districts. 

The quality of municipal bonds varies widely with the economic character of 
the community, its population, its wealth and income, and the financial compe- 
tence of its administration. 
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TAX DISTRICTS. Special tax districts are generally created for a single gov- 
ernmental purpose, such as school districts, water districts, drainage districts, and 
road districts. These districts, for purpose of bond analysis, may be classified into 
two groups : (1) those that are permanent and created for a continuous, specialized 
administrative purpose, and (2) those that are more or less temporary and are 
formed to provide a single public improvement. The most numerous of the first 
class are the school districts; of the latter, irrigation, drainage, levee, and similar 
districts. Limitations upon municipal indebtedness imposed by state law have 
encouraged creation of tax districts. 


SPECIAL ASSESSMENT BONDS. Improvements that affect only parts 
of a municipality are sometimes financed through special assessments upon the 
property affected, and bonds are issued against these assessments. Such bonds are 
usually inferior to general obligation municipal bonds, because of the limited source 
of revenue available to provide debt service. But funds may be provided by the 
municipality if collections from the special assessments do not suffice to service 
the bonds, if provision is made for such contributions in the enabling legislation. 


REVENUE BONDS. An increasingly important group of bonds that enjoy 
tax exemption like other state and municipal obligations are revenue bonds. Such 
obligations are serviced from the revenues of publicly owned facilities rather than 
taxes. They are issued by states, municipalities, or authorities or districts set up 
by state law. 

Originally issued for bridges and toll highways, large issues of revenue bonds 
have been put out in recent years to finance public ownership of turnpikes, elec- 
tric light and power, transit, and other public utility properties. Because they 
are not subject to Federal income taxes, because in most states they can raise rates 
without approval of regulatory commissions, because interest charges are low 
owing to their tax-exempt status, and because they operate as a rule without 
competition, public bodies that issue revenue bonds for the most part enjoy a 
strong credit position. 

Among. the factors to be considered in analyzing revenue bonds are (1) sources 
of revenue, (2) maturity provisions, (3) application of revenue, (4) protective 
covenants, (5) provisions relating to the issuance of additional bonds, (6) extent 
to which the facilities fill an economic need, and (7) competing facilities. 

An important group of bonds with special characteristics of their own are 
obligations of public housing authorities. They differ from revenue bonds 
properly so called because they usually depend upon grants from Federal, state, 
or municipal governments, rather than rents collected, for debt service. These 
grants, in turn, generally come from tax collections. 


INVESTMENT FACTORS RELATING TO MUNICIPAL BONDS. 
Underlying considerations in the analysis of municipal bonds are: 


1. Size and importance of the municipality. 

2. Relative permanence and rate of growth of its population and resources, in- 
cluding its geographical location, transportation facilities, industries, commerce, 
and so on. 

3. Co-extensive and overlapping political subdivisions. 

4. Percentage of net debt (debt other than obligations sold for self-supporting 

projects and sinking funds) in relation to assessed valuation of taxable property 

(making allowance for assessment methods in use). 

Net debt per capita. 

State limitation on tax rate levied for debt service. 

Relative property tax rate. 

Debt limitations imposed by state law. 

Legality of the issue. 


OW MIAN 
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Since individual, and even institutional, investors are not usually in a position to 
evaluate properly municipal bonds, certain credit investigating agencies, such 
as Dun and Bradstreet, Inc., New York, compile reports on such bond issues and 
rate them in relation to the considerations enumerated. 


MARKETING OF STATE AND LOCAL GOVERNMENT ISSUES. 
The process of bringing tax-exempt issues to market is described by Robinson 
(National Bureau of Economic Research, Post-War Market for State and Local 
Government Securities) as follows: 


Once a state or local governmental unit has completed the necessary legal steps 
that authorize it to borrow money, the marketing process follows a fairly standardized 
pattern. If, as is usual, the issue is to be sold by competitive bidding,* the intention 
to borrow is announced formally (informal news has already been circulated im most 
cases) and bids are invited. In the somewhat rarer case of a negotiated offering, a 
consultant or an investment banking house is engaged as a financial adviser. If an 
investment banking house acts as the adviser, it may also organize the underwriting 
syndicate. This dual role, however, is frowned on by some critics. In the more com- 
mon case of a competitive sale, the second phase is that of the organization of groups 
for the purpose of bidding on the issue. The third stage, which almost always follows 
hard upon the award of the bid to the group offering the lowest borrowing cost, is 
the reoffering of the securities by the successful bidders to ultimate investors. 


1 In the year 1957, 86% of the public offerings were sold through public sealed bids, 
12% through negotiated sales, and 2% were placed directly—largely with state and 
local government pension funds. [IBA Statistical Bulletin, No. 6, January 1958, 
p. 8.] 


Municipal bonds are sold primarily over the counter. Commercial banks, as well 
as many dealers that specialize in making a market for this class of securities, play 
an important role in the marketing of tax-exempt issues. In a number of markets 
the full-lot unit of trading is $10,000 par value. Many municipal bond issues, even 
of larger municipalities, are for relatively small amounts, being issued for a par- 
ticular improvement. 

The secondary market for State and local issues is an integral part of the or- 
ganizational structure of the new issue market. Many of the dealers that under- 
write tax-exempt obligations also maintain trading departments. An important 
source of information on issues available in the secondary market is the Blue List. 
Other important sources of information are, in addition to the various credit 
agencies, The Daily Bond Buyer, The Weekly Bond Buyer (these last two being 
publications of The Bond Buyer, New York), and the Investment Bankers’ 
Association of America (Washington, D.C.). 


INVESTORS IN STATE AND LOCAL OBLIGATIONS. The major 
investors in State and local issues at the end of 1962 were (figures in billions of 
dollars) : 


Commercial’ Banks=; 06) eee ee 248 
Fire and Casualty Companies ................ 9.7 
Life Insurance Companies .............02..0. 41 
Mutualtsavings) Banks ees. ee ae ete 0.5 
State and Local Retirement Funds ........... 40 
Nonfinancial Corporations }..)...27..!.7.. 10! 34 
Individuals and ‘Others’? 9.5) = se 32.4 

78.9 


Commercial banks have become the largest buyers of State and local issues in 
recent years. During both 1962 and 1963, commercial banks added to their port- 
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folio over 80% of the net yearly increase in State and local obligations. These 
large investments were due largely to the sizeable inflow of savings deposits to the 
commercial banks and the pressure on them to invest these deposits in high after- 
tax yielding assets. Years ago most commercial bank investments in State and 
local obligations were concentrated in issues with short maturities but in the more 
ee period banks have invested sizeable amounts in issues with longer matu- 
rities. 

Fire and casualty insurance companies are also substantial investors in State 
and local issues. These institutions are subject to the maximum income tax rates 
so that investment in tax-exempt issues considerably limits their tax liability. 
Holdings of tax-exempts may also be counted by fire and casualty companies as 
part of their liquidity position. The yearly takedown by these companies has in 
recent years been about 20% of the net yearly increase in State and local debt, 
and they have not restricted their commitments to any maturity category. 

Although individuals, mainly those in high tax brackets, hold a large part of 
the State and local debt, their participation in this market has been declining. 
During the past decade, individuals have been sizeable investors only at times of 
high interest rates. In 1962-1963 they were virtually eliminated from the market 
as large buyers because of the aggressive participation of the commercial banks. 

Life insurance companies and mutual savings banks have not been active 
participants in the tax-exempt market since they are not in a position to take 
complete advantage of the tax exemption feature. Both institutions have also 
been faced with strong demands for credit from the private placement and mort- 
gage markets. 

State and local retirement funds were formerly substantial investors in the 
securities of their own governments. However, the need to place these funds on 
a sound actuarial basis has forced many of them to liquidate some of their tax- 
exempt holdings in favor of higher yielding assets. 

_ Business corporations restrict most of their investment in tax-exempt issues 
to short maturities. Tax-exempt issues do not comprise a significant percentage 
of the liquid assets held by business corporations. 


METHODS OF REPAYMENT. Municipal bonds are generally repaid by 
one of two methods: (1) through the operation of a sinking fund or (2) by 
serial, that is, installment repayments. In rare instances payment is made at 
maturity either from current municipal revenues or by refunding through a sale 
of a new issue. Most American municipalities use the serial method of debt re- 
demption. Under this system, the bonds of a single issue are divided into a num- 
ber of different maturities, which are paid off out of current revenues. Prevalence 
of serial maturities explains why these bonds are usually quoted on a yield, rather 


than a price, basis. 
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FORMS OF BUSINESS ORGANIZATION 


Selecting the Proper Form 


FACTORS IN CHOICE OF FORM. A business concern may assume one 
of the following forms of organization: 


Individual or sole proprietorship, 
General partnership. 

Special or limited partnership. 
Syndicate or joint venture. 
Business or Massachusetts trust. 
Mutual or cooperative. 

Joint stock association. 
Corporation. 


Special forms of business organization that have developed under the influ- 

ence of Federal income tax law are qualified real estate investment trusts and 
professional corporations and associations. Business trusts (other than real estate 
investment trusts) and joint stock associations are largely of historical interest 
and not apt to be chosen under present statutory procedures that make the cor- 
porate form readily available and quite flexible. 
- There is no single rule to be followed in selecting the most suitable form of 
organization for a particular enterprise. Each form has advantages and disad- 
vantages that must be weighed in their relation to the business concerned. The 
following brief discussions of major factors to be considered in choosing the 
most advantageous form of organization will make this apparent. 


Financing. Whether a business is to be financed privately or publicly is always 
important. Public financing through the sale of participations in ownership 
requires a form of organization in which ownership may readily be divided into 
transferable shares. Freedom from personal liability for shareholders, apart from 
their initial investment, is also necessary to make the shares marketable. If 
capital is to be obtained through sale of long-term evidences of debt, the organi- 
zation should promise a length of life in excess of the maturity of the debt. On 
the other hand, if the business is one that will be privately owned by one or just 
a few persons, an organization having share capital may be too cumbersome, or 
be subject to higher taxes than one of the simpler types such as the individual 
proprietorship or partnership. 


Taxation. Because of the high level of Federal individual and corporate in- 
come taxes, taxation is often the most important factor. A few basic considera- 
tions are touched on here and others in the discussions below dealing with the 
specific forms of organization. 

If the business is to be conducted in corporate form, or in a form that is treated 
as a corporation, a new taxable entity has been created, subject to tax on its net 
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income. Since salaries are tax-deductible, the tax burden can be divided between 
the corporation and its shareholder-employees. If the amounts involved are 
large and the individual tax rates of the owners quite high, there may be a sub- 
stantial advantage in paying a corporate tax and retaining a large part of the 
income in the business instead of incurring individual tax liability on the entire 
income, as in a proprietorship or partnership. To be borne in mind, however, are 
the penalty taxes applicable to the undistributed income of corporations. More- 
over, the income of the corporation will be subject to a second tax when it is 
paid out as a dividend or when reflected as a capital gain on the sale of corporate 
stock at a profit. A collateral benefit of incorporation is the availability to 
stockholder-employees of various tax-favored employee benefits, such as par- 
ticipation in qualified pension and profit-sharing plans and fringe benefits. 


Liability. The extent of the personal liability of the proprietors of a concern 
to its creditors may be a vital consideration. Should a business venture fail and 
its assets prove insufficient to pay its creditors, the possibility arises of recourse 
to personal assets of the owners. If a business entails great risk, the corporate 
form, wherein creditors may look for payment to the business assets only, will 
be favored. However, a corporation without substantial capital may not be able 
to obtain bank financing without the personal guaranty of the stockholders. 
Such a guaranty is usually limited in amount. 


Continuity. To enjoy continuous existence, a business must not be terminated 
by the transfer of an owner’s interest, whether by sale, gift, death, or operation 
of law. Usually this characteristic is found only in organizations providing for 
transferability of shares. Continuous existence is an outstanding legal char- 
acteristic of the corporation. If capital is to be borrowed on long term, this factor 
is essential. Though a partnership usually terminates as a matter of law upon 
the death or withdrawal of one of the partners, continuity can be achieved 
through provisions in the partnership agreement. Common provisions are those 
for continuation of the business by the remaining partners and payment for the 
former partner’s interest. A closely held corporation, on the other hand, may 
in fact lack the continuity it appears to have due to its corporate form; for the 
death of a major stockholder may require dissolution of the corporation unless 
some provision has been made for the sale of his interest to the corporation, 
surviving stockholders, or outsiders. 


Ease of Formation. In small concerns with limited capital, or in a business 
whose duration is expected to be short, ease of organization may be an impor- 
tant factor. Incorporation entails legal procedures which customarily require 
the services of an attorney. Under modern procedures, however, the formation 
of a corporation is not usually a complicated task. On the other hand, a partner- 
ship agreement relating to a business of any substance should also, as a matter of 
normal business prudence, be prepared by an attorney. 


Management. In business concerns having many co-owners it is not practical 
for all to exercise direct responsibility in the routine details of management, for 
bedlam would result. It is necessary, therefore, to choose a form of organization 
in which management is carried on by representatives of the owners. In a cor- 
poration, the stockholders elect a board of directors who have ultimate respon- 
sibility for directing the business. The directors, in turn, elect the officers of the 
company who manage operations subject to policies approved by the board. 
Direct management by owners is usual in partnerships, in smaller corporations 
whose stockholders are also directors and officers, and, of course, in the indi- 
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vidual proprietorship. Such direct management by the owners may be impor- 
tant where risk is great, or where success depends upon the personal contacts or 
attributes of the owner. 


Variety of Proprietary Interests. A major advantage of the corporate form 
1s the ability to create different classes of owners by classifying the capital stock. 
This may involve not only common and preferred stock, but also variations, 
within each category, in dividend, voting and other rights. This flexibility makes 
it possible to serve a variety of investor interests in the enterprise. 


CHANGING THE FORM. Concerns beginning business as sole proprietor- 
ships or partnerships often become corporations when growth or changes in per- 
sonal situations make it desirable or necessary to obtain the liability, tax, con- 
tinuity, management or financing advantages of the corporate form. Estate tax 
problems and the ability to sell stock to pay such taxes when they become pay- 
able have led to incorporation of many larger partnerships and proprietorships. 

If it is anticipated that a newly organized business may have initial losses 
because of heavy starting-up expenses, it may be desirable to begin as a pro- 
prietorship or partnership, so that these losses will be reflected in the individual 
tax returns of the proprietor or proprietors. On the other hand, the Internal 
Revenue Code permits certain corporations that can qualify as small business 
corporations under Subchapter S of the Internal Revenue Code to elect to have 
their income and operating losses reflected directly in the income of the share- 
holders. Those making the election are frequently referred to as Subchapter 
S Corporations. This option may be advantageous during a period of initial 
losses. Basic requirements are that the corporation must have not more than 
10 stockholders, each of whom must be an individual or an estate of a deceased 
individual, and must have only one class of stock; not more than 80% of its 
gross receipts may be derived from sources outside the United States; and not 
more than 20% of its gross receipts may be from investments. 


Individual Proprietorships and Partnerships 


INDIVIDUAL PROPRIETORSHIPS. When an individual engages in 
business as the sole owner, the business does not exist apart from the owner. He 
alone can make ultimate decisions of management, the debts of the business are 
his debts, and his personal assets are equally subject with those of the business 
to attachment by creditors. 

The proprietor may conduct business and have access to the courts in every 
state of the union. A proprietor’s credit is his personal credit, which may limit 
borrowing except where the loans can be well secured. No formality is asso- 
ciated with the proprietorship’s creation, and the nature of its product or serv- 
ice can be changed at the whim of the owner. Although the sole owner suffers 
all losses he also receives all profits, a powerful incentive for the closest attention 
to management. An individual proprietor can do business under a trade name, 
which must, however, be registered in any state in which the business is conducted. 
As the simplest form of organization, the proprietorship suffers from the de- 
fects of instability, lack of continuous management, and financing difficulties. 


GENERAL PARTNERSHIPS. A general partnership is an association of 
two or more individuals as co-owners of a business, with each of the partners 
having unlimited liability for the debts of the business. It is a contractual 
relationship. The contract may be oral or written. To meet the requirements 
of the Statute of Frauds in most states, a partnership agreement for a term of 
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more than one year must be in writing to be binding as between the parties. An 
oral partnership agreement on which the parties have acted has been held to be 
a partnership at will. Apart from these technical considerations, it is important, 
as a matter of business prudence, to reduce the agreement to writing. 

A partnership contract will be implied to exist where it can be shown that 
two or more persons share the profits and, in addition, share the losses, or exer- 
cise a joint control, or have a common investment. Although the partnership is 
a common law form of organization, many of the states have adopted statutes 
governing the relationship of partners to one another and to those with whom 
the partnership may have dealings. The Uniform Partnership Act has been 
adopted by most states and the District of Columbia. 

The laws of some states permit partnerships to sue and be sued as firms. The 
New York Civil Practice Act and Rules permits all partnerships to sue or be 
sued in the firm name, and process to be served upon any one or more partners. 
In such cases, judgments secured against a partnership may be collected out of 
property of the firm or of each partner upon whom a summons has been served. 
Real estate is held in the names of the partners, in the name of an individual 
partner who then holds title in trust for all, or in the firm name. The partnership 
may operate under a trade name not containing the names of any or all the 
partners. Like the individual proprietorship, a partnership may change the na- 
ture of its business activities at the discretion of the partners, and may enforce 
business contracts in any state without first having obtained a license to do busi- 
ness there. 


Management. Each partner is a general agent for his partners, and a. part- 
nership may be held to contracts executed by one partner. This is true even if 
a contract is made in violation of the partnership agreement, unless it can be 
shown that the outside contractor had previous notice of a limitation of the au- 
thority of a partner. However, if an unauthorized contract is outside the 
usual scope of the partnership’s business, e.g., borrowing money on the part of 
a law firm, it will not be enforced against the partnership unless signed by all 
the partners—the unusual nature of the contract being deemed sufficient to 
put upon the other party the burden of making inquiry as to the authority of a 
contracting partner to bind his firm. 


Sharing of Profits and Losses. Unless otherwise specified in the partnership 
agreement, profits and losses of the partnership will be shared equally,-regardless 
of the amount of capital investment by each partner. Disputes among partners 
as to sharing profits, or any dispute requiring an accounting, are settled in a 
court of equity. 

Each partner is in effect a trustee of the firm’s assets, including such in- 
tangibles as knowledge of opportunities for the firm to make profits. This trustee- 
ship will be strictly enforced by the courts. 


Liability of General Partners. Each of the partners is liable for all of the 
debts of the business. Judgments against the firm that are not satisfied from the 
firm’s assets may be executed against the assets of individual partners. If one 
partner is required to pay more than his fair share, courts of equity will give 
him a right of contribution against his co-partners for the excess. In equitable 
proceedings for the final settlement of the accounts of insolvent partnerships, 
the courts follow a procedure known as the Rule of Marshaling. Briefly 
stated, this rule provides that’ firm creditors must first exhaust the business assets 
before they may satisfy their claims out of the personal assets of individual part- 
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ners, and personal creditors of the partners have a claim against personal assets 
ahead of firm creditors. 


_The Partnership Agreement. The features of a general partnership men- 
tioned above prove the need for a written partnership agreement. A partnership 
ceases to exist when any member withdraws, dies, or is legally incapacitated, 
and immediate dissolution results unless there are agreements to the contrary. 
Even while a partnership is in existence, disputes may arise over matters that, 
had pertinent agreement been reduced to writing, would not have caused trou- 
Be Some of the matters that should be included in a partnership agreement 
ollow: 


1. Names of partners and the firm name. 
2. Kind of business to be conducted. 
3. Capital contribution of each partner. 
4. Duration of the partnership contract. 
5. The time to be devoted to the business by each, and any limitation upon out- 
side business interests, 
6. Method of dividing profits and losses. 
7. Restrictions upon the agency powers of the partners. 
8. Salaries to be paid partners, or limitations upon the withdrawal of profits. 
9. Method of admitting new partners. 
10. Provision for insurance on lives of partners for benefit of firm. 
11. Procedure to be followed in voluntary dissolution. 
12. Procedure upon death or withdrawal of partner, including method of valuation 
of tangible assets and good will, and provision for continuation of the busi- 
ness by the remaining partners. 


Advantages and Disadvantages. The partnership form of organization is 
superior to the proprietorship because it permits several persons to combine their 
resources and abilities to conduct a business. It is easier to form than a corpora- 
tion, and retains a personal character making it more suitable in professional 
fields. 

Among smaller and middle-sized businesses, the partnership enjoys consider- 
able vogue. The unlimited liability of partners, the relative instability of the 
form, and the difficulty of attracting outside capital are, however, important dis- 
advantages to consider. 

Partnerships as such pay no Federal income tax, although they are required 
to file a return; individual partners pay personal income taxes on their shares 
of the profits. The Internal Revenue Code, however, recognizes the allocation 
among the partners, pursuant to the partnership agreement, of particular items 
of income or loss, unless the “principal purpose” of making such allocation is the 
avoidance or evasion of income tax. Partnerships are free from state corporate 
income and franchise taxes but some states have an unincorporated business 
tax. The difference in tax burden with the corporate form and with the partner- 
ship form must. be computed separately for each business. Further, the Internal 
Revenue Code permits certain unincorporated businesses to elect to be taxed as 
corporations, and in some instances they may be taxed as such whether or not 
they make the election, as will be seen in the discussion below of “Taxation of 
Limited Partnerships”; and on the other hand in a provision much more widely 
applied, Subchapter S Corporations, as mentioned above on page 3, are 
permitted under the Code to be taxed as partnerships. There are many tax 
factors that must be considered. 


LIMITED PARTNERSHIPS. A limited partnership may be defined as 
an agreement between one or more general partners, and one or more special or 
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limited partners whose liability is limited to the amount of their capital invest- 
ment in the firm. A limited partnership, like the general partnership, is a con- 
tractual form of organization, but unlike the general partnership it is not a 
common law form of organization. Statutory authority is required to make the 
terms of the contract effective against creditors. New York adopted such a 
statute in 1822, and now all the states have limited partnership statutes. More 
than forty states and the District of Columbia have adopted the Uniform ! 
Limited Partnership Act. 


Statutory Requirements. The statutes of the various states relative to the 
formation of limited partnerships differ slightly as to the procedure to be fol- 
lowed. The usual requirement is that a formal agreement be drawn for the sig- 
nature of all partners. It should show clearly that it is to be a limited partnership, 
the amount of the contribution to capital of each partner, and a designation of 
each partner as “limited” or “general.” The statutes require that the agreement 
be filed with a designated public officer, usually the county clerk or recorder of 
the county where the principal office is to be located. There may also be a re- 
quirement that the agreement or a notice be published in newspapers. 


Operation. In a limited partnership the limited partner or partners may 
exercise no voice in the management. If they could do so, creditors might be 
misled to assume they were general partners. Limited liability is enjoyed by 
special partners only if the firm is registered as a limited partnership. If business 
is to be conducted in two or more states, therefore, limited ‘partnerships are 
formed under the statute of each state with the same firm members. It is un- 
wise to use the name of a limited partner in the firm’s name unless this is per- 
mitted by statute, because those dealing with the firm may infer that he is a 
general partner and the courts may hold him liable accordingly. 


Taxation. According to Federal income tax regulations, an association is 
taxable as a corporation if it has more than two of the following characteristics: 
continuity of life; centralized management; liability for debts limited to the 
property of the organization; and free transferability of interests. A limited 
partnership has centralized management since such rights are given to the gen- 
eral partners. If, however, a limited partnership has a general partner who has 
substantial assets (other than his interest in the partnership), the income tax 
regulations recognize that limited liability does not exist. If, in addition, the firm 
either terminates on the death of a general partner or the interests of the part- 
ners are not freely transferable, the organization will be taxed as a partnership. 


Advantages. The feature of limited liability may attract capital contributions 
from persons who would otherwise hesitate to become partners. This form ap- 
peals also to persons unable or unwilling to participate in management. The 
limited partnership provides a method by which an elderly partner may with- 
draw from active participation in the business but retain an investment without 
risking his entire estate. A number of New York Stock Exchange firms are limited 
partnerships for these reasons. Limited partnerships are also frequently used as 
vehicles for theatrical productions. 


Syndicates, Business Trusts, and Joint Stock Companies 


SYNDICATES. A variation of the partnership form of organization is the 
syndicate. It is of short duration if it is formed to carry out a venture that can 
be completed in a brief period, like the underwriting of a security issue. But it 
will be of long duration if the purpose requires it. 

The syndicate agreement usually vests the powers of management in one or 
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two of the members and limits liability of each member to a specific participa- 
tion. The limitation of liability, whereas binding among the participants, would 
not be valid as against a creditor without knowledge of it. Since participation in 
management is not required, the agreement may specify conditions under which 
a member can withdraw. The syndicate continues after the death of a member, 
unless his participation proves necessary to the success of the undertaking. Al- 
though of ancient origin, the syndicate form is now used principally in connec- 
tion with security offerings and real estate transactions, the latter being more 
fully discussed below. Investment bankers form syndicates or groups to divide 
the risk of purchasing issues of securities from an issuing corporation for resale 
through a larger selling group to the public. 

The majority view of the courts is that a corporation may not become a mem- 
ber of a partnership or syndicate in the absence of authority to do so by statute 
or charter. Such status is considered to be inconsistent with the management of 
the corporate affairs by a board of directors chosen by the stockholders. On the 
other hand, courts have upheld the participation of corporations in joint ventures, 
which has become common. In most instances, however, corporate joint ventures 
have taken the form of joint ownership of subsidiary corporations. The New 
York Business Corporation Law gives New York corporations the general power 
to become members of partnerships and joint ventures. 


REAL ESTATE SYNDICATES. All of the several forms of organization 
through which one or more promoters and a group of investors join in a real 
estate venture are commonly referred to as “real estate syndicates.” Syndicates 
with participations of $5,000 or $10,000 or multiples thereof, have been widely 
utilized. Their relatively high yield has made them interesting to many investors, 
and the depreciation and other tax deductions that they usually give have made 
them particularly popular with higher tax bracket investors. 


Forms of Organization. “Real estate syndicates” have taken a variety of 
forms. Most real estate syndicates have been organized as limited partnerships 
with the promoters as general partners and the investors as limited partners. As 
has been previously noted, the partners of a limited partnership will be taxable 
upon their shares of the net income of the partnership, if the characteristics of 
an association taxable as a corporation are avoided. Syndicates that started out 
as limited partnerships have sometimes been grouped into a public corporation 
by the exchange of partnership interests for stock. Another form of real estate 
syndicate is that of a qualified real estate investment trust, discussed here- 
after. Such a trust distributes its net income and a person owning a beneficial 
interest is taxable as though he were the direct recipient of his share of the net 
income of the trust. In some instances real estate ventures have been organized 
in corporate form with the promoters receiving stock and the investors receiv- 
ing stock and instruments of indebtedness, such as debentures. There is, how- 
ever, a risk that for tax purposes the interest on the instruments of debt will be 
treated as a dividend. 


Federal and State Regulation of Public Offerings. Whatever the form of 
a real estate syndicate, it is subject to Federal and state statutes regulating the 
issuance and sale of securities. The Securities Act of 1933 includes as a security 
a unit of beneficial interest in a trust or a limited partnership interest. The state 
“blue sky laws” are also applicable to beneficial interests in real estate syndi- 
cates. Because of increased public participation in such syndicates, New York 
State in 1960 passed an amendment to its securities law specifically applicable 
to the registration of offerings of real estate syndicates. 


12-8 FORMS OF BUSINESS ORGANIZATION 


BUSINESS TRUSTS. This form of organization, also known as a Massa- 
chusetts trust, was first used in that commonwealth for the purpose of holding 
and dealing in real estate, a development which came about because the Massa- 
chusetts law (prior to 1912) prohibited the formation of a corporation for this 
purpose. It also is called a voluntary association, express trust, or common 
law trust. The last term is more precise because the business trust is an adapta- 
tion of the common law trust to business use. In a business trust, legal title to 
business property is vested in trustees who hold and manage it for beneficiaries 
(cestuis que trustent), who are nominally the contributors or successors to the 
contributors of the capital used to create the trust. Because of the close analogy 
to a corporation, and because each beneficiary receives a transferable certificate 
of beneficial interest evidencing his participation, these beneficiaries are popu- 
larly called shareholders, and the unit of participation is referred to as a share 
or trust share. 


Method of Formation. A deed of trust should cover the following essentials: 


Names of trustees. 

. The duration of the trust. 

. Provision for disposition of trust property upon termination. 

Provision for appointment to vacancies among trustees. 

. Description of property to be transferred to trustees. 

. Directions as to management of trust property. 

Directions as to sale or transfer of trust property. ; 

. Provision for the sale of trust shares whereby others may become contributors 

to the trust capital. 
9. Provision for the transfer and registration of trust certificates. 

10. Directions for the inclusion of a clause in all contracts stipulating that trustees 
and shareholders may not be held liable and that creditors may look to the 
trust property only for payment. 

11. Any other provision for the conduct of the trust, such as for limitations on the 

powers of trustees, remuneration of trustees, distribution of trust income to 

the shareholders, and limitations upon salaries of employees. 
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Preparation of a deed of trust requires great care and skill. Close attention 
must be paid to the common law and statutes of the state in which it is formed. 


Trustee and Shareholder Liability. Trustees are liable for business debts 
unless they expressly disclaim liability at the time of making contracts and pro- 
vide specifically in the contract that creditors may look to the trust fund only 
for payment. The execution of a contract “as trustee,” even if the name of the 
trust 1s added, will generally not suffice to avoid personal liability. 

The legal position of shareholders is less clear. The courts of the several states 
are not in agreement as to the legal status of a trust. Some states regard it as a 
partnership, and some others are inclined to treat it as a de facto corporation, 
with resultant freedom of shareholders from partnership liability. In the ma- 
jority of the states in which the question has been decided, the view of the courts 
is that shareholders are personally liable only if they are entitled to control the 
management of the business by the trustees but the decisions differ as to what 
constitutes such control. In any event liability on contracts with third persons 
can be limited if the limitation is clearly stipulated in the contracts. 


Length of Life. The common law and the statutes of most states, with few 
exceptions, forbid the creation of perpetual trusts or trusts for a term of years, 
unless the term is limited in the main to the life or lives of specified persons. 
Exceptions to this rule are commonly provided for pension trusts, insurance 
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trusts and voting trusts, and business trusts. However, some time limit should 
probably be placed on the duration of a business trust to avoid any question 
as to its legality. The New York statutes provide that such a trust may continue 
for such time as may be necessary to accomplish its purposes, except. that the 
trust instrument must provide that the trust may be terminated at any time by 
action of the trustees or by affirmative vote of a specified percentage of its 
beneficiaries. 

The New York statutes, although generally providing that the right to income 
of a trust is nontransferable, have a specific exception applicable to beneficial 
interests in a business trust evidenced by transferable certificates. 


Tax Status. A business trust will normally be taxed as a corporation for both 
Federal and state income tax. In some states, including New York, the business 
trust is subject as a corporation also to a franchise tax. 


Advantages. 


1. Stability during the life of the trust, since duration is not affected by death 
of or transfer of the interest of a member. 

2. Transferability of ownership and freedom from personal liability, which facil- 
Itates aggregation of capital. 

3. No limitations upon the type of business in which it may engage. 

4. Concentration of management powers in a small board of trustees. 


Disadvantages. 


1. Possibility of being taxed as a corporation. 

2. Uncertainties concerning legal questions, because of the limited number of 
relevant judicial decisions. 

Limitations upon the length of life. 

. Possibility of shareholders incurring personal liability. 

Possibility of being regulated as a corporation, some states requiring qualifica- 
tion as a foreign corporation in order to do business, and the certificate to be 
treated as a security subject to state “blue sky laws” as well as Federal statutes 
and regulations. 


REAL ESTATE INVESTMENT TRUSTS. The Internal Revenue Code 
gives special tax treatment to a real estate investment trust which elects to qualify 
for such treatment. Qualification requirements cover beneficial ownership, in- 
come, assets, and assurance that it be a widely held trust receiving passive real 
estate income. The trust must be an unincorporated trust or association man- 
aged by one or more trustees, having transferable shares or certificates held 
beneficially by at least 100 persons and holding no property for sale to customers 
in the ordinary course of its business. Fifty per cent or more of the beneficial 
interest in the trust may not be held by 5 or fewer individuals. Several additional 
requirements are designed to assure that the trust’s role will be that of an in- 
vestor as distinguished from an active manager of property. These, of course, do 
not restrict the trustees in the management of the internal affairs of the trust 
itself, in such as the selection of tenants, the making and renewal of leases and 
handling of questions relating to taxes, interest, and insurance. 


or Ho 


Tax Status. A qualified real estate investment trust’s income is subject to 
corporate tax, except to the extent distributed. The beneficiaries are subject to 
ordinary income tax on amounts distributed to them, except that distributed 
capital gains are subject to tax at capital gains rates. Distributions by the 
trust are not treated as dividends in the hands of the recipient, so that any spe- 
cial credit, exemption, or deduction applicable to dividends is not allowable. 
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JOINT STOCK COMPANIES. This form of organization resembles a 
partnership, but ownership is divided into transferable shares and management 
is vested in a board of directors or managers. It is rarely used, because it pos- 
sesses few advantages over the corporation, and has the major disadvantage of 
possible unlimited liability of shareholders. The joint stock company 1s con- 
sidered not a legal entity and property, unless specifically permitted by a state 
statute, cannot be held in the firm name but in the names of shareholders. Since — 
that is impracticable, it is customary for the property to be held by the directors 
as trustees for the benefit of the company. 


Method of Formation. Preparation of the articles of association is all 
that is necessary for the organization of a joint stock company. A charter is not 
needed, although some states, including New York, require the filing of the agree- 
ment at a designated public office or offices. The agreement will ordinarily in- 
clude the following points: 


1. Name of the business. 

2. Enumeration of purposes, and restrictions upon the type of business. 

3. Location of principal office. 

4. Capital contribution, and type of shares to be issued. 

5. Provision for a board of directors, including term of office, elections, and re- 
strictions upon directors’ powers. 

Provision for stockholders’ meetings, and procedures for amendment of articles 
of association. 

. Duration, and dissolution procedures. 

Statement that shareholders waive powers of management and general agency. 
. Method of distribution of profits. 

. Provision for unrestricted transferability of shares. 


SP 
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Tax Status. Unless specified by statute, a joint stock company is not sub- 
ject to state corporation taxes. New York, however, treats it as a corporation 
for franchise tax, as does the Federal government for income tax. 


Advantages and Disadvantages. The tendency of states to pass regulatory 
statutes and to tax the joint stock company as a corporation, the applicability of 
Federal and state statutes regulating the issuance of securities, the application by 
the Federal government of corporate income tax, and the potential unlimited lia- 
bility attaching to ownership of shares, limit use of this form of organization 
(the principal example of its use in the United States was the great express com- 
panies, which were organized as joint stock companies before the modern cor- 
porate era). 


Mutuals and Cooperatives, and Professional Corporations 


MUTUALS AND COOPERATIVES. The principal examples of mutual 
organizations are mutual insurance companies and saving banks, which are con- 
ducted by trustees for the benefit of policyholders or depositors. The state laws 
under which mutual insurance companies are organized usually provide for 
directors to be elected periodically by policyholders. Trustees of mutual savings 
banks fill vacancies on the board by election. The same practices apply in the 
conduct of savings and loan associations and other mutual business organizations. 

In addition to consumer cooperatives designed to eliminate middlemen and 
secure the benefits of quantity purchases for individual consumers, there are 
producer cooperatives which have become an important factor in the marketing 
and occasionally in the processing of agricultural products. Of importance also 
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are organizations grouping large numbers of cooperatives. Cooperatives have 
been formed to provide electric and telephone service, especially in rural areas. 
A number of these have attained substantial size. 


Forms of Cooperative Organization. Cooperatives may assume two differ- 
ent forms of organization. One type is a simple unincorporated association sim- 
ilar toa partnership, except that members may be admitted and withdraw with- 
out dissolving the organization. Management is vested in a board of directors 
or in elected officers. The second type is incorporated either as a stock corpo- 
ration or a nonstock, nonprofit corporation. 

Most states have enacted statutes regulating cooperatives. Many of these 

laws are based upon a model bill for the organization of agricultural coopera- 
tives drawn up by the U.S. Department of Agriculture in 1917. The Federal 
government has promoted formation of agricultural cooperatives and has set up 
agencies to assist them with financing and in other ways. The board of directors 
is elected by the members, a limitation of one vote for each member being im- 
posed by most of the statutes. 
_ The Clayton Act and the Capper-Volstead Act exempt farm cooperatives sat- 
isfying certain requirements from the antitrust laws. However, if agricultural 
cooperatives act together with nonexempt organizations, they become subject to 
the antitrust laws. (Packel, The Law of Cooperatives.) Cooperative organiza- 
tions not specifically exempt from the antitrust laws are subject to such laws. 
(Associated Press v. United States, 326 US. 1 [1945].) 

In cooperatives that issue stock, dividends are usually limited by law to 
from 4% to 8% per year, the statutes of the states varying in this respect. In 
addition to dividends on stock, there are dividends on patronage. Patronage 
dividends may go to nonmembers who do business through the cooperative, but 
at a lower rate than that enjoyed by the members. Cooperatives are financed 
partly by sale of stock to members or membership dues. 


Advantages and Disadvantages. Mutuals and cooperatives differ from 
other forms of business enterprise in that they are not conducted for profit. In 
mutual insurance companies, excess income over expenses, losses, and reserves 
is returned as “dividends” to policyholders. In mutual savings banks, the surplus 
accumulated after the payment of interest-dividends serves as a protection to 
depositors. In consumer cooperatives, customers ordinarily receive rebates or 
“dividends” out of earnings, whereas in producer cooperatives the participants 
share the earnings. 

It is contended by business men that cooperatives are being artificially fostered 
by preferential tax treatment, both as to income tax and under the revenue 
laws. In 1962, legislation reduced the tax advantages of cooperatives and mu- 
tuals. Previously, cooperatives, whether or not exempt by statute, could arrange 
their affairs so that neither the organization nor its members would be taxable 
on the earnings of the organization. Under the Revenue Act of 1962, however, 
this freedom from tax is made conditional on the taxability of the members on 
the pro rata portions of earnings to which they are entitled. That year taxes 
were also raised on mutual savings banks and savings and loan associations. 

Disadvantages of cooperatives are the lack of the profit incentive, limited 
ability to raise capital as compared with corporations, and the difficulty of 
attracting top-notch executives to conduct cooperative enterprises that do not 
pay competitive salaries. Mutual financial institutions for the most part do pay 
salaries equal to those paid by comparable stock enterprises, so that this difficulty 


has been overcome by them. 
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PROFESSIONAL CORPORATIONS AND ASSOCIATIONS. Under 
the income tax law, a number of employee benefits, such as pensions and profit- 
sharing plans, are given favorable tax treatment, in that the employer obtains a 
current deduction, whereas the employee is either not taxable on the value of such 
benefits or else is taxable at a future date and probably at more favorable tax 
rates (see Sec. 19). The availability of these benefits is one of the advantages of 
incorporation, since the owners may become corporate employees. State law, 
however, has required that persons practicing professions, such as lawyers, certi- 
fied public accountants, doctors, dentists, engineers and architects, do so in an 
unincorporated form. 

In some instances, doctors have organized unincorporated clinics, with the 
members as employees, with a view to obtaining these tax advantages. More- 
over, in recent years a number of states have passed statutes permitting the 
creation of professional associations or corporations. These statutes vary as to 
provisions and professions covered. In general, however, they enable such an 
association, if it satisfies the requirements of the Federal income tax law, to pro- 
vide tax-deductible employee benefits to its members. Furthermore, it will not 
necessarily be subject to the corporate income tax if it elects, as a small business 
corporation, to have its income taxed directly to its members. 

An example of these statutes is the “New Jersey Professional Service Corpo- 
ration Act.” Under this law one or more persons licensed to practice a profes- 
sion may become shareholders of a professional corporation. However, persons 
rendering personal services still retain liability for wrongful acts committed by 
them or under their supervision. The corporation is liable up to the amount of 
its assets for negligent or wrongful acts of those rendering professional services on 
its behalf, but its assets may not be attached for the individual debts of its 
shareholders. The shares may be transferred only to another eligible person and 
with the approval of not less than a majority of the shareholders. The corpo- 
ration has unlimited existence until dissolved. 


Corporations 


CORPORATE ORGANIZATION. A corporation is a statutory form of 
organization. It owes its existence to the legislature of the state in which it is 
organized. Each state has enabling legislation which prescribes the manner in 
which a corporation may be formed, and strict adherence to these statutes is 
necessary not only as a prerequisite to its creation but as a continuing obligation 
during the whole period of its existence. 

A corporation is endowed by law with certain’ characteristics. It is a legal 
entity, distinct and separate from those who compose it, and as such it may exer- 
cise the powers conferred upon it by its charter in the same manner as an indi- 
vidual. It has continuity within the period of life specified in its charter, which 
in most jurisdictions may be perpetual. The members of the corporation, its 
shareholders, are not liable for its debts with certain exceptions. A number of 
states, including New York, Michigan, Massachusetts and Pennsylvania, impose 
a liability upon shareholders for wages and salaries owed to corporate employees. 
The shareholders participate only indirectly in its management through their 
elected representatives, the directors. A corporation is not a citizen under the 
provision of the constitution which reads that “the citizens of each state shall 
be entitled to all privileges and immunities of citizens in the several states,” and 
therefore may enjoy corporate privileges in a state other than that of its incor- 
poration only with that state’s permission. 
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Advantages and Disadvantages. Widespread use of the corporation as a 
form of business organization by the great bulk of all large and medium-sized 
enterprises results from a number of major advantages that it possesses. These 
are: 


1. Subject to minor exceptions, stockholders are not liable for the debts of the 
corporation, except to the amount of unpaid subscription on the stock. 

2. The division of capital into shares makes it possible to attract both small and 
large investors. 

3. Shares may be classified to vary the degree of risk assumed and to meet the 
desires of different classes of investors. 

4. By the use of voting and nonvoting shares, control may be retained with a 
relatively small investment. 

5. The transferability of shares facilitates the raising of large amounts of capital. 

6. A corporation has continuous succession, usually in perpetuity, facilitating 
borrowing. 

7. Its status as a legal entity makes it possible to hold property and maintain 
legal actions in its own name. 

8. Concentration of discretionary powers of management in a board of directors 
makes for efficiency. 


As in the case of each of the unincorporated forms of organization previously 
discussed, a corporation is subject to disadvantages which should be weighed 
before the decision to incorporate a business is made. These disadvantages are: 


1. The organization tax and other organizational expenses make it somewhat more 
costly to set up than other forms. 

2. A certificate of authority may be required, and usually a fee must be paid to 
transact business outside the state of incorporation. 

3. It is subject to income taxes that may increase the tax burden for smaller enter- 
prises. 

4. The business is limited to activities mentioned or implied in the charter, or 
those incidental thereto, but this difficulty can be minimized by providing for 
broad corporate powers in the charter. 

5. The owners tend to be separated from management. 

6. Burdensome reports are required by Federal and state governments. 


PROMOTION. Many corporate enterprises are brought into being by one 
or more promoters. The term “promoter” does not have any precise legal 
meaning. A good nonjudicial definition is: “A promoter is the person conscious 
of the possibility of transforming an idea into a business capable of yielding a 
profit, who brings together and holds together the various persons concerned, and 
who finally superintends the various steps required to bring the new business 
into existence.” (Dewing, Financial Policy of Corporations.) 


Functions of a Promoter. The functions of a promoter were long ago de- 
fined by a court as follows: 


In a comprehensive sense “promoter” includes those who undertake to form a cor- 
poration and to procure for it the rights, instrumentalities and capital by which it is 
to carry out the purposes set forth in its charter, and to establish it as fully able to do 
its business. Their work may begin long before the organization of the corporation, 
in seeking the opening for a venture and projecting a plan for its development and 
may continue after the incorporation by attracting the investment of capital in its 
securities and providing it with the commercial breath of life. (Old Dominion Cop- 
per Mining Co. v. Bigelow, 203 Mass. 159, 177 [1909].) 


Compensation. A promoter can be compensated in several ways. He may 
receive stock; an allowance of 10% of the initial capital stock is not unusual. 
Thus he shares the risk, for a time at least, of the enterprise he has initiated. 
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The professional promoter is not always interested in retaining his stock for 
long, since to realize a cash income from his efforts he must dispose of a large 
part, if not all, of the stock he receives after a promotion has been completed. 

To avoid diluting the stock in the early stages of the enterprise and to secure 
a possible larger eventual return, promoters may take their compensation in the 
form of stock options carrying the right to buy common stock at a stated price, 
usually a larger number of shares than they would have received had they ac- . 
cepted stock as compensation. 

If the promoter receives stock or a stock option, his tax treatment will de- 
pend on questions as to fair market value and whether he has income upon the 
receipt of the option or its exercise. Additional tax questions may involve the 
treatment of the promoter’s income as capital gain or ordinary income. 

Compensation may consist also of a contract to manage the business or, in the 
case of lawyers, engineers, and accountants, of professional retainers for their 
services. 

Promotion may involve large risks. There is danger that, after considerable 
time and money have been expended, the promotion may have to be abandoned 
because some factor will develop making it inexpedient to go further. This ex- 
plains why promoters seek large rewards for successful promotions. 


Legal Status. The relation of promoters to the corporations they promote has 
been defined in a long line of court decisions. A promoter of a corporation not 
yet in existence is not an agent, for there is no principal, nor is he a trustee in 
the ordinary sense, for he may not hold any property in trust. Nevertheless, the 
courts have held that a fiduciary relation exists between a promoter and the 
corporation, and many of the rules that apply to a trustee have been applied to 
his dealings on behalf of the new enterprise and in his final settlement with the 
corporation after it has been formed. Promoters are bound in their dealings with 
the new corporation to make a complete disclosure of all material facts arising 
out of the promotional service performed on its behalf. They may make no 
secret profits at the expense of the corporation. There is no objection to a pro- 
moter’s making a profit so long as full disclosure is made to a board of directors 
which is independent and not under the control of the promoter. If it is found that 
a promoter has made secret profits, the corporation may return property re- 
ceived and sue to rescind the contract, it may retain the property and sue for 
return of the secret profits, or it may sue for damages. 

A separate problem is the legal relationship of promoters to one another. 
Promoters of a venture may be treated as joint venturers as amongst them- 
selves and subject to equitable obligations to one another in dealing with the 
subject matter of the venture. The relationship may also be that of principal and 
agent, when one or more venturers are active on behalf of others. 

The Federal Securities Act of 1933 may directly affect the liabilities of a 
promoter if the corporation is being publicly financed and thus comes under 
the provisions of the act. The act requires statement of the names and addresses 
of “the promoters in the case of a business to be formed, or formed within two 
years prior to the registration statement.” Rulings of the Securities and Exchange 
Commission have defined what activities and relationship to the corporation con- 
stitute promotion for the purposes of the act. Both criminal and civil liability 
is incurred by one who wilfully violates any provision of the Securities Act or 
the rules and regulations made thereunder, or who wilfully makes an untrue 
statement or omits to state a material fact in the registration statement. The ac- 
tivities of a promoter may make him subject to statutory penalties if he partici- 
pates in the sale of securities without having first complied with the Act, or if 
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he sells securities with the aid of a prospectus or other oral or written com- 
munication which contains an untrue statement or omission of a material: fact. 
He may also be held liable to.a buyer of the securities if he signs the registration 
statement or if he is named in the statement as being or is to become a director. 

A promoter, even of a closely held corporation, may be liable to a purchaser 
or seller of stock under the Securities Exchange Act of 1934. Specifically, 
such liability may arise under section 10(b) of that act (and Rule 10B-5 of the 
S.E.C. promulgated under that section), forbidding the use of the mails or any 
instrumentality of interstate commerce to defraud or deceive a buyer or seller 
of a security, whether or not registered on a national securities exchange. This 
section and the rule promulgated under it have been construed by the courts as 
applicable to the purchase or sale of shares of closely held corporations. (Loss, 
Securities Regulation.) 

All states except Nevada have so-called “blue sky laws,” enacted to protect 
purchasers of securities. Promoters may be affected by these laws in their efforts 
to raise money within a state. Thus, filing or registration fees for security dealers, 
salesmen, and brokers are levied in most states, both as a revenue measure and as 
a regulatory device. A number require qualification of securities to be offered 
for sale, particularly those not listed on exchanges, through submission of factual 
statements to a state officer or commission before the issue can be sold legally 
in the state. (Loss and Cowett, Blue Sky Law.) 


PRE-INCORPORATION CONTRACTS. A new corporation may, once 
its organization has been completed, accept contracts made on its account before 
its incorporation. Acceptance of such contracts may be expressed or implied. 
If the corporation accepts the benefits of a contract, it is liable thereon without 
express recognition or formal acceptance. 


Liability of Contracting Parties. Parties who enter into contracts on be- 
half of a corporation yet to be organized will themselves be personally lable 
thereon, in the absence of an expressed understanding to the contrary, until as- 
sumption of the contract by the corporation. For example, a promoter who 
makes an agreement that an individual will be employed by a corporation may 
be liable for failure to organize the corporation. If there is any doubt as to 
ultimate organization of the corporation or its acceptance of the contracts, the 
promoters should make their agreements contingent upon such organization and 
acceptance of the contracts, if they do not want to assume personal responsibility. 
Otherwise, they may be sued individually for damages that could reach large 
sums. 


Agreements Among Incorporators. A contract among the incorporators 
of a business may be entered into, defining the nature of the proposed corporation, 
its purposes, and often details of its organization and management. 

Mere verbal agreement with regard to incorporation, if not carried out, usu- 
ally results only in the refusal of the aggrieved party to proceed further. Such 
agreements often do not furnish sufficient basis for litigation. Even formal agree- 
ments between promoters as to the provisions to be inserted into a charter can 
rarely be specifically enforced, and the only recourse of the aggrieved party is 
to refuse to participate in the organization of the corporation. If actual damages 
can be shown, a person damaged may bring suit against the offending parties for 
breach of contract. If a promoter fails to organize a venture, he may be under 
an implied obligation to return money collected by him. 

If the organization of a venture will require contributions by several parties, 
a written agreement may be necessary to delineate the commitments of the 
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various participants, the kinds of stock or other securities to be issued, as well as 
the state of incorporation and the provisions of the certificate of incorporation 
and bylaws, which sometimes are annexed in projected form. The period of 
time over which the commitments to invest in the new venture prior to its in- 
corporation are to extend should be specified. 

The statutes of a number of states make this subscription for shares of a 
corporation to be organized irrevocable for a period of time, such as six months — 
or one year, unless the subscription agreement provides otherwise or all the 
subscribers consent to its revocation. The New York Business Corporation Law 
provides for a period of irrevocability of three months. In the absence of 
pertinent statute, the courts are not in agreement as to the irrevocability of 
subscriptions to the capital stock of corporations to be organized. 


RAISING CAPITAL. In smaller promotions, the promoters or their repre- 
sentatives personally seek subscriptions from prospects to stock of the projected 
corporation. To promote a large enterprise, the procedure frequently followed 
is to incorporate and then offer the desired number of shares for public sale 
through investment bankers, who are compensated for their services. For issues 
of $300,000 and more offered for sale publicly, registration under the Securities 
Act and compliance with the provisions of that statute are required. A pro- 
spectus in the form specified by the regulations of the Securities and Exchange 
Commission must be provided subscribers to the stock, whether it is offered by 
promoters or by investment bankers. Deliberate misstatements or omissions of 
material facts subject those responsible to liabilities, both criminal and civil. 
For public offerings of less than $300,000, a notification must be filed with the 
S.E.C. and certain information as to the issuer given, including a financial state- 
ment, but the S.E.C. requirements are less rigorous for such an offering than for 
one for which registration must be made. (Loss, Securities Regulation.) 

It is not always necessary to wait until the securities of a new enterprise have 
been sold to the public before acquiring property and beginning business. A 
block of stock may be sold privately to the promoters or others before the under- 
writing, to finance initiation of the enterprise. If sold to a small group, such a 
private sale is exempt from the Securities Act registration and other require- 
ments in connection with security selling. (See discussion in Sec. 9.) : 

The scope of this exemption is not clearly defined. Normally, when a sale is 
intended to come within the private offering exemption the seller obtains from 
the purchaser a so-called “investment letter” in which the purchaser. repre- 
sents that he is acquiring the securities “for investment and not with a view to 
distribution or resale thereof.” The purchaser must, however, hold the securities 
for an undefined period of time, which some attorneys have suggested should be 
two years. Another problem is the number of persons to whom the securities 
may be offered. A rule of thumb sometimes followed is that the number of 
persons approached with a view to sale should not exceed 20 or 25. It should 
be noted that if the issue does not qualify as a private sale, the issuer faces 
not only action by the S.E.C. but possible suits for rescission by the purchaser. 

Another exemption under the Securities Act applies to intrastate offerings. 
This, too, may be a difficult exemption to satisfy. It is not available if there is 
a sale or offering of securities to a person outside the state of incorporation. Ad- 
‘litionally, the Act requires for this exemption that the issuer must conduct a 
substantial part of its business in the state of incorporation. 


CHOICE OF STATE OF INCORPORATION. If a corporation is small 
and expects to own property and operate principally in one state, the advan- 
tages of incorporating in that state will normally outweigh possible benefits of 
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incorporating in another state, such as wider powers or lower taxes, and then 
qualifying in the state of its principal business. If, however, the enterprise is 
large, business is to be done in a number of states, or ownership of real property 
is not involved, it would do well to compare the corporation and tax laws of a 
number of states before choosing a legal domicile. 

Organization taxes and fees and annual taxes are important considerations 
in the choice of the state of incorporation. Other considerations related to cor- 
poration laws which should be weighed by the incorporators are: 


1. Types of stock permitted; provisions as to cumulative voting; voting trusts. 
2. Possible limitations as to the portion of the consideration received for no par 
stock that may be allocated to capital surplus. 
3. Liabilities of stockholders, directors, and officers. 
4. Possible restrictions on holding stockholders’ and directors’ meetings outside the 
state. 
5. Restrictions upon kinds of business in which the corporation may engage. 
6. The degree to which the law has been tested and interpreted in the courts. 
7. Provision as to residence or stockholding by directors; classification of the 
board; change in number of directors; removal of directors. 
8. Provision as to issuance of stock and stock options to employees. 
9. Pre-emptive rights of stockholders as to newly issued stock. 
10. Enforceability in closely held corporations of stockholders’ agreements. 
11. Restrictions upon dividend payments from capital surplus, as distinguished 
from earned surplus. 
12. Procedure for increasing or decreasing capital stock. 
13. Ease of entering into mergers and consolidations with domestic and foreign 
corporations, 


The New York Business Corporation Law contains a number of provisions 
applying to domestic corporations that are applicable also to some foreign cor~ 
porations. These include provisions relating to dividends or distributions, the 
purchase of its own shares by the corporation, loans to directors, disclosure to 
the stockholders of certain corporate actions, voting trusts, and indemnifications 
of directors and officers. Foreign corporations are, however, not subject to 
New York statutory provisions if either: (1) the shares of such corporation are 
listed on a national securities exchange, or (2) less than one-half of its total 
business income for the preceding three years was allocable to New York for 
state income tax purposes. 


State Taxes. The principal state taxes levied specifically on corporations are 
the organization tax and an annual franchise or income tax. The organization 
tax of Delaware is relatively low, and is assessed on a sliding scale favorable to 
corporations of large capitalization. Starting from a minimum of $10, the Dela- 
ware organization tax at this writing is as follows: 


Capital Stock Fee 
Shares of stock with par value: 
Up to and including $2,000,000 1¢ per $100 
Over $2,000,000 up to and including $20,000,000 $200 plus %¢ for each $100 over 
$2,000,000 
Over $20,000,000 $1,100 plus %¢ for each $100 
over $20,000,000 
Shares of stock without par value: 
Up to and including 20,000 shares ¢ per share 
Over 20,000 shares up to and including 2,000,000 $100 plus %4¢ for each share 
shares over 20,600 
Over 2,000,000 shares $5,050 plus %¢ for eack share 


over 2,000,000 
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A $10,000,000 par value capitalization would require an organization tax of $600 
in Delaware, $5,000 in New York (%o of 1% of the total), and $2,000 in New 
Jersey (20 cents per $1,000), at this writing. In Arizona there is no organization 
tax, merely incorporation fees totaling about $100. 

Annual taxes upon corporations in Delaware are low also, and are based on 
authorized capital with special provisions for an alternative method of compu- 
tation for corporations having shares with par value below $100. The computa- 
tion giving the lower tax may be used. In our previous examples of a $10,000,000, 
$100 par value capitalization, the annual corporation tax in Delaware would be 
$55. Delaware has also a separate corporate income tax that does not, how- 
ever, apply to Delaware corporations having only a statutory office in the state. 
New York’s annual or franchise tax provides for alternative methods of compu- 
tation, including a percentage of net income, the corporation to select the method 
giving the state the largest amount of tax. A large number of other states have 
a similar method of fixing the annual tax of corporations within their jurisdic- 
tions. In some states, a tax must be paid on only the amount of capital em- 
ployed in the state. If a corporation does business in more than one state, it 
may be subject to taxation in each state in which it does business. (Beaman, 
Paying Taxes to Other States.) The District of Columbia and South Dakota 
have no annual tax. 


State Laws. Relatively favorable taxes are a factor to be considered in choos- 
ing the state of incorporation, but usually the nature of the state’s laws govern- 
ing corporations has greater bearing. Liberal state statutes will often draw cor- 
porations to the state. For this reason, even more than for its low annual taxes, 
Delaware is a very popular corporate home. 

The laws of Delaware offer several advantages. Incorporators do not have 
to be residents of Delaware; meetings of stockholders may be held outside the 
state; dividends may be paid out of current profits, even if a capital deficit 
exists; very wide powers may be authorized in the charter; and, almost any 
type of classification of stock is permissible. Furthermore, there has been ample 
opportunity to test the Delaware laws in the courts, since so many large corpo- 
rations are incorporated there. The state’s legislature, eager to retain the income 
provided by corporations choosing Delaware as their home, has been quick 
to enact amendments that are widely desired, and has kept the statute up-to-date 
as new trends in corporate finance appear. 

The principal disadvantage of Delaware incorporation results from the 
fact that most Delaware corporations conduct only a small part of their business 
in the state. Therefore, they must conform to the licensing laws of other states 
in which they do business as foreign corporations. 

The Model Business Corporation Act of the American Bar Association has 
had a great influence on the statutory law as to corporations. This has resulted 
in the adoption by many states of new business corporation laws, based in large 
part on the Model Business Corporation Act, which modernize previous corpo- 
ration laws. In states in which these changes have been made there will be 
less reason to incorporate businesses outside the state in which the main office of 
the business will be located. 


CORPORATE NAME. A corporation may choose the name under which 
it wishes to conduct its business. This name becomes the exclusive property of 
the corporation, conferred upon the corporation by its charter. 

The choice of a name is subject to restrictions, which vary from state to 
state. The restrictions are of three types: 
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1. The corporation may not use the name of another corporation chartered by 
the state, or one so similar as to cause confusion. 

2: Statutes usually require that the name contain a word or abbreviation indicat- 
ing that the organization is a corporatiun. 

3). Statutes prohibit the inclusion of words indicative of a banking or insurance 
business in the name, unless the business is organized for such purposes under 
pertinent laws. 


The above restrictions are found in the statutes or court decisions in most 
states. In addition, some state laws impose other restrictions. For example, 
New York specifically prohibits the use of the words “doctor” and “lawyer” by 
a business corporation. Delaware provides that the name must contain one of 
the following words—“association,” “company,” “corporation,” “club,” “founda- 
tion,” “incorporated,” “institute,” “society,” “union,” “syndicate,” or “limited”; 
or one of the abbreviations—“Co.,” “Inc.,” or “Ltd.” In New York, the Business 
Corporation Law requires that the name of a corporation (either domestic or 
foreign) must include the word “corporation,” “incorporated,” or “jimited” or 
an abbreviation of one of such words. A foreign corporation qualifying in New 
York is required to add to its name one of such words or abbreviations, if its 
name does not contain one of them. 

In view of the danger of selecting a name that will afterward be found un- 
available, it is important to check the desired name against lists on file in the 
state incorporation office before filing the papers. This may be done by letter or 
telegram to the Secretary of State. If it is intended that the corporation conduct 
business in states other than that of its organization, the availability of the cor- 
porate name in each such state must also be checked. A corporate name may be 
reserved for varying periods, ranging from 10 days to 12 months, in a number of 
states. 

A name, once adopted, can be changed only by amending the certificate of 
incorporation in the manner, and with the consent of stockholders, prescribed by 
the statutes of the state of incorporation. 


THE INCORPORATION PROCESS. Incorporation procedures vary 
among the several states, and study of the law is necessary in each case. State 
incorporation laws outline standard procedures, in most states designating the 
Secretary of State to administer the law and keep records of corporations. The 
following procedure is typical: 


1. Three or more persons indicate a desire to incorporate by filing with the 
the proper state officer a certificate of incorporation in the form prescribed by 
statute. 

2. Filing fees and organization taxes must accompany the certificate. 

3. If the Secretary of State finds that the certificate is correct in form, that the 
business is not against public policy, and that the fees are correct, the cer- 
tificate is filed in the office of the Secretary. 

4. A copy of the certificate is filed in the office of the county in which the prin- 
cipal office of the corporation is to be located. In some states, the corporation 
must be registered with the tax authorities. 

5. Corporate existence begins as specified by the statutes of the state. (In New 
Yerk, e.g., the corporate existence begins upon the filing of the certificate of 
incorporation by the Secretary of State.) 

6. In a number of states, including New York and Delaware, an organizational 
meeting of the incorporators is held at which the bylaws are adopted and 
directors are elected to serve until the first annual meeting of stockholders. 
In other states, the directors are named in the certificate of incorporation, so 
that the organizational meeting is that of the directors. 
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DOMESTIC, FOREIGN, AND ALIEN CORPORATIONS. A corpo- 
ration within the state in which it is incorporated is referred to as a domestic 
corporation. In states other than that in which it is incorporated it is termed a 
foreign corporation. If incorporated outside of the United States, District of 
Columbia, or the territories of the United States, it is an alien corporation. 
State laws make no distinction between foreign and alien corporations and if the 
word foreign is used in a state statute, the reference includes alien corporations. 


Restrictions upon Foreign Corporations. All states require that a foreign 
corporation obtain a certificate of authority (license to do business) as a pre- 
requisite to doing business within the state. To obtain a certificate of authority, 
it is usually necessary to file a certified copy of the certificate of incorporation, 
designate an office within the state, and state the name of an officer or agent 
upon whom legal process may be served. (In New York the Secretary of State 
must be designated as a person upon whom valid service of legal process can be 
made.) Registration with the tax authorities may be required also. 

If a foreign corporation fails to qualify as required, the consequences vary, 
depending upon the state law. In a number of states, including New York, it 
may not maintain a suit in the courts of the state until it has qualified. In other 
states its contracts are not enforceable by it in the state courts. Still other state 
statutes make them void or provide that officers and agents and, in some in- 
stances, stockholders are personally liable on the corporate contracts. Many 
states impose fines of varying amounts upon foreign corporations that have 
failed to qualify. 

The question as to what constitutes doing business in a foreign state is one 
which the courts have not treated uniformly. If the transaction is interstate, as 
distinguished from intrastate, no license is necessary, for interstate transactions 
enjoy the protection of the Federal constitution. Difficulty often arises in de- 
termining just when a transaction ceases to be interstate and becomes intrastate 
in character. The result has been a great number of decisions of the state and 
Federal courts as to whether particular activities constitute intrastate business. 
(See Eli Lilly Co. v. Sav-On-Drugs, 366 U.S. 276 [1961].) A number of state 
statutes provide that certain types of activities do not require qualification, such 
as maintaining bank accounts, holding corporate meetings, owning real estate, 
making loans secured by real estate, or solicitation of orders by salesmen or 
through the mail. 

If a corporation qualifies to do business in a state, it will be subject to state 
income tax on the portion of its income allocable to the state under the provi- 
sions of the state law. The Supreme Court of the United States has held, more- 
over, that a state has the constitutional power to impose an income tax on the 
net income of a corporation engaged solely in interstate commerce within the 
state, if the business activity bears a sufficient “nexus” to the taxing state and 
the income is fairly apportioned (Northwestern States v. Minnesota, 358 US. 
450 [1959]). Its decision led to Federal legislation limiting the kinds of ac- 
tivities which could be made the basis of state income taxation, (Beaman, Pay- 
ing Taxes to Other States.) 


NATURE OF CORPORATE CHARTER. The certificate of incorpora- 
tion is often referred to as the charter of the corporation. It would be more cor- 
rect to define the corporate charter as the certificate of incorporation read in 
connection with the corporation laws of the state in which the enterprise is in- 
corporated. 
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Contents of Certificate of Incorporation. The provisions of the corporation 
law of the state of New York quoted below are fairly typical. 


§ 402. Certificate of incorporation; contents 


(a) A certificate, entitled “Certificate of incorporation of ...............0- (name 
of corporation) under section 402 of the Business Corporation Law”, shall be signed 
by each incorporator, with his name and address stated beneath or opposite his 
signature, acknowledged and delivered to the department of state. It shall set forth: 

(1) The name of the corporation. 

(2) The purpose or purposes for which it is formed. 

(3) The city, incorporated village or town and the county within this state, in 
which the office of the corporation is to be located. 

(4) The aggregate number of shares which the corporation shall have the authority 
to issue; if such shares are to consist of one class only, the par value of the shares or 
a statement that the shares are without par value; or, if the shares are to be divided 
into classes, the number of shares of each class and the par value of the shares hav- 
ing par value and a statement as to which shares, if any, are without par value. 

(5) If the shares are to be divided into classes, the designation of each class and a 
statement of the relative rights, preferences and limitations of the shares of each class. 

(6) If the shares of any preferred class are to be issued in series, the designation of 
each series and a statement of the variations in the relative rights, preferences and 
limitations as between series insofar as the same are to be fixed in the certificate of 
incorporation, and a statement of any authority to be vested in the board to establish 
and designate series and to fix the variations in the relative rights, preferences and 
limitations as between series. 

(7) A designation of the secretary of state as agent of the corporation upon whom 
process against it may be served and the post office address within or without this 
state to which the secretary of state shall mail a copy of any process against it served 
upon him. 

(8) If the corporation is to have a registered agent, his name and address within 
this state and a statement that the registered agent is to be the agent of the corpora- 
_ tion upon whom process against it may be served. 

(9) The duration of the corporation if other than perpetual. 

(b) The certificate of incorporation may set forth any provision, not inconsistent 
with this chapter or any other statute of this state, relating to the business of the cor- 
poration, its affairs, its rights or powers, or the rights or powers of its shareholders, 
directors or officers including any provision relating to matters which under this 
chapter are required or permitted to be set forth in the by-laws. It is not necessary 
to set forth in the certificate of incorporation any of the powers enumerated in this 
chapter. 


AMENDMENTS TO CHARTER. A charter is, in effect, a contract be- 
tween the state and the corporation. In theory, therefore, the consent of the 
state must be obtained should the stockholders desire to amend any provision in 
the charter. Actually, however, the statutes of each state contain provisions per- 
mitting the filing of an amendment in the same manner as the original certificate 
of incorporation. 

State laws vary as to procedure in amending a charter, but all are liberal as 
regards amendment. Generally, a corporation may amend its certificate of in- 
corporation in any respect that would have been permissible as part of its origi- 
nal certificate of incorporation. An amendment must be adopted at an annual or 
special meeting of the stockholders. In some states a majority vote of the stock- 
holders entitled to vote may adopt an amendment, in others a two-thirds vote 
is required; in still others, the majority required depends on the nature of the 
amendment. In most states the certificate of incorporation may require more 
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shan a simple majority. Usually, provisions are made for voting by class on 
amendments that may adversely affect the rights and preferences of some classes 
of stock. 


BYLAWS. Bylaws are rules formally adopted by the stockholders for the 
government of the corporation. Other persons are not presumed to know the 
bylaws, since, unlike the certificate of incorporation, they are not filed as a 
public document. The bylaws may limit but may not extend the powers con- 
ferred upon the corporation by its charter; in case of conflict, the provisions of 
the charter govern. For convenience, bylaws may repeat procedures specifically 
provided for in the statutes. A bylaw in conflict with statutory provisions, 
whether adopted before or after the passage of the law, is invalid. 


Power to Make Bylaws. The common-law rule vested in the stockholders the 
power to adopt, amend, and repeal the bylaws. Statutory provisions contain a 
number of variations. The initial bylaws may be adopted at the organization 
meeting of the incorporators, as in New York and Delaware. In Indiana, Minne- 
sota, Texas, and Virginia the initial bylaws are adopted by the board of directors. 
As to amending or repealing the bylaws, a large number of state statutes pro- 
vide that this power shall be exercised by the shareholders. Usually, however, in 
these states the certificate of incorporation or the bylaws may confer this power 
on the board of directors. A frequent provision of state statutes is that bylaws 
adopted by the board of directors may be repealed or altered by the stock- 
holders. Several states give the power to alter, amend, or repeal the bylaws to 
the board of directors, unless reserved by the stockholders in the certificate of 


incorporation. This is the provision contained in the Model Business Corporation 
Act. 


Typical Provisions. There are no legal requirements covering the arrange- 
ment of bylaws, but customary practice is for related provisions to be arranged 
by subject in a sequence approximating the following: 


I. Stockholders’ meetings. 
II. Directors and directors’ meetings. 
III. Standing committees. 
IV. Officers. 
V. Capital stock. 
VI. Dividends and finances. 
VII. Sundry provisions. 
VIII. Amendments. 


Under each of the above headings numerous provisions may be found. The more 
important items usually included under headings V. through VIIL., as listed above, 
are discussed briefly below. There then follows a more detailed discussion of the 


subjects of the first four headings, with references throughout to pertinent bylaw 
provisions. 


V. Capital Stock. Bylaws respecting capital stock are usually concerned with 
the form of share certificates, methods of transfer, stock records to be main- 
tained, appointment of stock transfer agent and registrar, and the closing of 
stock and transfer books for stockholders’ meetings and payment of dividends. 
Stockholders’ right to inspect the stock record books is usually set forth in detail 


even though the statutes of the state may contain detailed provisions on this 
matter. 


VI. Dividends and Finances. Bylaws commonly state that accounts will be 
maintained on a fiscal or calendar year basis; provisions covering the authority 
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to establish bank accounts designating the officers who may sign and counter- 
sign checks, and a direction that receipts be deposited promptly in the name of 
the corporation. Although the payment of dividends is within the discretion of 
the directors, the bylaws often prescribe dates for dividend payments. Corpora- 
tions that, by the nature of their business, are likely to come into possession of 
stocks and bonds of other corporations should have bylaws relative to the han- 
dling of such securities. 


VII. Sundry Provisions. Bylaws providing for profit sharing plans for em- 
ployees and for the carrying of insurance on the lives of certain executives are 
illustrations of special matters often found in this section. 


VIII. Amendments. Provisions relative to amendment of the bylaws will de- 
pend on whether they are enacted by the directors or stockholders. Usually, a 
majority vote is required in each case, with the power reserved to stockholders 
to amend bylaws made by the directors. 


Stockholders’ Meetings 


ANNUAL MEETINGS. Annual meetings of stockholders are held each year 
on the date specified in the bylaws. The time of the meeting is established, such 
as “the second Tuesday in January.” Mailing of a notice is usually required a 
specified number of days prior to the meeting. The date is frequently fixed in 
relation to the corporation’s fiscal year, with a sufficient interval to permit the 
financial report of the year to be available at the time of the meeting. 

Although stockholders are presumed to know the bylaws and hence cannot 
plead lack of notice if none is given, the bylaws customarily provide for such 
notice, and directions as to how and when it is to be given are set forth in detail. 
Some statutes require the mailing of a notice to each stockholder, and in such 
- states failure to mail the notice may invalidate the meeting. It becomes the duty 
of the secretary of the corporation in such cases to prepare and mail the notice, 
and he will retain a copy on which the date of mailing has been entered as proof 
that the bylaws have been complied with. Occasionally the bylaws require that 
the secretary shall publish the notice in one or more newspapers. A typical form 
of notice mailed to stockholders follows: 


Notice of Annual Meeting of Stockholders 


Notice is hereby given that the annual meeting of the stockholders of the “XZ” 
Manufacturing Corporation will be held at the office of the Company, 120 Broadway, 
New York, N. Y., at 2 o’clock p.m. on the 5th day of January 19... for the election 
of directors and the transaction of such other business as may come before the 
meeting. 

Stockholders entitled to vote at the annual meeting will be stockholders of record 
at the close of business on the 31st day of December 19... 


John Doe 
President 
Richard Roe 
Secretary 
New York, N. Y. 
Decyal On 


Meetings must be held within the state of incorporation unless the statute specifies 
that the corporation bylaws may authorize meetings in another state, and the 
bylaws have so provided. (Grange-Woodbury, Corporation Law for Officers and 


Directors.) 
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In publicly held corporations, the notice of the stockholders’ meeting will be 
accompanied by a proxy solicited by the management. If the stock is listed on a 
national securities exchange, the solicitation of proxies is subject to regulation by 
the S.E.C. under the Securities Exchange Act of 1934. (See Sec. 13.) 


Procedure. A stockholders’ meeting is frequently attended by directors and 
officers. In large, publicly owned enterprises members of the press who are not 
stockholders may be permitted to attend as a matter of courtesy. But only stock- » 
holders entitled to vote, their proxies, and such officers as are designated by the 
bylaws to be officers of the meeting attend as a matter of right. In addition, 
legal counsel for the corporation usually is on hand to advise. If there is to be a 
contest between opposing groups, each group may have its legal counsel present. 

The procedure at an annual meeting is usually as follows: 


. Calling the meeting to order. 

Election of officers (if not designated by the bylaws). 
. Appointment or election of inspectors. 

Reports of officers. 

Reports of committees. 

Election of directors. 

Unfinished business. 

New business. 


0 ES ONS 


Unless the bylaws prescribe who shall preside at meetings, a presiding officer 
must be elected at each meeting. Usually the bylaws provide that the president 
of the corporation shall preside at the meeting and that the secretary of the cor- 
poration shall act as its recording officer. 

A number of statutes provide for inspectors or judges of election to be ap- 
pointed at a stockholders’ meeting at which directors are to be elected. The man- 
ner of appointment of inspectors should be specified in the charter or bylaws. In 
the absence of such provision, stockholders ordinarily elect inspectors at the start 
of the meeting. Unless so required in the bylaws, inspectors of election need not 
be stockholders. In the event of a contest for control, inspectors of election will 
be called upon to determine the validity of proxies, many of which are likely to 
be contested. If the statute, charter, or bylaws do not provide for inspectors, they 
need not be appointed. In that event, the stockholders themselves may pass 
upon the validity of contested votes, unless the bylaws authorize the chairman or 
the president to do so. 

It is customary at annual meetings for the president to discuss the progress of 
the business during the year past, and to present plans for the future. Printed 
statements of the financial condition of the corporation may be distributed to 
stockholders at the meeting, and the financial status of the corporation may be 
explained by either the president or the treasurer. If standing committees have 
been appointed, their reports are received at this time. 


SPECIAL MEETINGS. The bylaws outline the method by which a special 
meeting of stockholders may be called and describe the notice to be given. Usually 
the right to call such a meeting is vested in the board of directors, the president, 
or a certain percentage of the voting stockholders. Upon the authority of the 
call made in the manner prescribed by the bylaws, the secretary will prepare and 
mail the notice. Such a notice, to be valid, must state the business to come before 
the meeting, for valid action may be taken at a special meeting only upon the 
matter for which the meeting was called as set forth in the notice. As for the 
annual meeting, the notice must be mailed in conformity with the bylaws, which 
specify the number of days prior to the meeting that a notice shall be mailed. 
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The statute may set a minimum time for such notice which cannot be shortened 
by the bylaws. An example of a formal call by the board of directors of a cor- 
poration for a special meeting follows: 


Call for Special Meeting of Stockholders 


We, the directors of the X Corporation do hereby call a special meeting of the 
stockholders of said corporation to be held at the office, No. 120 Broadway, New York, 
N. Y., on the 10th day of January 19... at 2 o’clock p.m. for the purpose of considering 
and acting upon a proposed increase in the capital stock from 240,000 to 350,000 
shares and to do all things necessary in connection therewith, and we do hereby au- 
thorize the secretary of the corporation to send out notice of said special meeting in 
the form and manner prescribed by the bylaws of this corporation. 

John Smith 
Will Caster 
Edward McLain 
New York, N. Y. 
Dec. 1,19... 


To Richard Roe 
Secretary of the X Corporation 


A notice to the stockholders mailed by the secretary of the corporation pursu- 
ant to the call outlined above might be as follows: 


Notice of Special Meeting of Stockholders 


Notice is hereby given that a special meeting of the stockholders of the X Corpo- 
ration has been called by the Board of Directors to be held at the principal office of 
the corporation, 120 Broadway, New York, N. Y. on the 10th day of January 19... 
at 2 o’clock p.m. for the following purpose: 

Considering and acting upon a proposed increase in the capital stock from 240,000 
to 350,000 shares and to do all things necessary in connection therewith. 
By order of the Board of Directors 
Richard Roe 
Secretary 
New York, N. Y. 
Dec. 5, 19... ©. 


Procedure. Immediately following the calling to order of a special meeting the 
secretary reads the notice of meeting and an affidavit to the effect that it was 
mailed in the prescribed manner. His statement is written into the minutes as 
proof of the validity of the meeting. The purpose of the meeting is then ex- 
plained and a suitable motion put for vote; after opportunity is afforded for 
discussion a vote is taken. Although no action may be taken on any other mat- 
ter, the presiding officer may permit discussion. The meeting normally adjourns 
as soon as the result of the vote is announced. 


CONSENT MEETINGS. Consent meetings are special meetings not prop- 
erly called, and for which notice in the form prescribed by the bylaws has not 
been given. They depend for their validity upon the presence of all of the stock- 
holders or upon the willingness of those not present to sign a waiver of the call 
and notice. It is usual to have the stockholders present sign the minute book as 
evidence of their presence, and the signed waivers of call and notice are posted 
in the minute book as a permanent record. Consent meetings are limited to cor- 
porations with few stockholders; in the case of such corporations, meetings are 
usually held upon consent unless there is some disagreement among the stock- 
holders. (Grange-Woodbury, Corporation Law for Officers and Directors.) 
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STOCKHOLDER CONSENT WITHOUT A MEETING. The statutes 
of a substantial number of states, including New York and Delaware, provide 
that any action requiring a vote of the stockholders may be taken on the written 
consent of all the stockholders without a meeting. Such a provision is part of the 
Model Business Corporation Act. In other states, unanimous consent of the 
stockholders, or the consent of a specified percentage of the stockholders, is stated 
to be a permissible method of approval of particular kinds of acts, such as the — 
sale or lease of property not in the ordinary course of business, or the guarantee 
of the obligation of another person, or voluntary dissolution. 


QUORUMS. Most states have provisions relating to a quorum of share- 
holders. Usually the statutes provide that a quorum is a majority of the shares 
entitled to vote, unless otherwise provided in the charter or, in some instances, 
in the bylaws. A large number of states, including New York, provide that a 
quorum must be not less than one-third of the voting shares. In Delaware and a 
number of other states, the statute leaves quorum requirements to the charter 
or bylaws. In a closely held corporation where there are several stockholder 
interests, a useful device to protect minority interests is a provision fixing 
quorum requirements at more than a majority. The New York Business Cor- 
poration Law provides that the certificate of incorporation may contain such a 
quorum requirement. A quorum requirement of more than a majority is gen- 
erally allowable but is forbidden in some states, including New Jersey. 


VOTING. The statutes of some states prescribe the method of voting, while 
others leave a choice between one vote per share and the cumulative method. It 
is usually provided that stockholders may use proxies if they do not wish to at- 
tend in person. The eligibility of stockholders to vote is determined by owner- 
ship of shares on the day of the closing of the transfer books, which the bylaws 
set as a day sufficiently in advance of the meeting to insure time to prepare lists 
of those eligible. 

Normally the election of directors and other matters is by a majority of the 
shares represented at a meeting at which a quorum is present or represented. As 
to matters not in the ordinary course of corporate business or affecting the rights 
of classes of stockholders, state statutes vary as to the percentage of affirmative 
votes required and whether or not such vote is by class. A number of states, in- 
cluding New York and Delaware, permit the certificate of incorporation to re- 
quire a greater proportion of the shares for action on any matter than would 
otherwise be required. A number of states also permit action by a lesser pro- 
portion than would otherwise be required. 


PROTECTION OF MINORITY INTERESTS. One of the main char- 
acteristics of the corporate form of doing business is the separation of ownership, 
in the form of capital stock, from management, which is in the hands of the 
directors elected by the stockholders. As a result, those owning a majority of 
the voting stock are in a position to control the corporation by electing the mem- 
bers of the board of directors. Various legal devices have been worked out to 
protect minority interests (a number of which are discussed throughout this 
section and in Sec. 13). Common devices designed to protect minority interests 
include the following: cumulative voting in electing the board of directors, 
stockholder agreements to vote for certain directors, the creation of different 
classes of stock entitled to vote separately for different members of the board, 
requirements in the certificate of incorporation that the board of directors be 
elected by more than a simple majority, voting trust agreements, and provi- 
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sions for arbitration or dissolution in case of a deadlock. (O’Neal, Close Cor- 
porations.) 

_ In the smaller, closely held corporation, the problem of protecting minority 
interests and resolving conflicts between owners should be thoroughly con- 
sidered from the start. If there is a falling out between owners in such situa- 
tions, a minority owner may find his interest rendered practically worthless if 
sufficient precautions have not been taken in advance. Shares in these corpora- 
tions usually lack a ready market outside of the existing owners or their trans- 
ferability is expressly restricted. (O’Neal and Derwin, Expulsion or Oppression 
of Business Associates: ‘Squeeze-Outs’ in Small Enterprises.) 


The Board of Directors 


LEGAL STATUS. The status of the board of directors, considered collec- 
tively, is that of agent for the corporation. The corporation may act only 
through the board. But this is no ordinary agency, for the powers exercised by 
the directors are not specifically granted to them by the corporation. Rather, 
they are found in all the statutes, charter provisions and bylaws, or they are 
established by custom. The directors may delegate some of their powers to offi- 
cers, a privilege not possessed by an ordinary agent. Directors are often re- 
ferred to as trustees, but here too they are not trustees in the ordinary usage of 
the word, for they do not hold title to the property of the corporation. 

A more accurate statement would be to say that directors occupy a position of 
trust, or a fiduciary relationship toward the corporation and to the stockholders 
collectively. Some of the rules of law applicable to agents and many of the rules 
relative to trusteeship are applicable to directors. More important for an under- 
standing of a director’s legal status is his well-established responsibility to exer- 
cise the utmost good faith in dealing with corporate property, and not to seek 
‘his own advantage at the expense of the corporation’s or its stockholders’, to- 
gether with an obligation to exercise prudence and diligence in the management 
of the corporation’s affairs. 

A director does not have to know all the technical details of the operation of 
a business. He is expected to apply whatever skill and ability he possesses with 
diligence to the business of the corporation. The rule is stricter in the case of 
bank directors, courts in some states having held that by accepting a directorship 
in a bank a person represents that he possesses at least ordinary knowledge and 
skill. The tendency has been to apply more severe standards to such matters as 
attention to the affairs of the business and the duty to check on the performance 
of the officers. (Grange-Woodbury, Corporation Law for Officers and Directors.) 


STATUTORY PROVISIONS. The position of directors in governing the 
affairs of a corporation is so important that state corporation laws contain a 
number of provisions covering their selection and activities. 


Qualifications. The statutes of the state of incorporation, the charter, and in 
some instances the bylaws may establish qualifications for directors. A few 
states require that directors be stockholders. If the purpose of imposing such a 
qualification is to insure that directors have a financial interest in the corpora- 
tion, the statutes fail to achieve this end, for it has become common practice to 
transfer by agreement to a nonstockholder whose services are desired as a di- 
rector a single “qualifying” share to make him a shareholder of record without 
a bona fide interest. Similarly, statutes occasionally require that the directors, 
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or some of their number, be citizens or residents of the state. Most state 
statutes either have no provision as to stock ownership or residence, or else state 
that neither shall be required unless the corporate charter or bylaws provide 
otherwise. Few large corporations place qualifications for directors in their char- 
ter or bylaws. 


Number. The statutes usually provide that the charter or bylaws of a cor- 
poration shall fix the number of directors at a minimum of three. New York and . 
Delaware provide that if the number of shareholders is less than three, the num- 
ber of directors may also be less than three but not less than the number of 
shareholders.. Bylaws frequently express the number of directors as a variable 
between a minimum number and a maximum number, both odd, to avoid dead- 
locks. Some state statutes, in fixing the minimum number of directors, cover the 
possibility of a variable number. 


Election. Directors are normally elected at the annual meeting of stockholders. 
If there should be a vacancy due to death, resignation, or a revision of the char- 
ter or bylaws providing for additional directors, a special meeting may be called 
for the election. Pursuant to statutory authority, the bylaws usually provide 
for the filling of vacancies by the board of directors. A notable exception is Ilh- 
nois, which has a constitutional requirement that directors be elected by stock- 
holders. The New York statute, although generally permitting such action by 
the directors, provides that, in the absence of a contrary provision in the cer- 
tificate of incorporation or in bylaws adopted by the stockholders, a vacancy 
created by a removal of directors without cause shall be filled only by vote of 
the stockholders. Delaware and New York and several other states permit the 
board of directors to fill newly created directorships resulting from an increase in 
the number of directors. In the absence of such a statutory provision, a right of 
the directors to fill vacancies on the board for an unexpired term does not in- 
clude the right to fill newly created directorships. Until a new board of directors 
is elected, the old board “holds over” even though the term for which its mem- 
bers were elected has expired, and they are considered de facto directors (di- 
rectors in fact), with all the powers possessed during their regular term. 


Term of Office. The bylaws customarily provide that directors will hold of- 
fice for one year, or until replaced if for some reason the stockholders fail to 
hold an election. Should it be desired that only part of a board of directors be 
elected each year, the bylaws may divide the directors into classes and provide 
for initial terms of, say, 1 year, 2 years, and 3 years, respectively. Thereafter but 
one-third of the directors will need to be replaced each year, thus providing for 
continuity of management policies. Authority may be granted in this section of 
the bylaws for the directors to elect a new member of the board in case a 
vacancy occurs during a term. 


Resignation and Removal. Directors may resign at any time, leaving a 
vacancy on the board of directors. The best practice is to authorize the remain- 
ing directors to fill vacancies created by resignation or death, without a special 
stockholders’ meeting for the purpose. This may be accomplished by a suitable 
bylaw provision. 

It is extremely difficult to remove directors in the absence of bylaw, charter, 
or statutory authority, until the expiration of their term in office. Misconduct 
or unfitness must be proved to the satisfaction of the court. Even though stock- 
holders complain that the management is inefficient and the directors incompe- 
tent, the courts ordinarily will not interfere. But stockholders may by court 
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action obtain injunctions against wrongful acts and acts that do not fall within 
the definition of ordinary prudence. 

Under the law of a number of states, bylaws may provide for the removal of 
one or more directors, with or without cause, by the stockholders at a special 
meeting. Many state statutes, however, do not refer to the removal of directors 
and a few require that removal be for cause or by court action. If cumulative 
voting is in effect, statutes permitting removal without cause generally provide 
against removal of less than the entire board by a vote that would defeat the 
cumulative voting principle. 


LIABILITY. The fiduciary relationship between the directors and the cor- 
poration gives rise to liabilities when directors are guilty of a breach of trust. Di- 
rectors are ordinarily not held liable for honest mistakes of judgment, no matter 
how costly to the corporation. They are, however, expected to exercise ordinary 
prudence and diligence in the management of corporate affairs, and if failure to 
act in this manner results in loss to the corporation, stockholders may hold them 
lable through a representative action brought in the name of the corporation. 
But wide differences in court decisions and judicial reluctance to lay down gen- 
eral rules make it difficult to judge in advance whether directors will be held 
hable for losses caused by their negligence. Bank directors have been held 
liable for not making inquiry into the nature of the loans made by the officers, 
when it was proved that such loans were made in violation of law or without 
ordinary care. 

Directors who cause their dissent to be entered on the minutes when action is 
taken by the board are not liable for the losses caused by such action of the ma- 
jority. Absence from meetings of the board is not in itself negligence, but may 
be so considered in the light of circumstances. For example, absen¢e because 
of illness or an occasional absence does not ordinarily indicate neglect of duty. 
But habitual absence may be held tantamount to a disregard of the responsibility 
assumed by the acceptance of membership on the board. 

Directors who deliberately exceed powers granted them in the charter or bylaws 
are liable to the corporation for losses resulting from such ultra vires acts. 

Directors are liable for fraud. An example of fraud is the use of their posi- 
tion as directors to make contracts unfair to the corporation from which they 
benefit personally. Also in this category falls the issuance of stock to directors 
without adequate consideration, loans to directors and officers that are inade- 
quately secured and unpaid, and unreasonable salaries and bonuses. 

The courts have been reluctant to impose liability on directors who take ad- 
vantage of intimate knowledge of a corporation’s affairs in purchasing stock of 
the corporation from a stockholder, it having been held that a director (Bowden 
v. Taylor, 254 Ill. 464, 467) “is not a trustee for such stockholder with respect 
to his stock. Officers of a corporation may purchase the stock of stockholders on 
the same terms and as freely as they might purchase of a stranger.” There is, 
however, some authority holding that a director has a fiduciary obligation in this 
situation. Moreover, transactions in the stock of a registered corporation by 
officers, directors, and major stockholders are regulated by the Securities Ex- 
change Act of 1934. 


Liabilities Imposed by Statute. Many of the liabilities imposed on directors 
by common law are also found in the statutes. In some instances, statutes pro- 
vide fines and penalties. For example, a provision in a state statute against issu- 
ing false financial reports, or requiring the keeping of certain records may also 
impose a fine for violations. 
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Some of the acts for which liability is imposed in statutes are: 


1. Payment of dividends, except from earned surplus or other permissible sources 
under the applicable state law. 
. Accepting promissory notes in payment for stock. 
. Impairing capital through purchase by a corporation of its own shares. 
. Failure to keep certain records. 
Failure to permit examination of certain record books by stockholders. 
Issuing stock for inadequate consideration; many state statutes, however, - 
provide that the judgment of the directors as to the value of the consideration 
received for shares shall be conclusive in the absence of fraud. 
7. Transferring property of an insolvent corporation for purposes of defrauding 
or preferring creditors. 
8. Conversion, misapplication, or fraud, in connection with the corporation’s 
property. 
9. Issuing false financial statements or reports. 
10. Assenting to loans to officers or directors. 


OD oP oo 


Directors of corporations whose securities are offered publicly and those whose 
securities are listed on stock exchanges are further liable under certain provisions 
of the Securities Act of 1933 and the Securities Exchange Act of 1934. These 
liabilities are both civil and criminal. Violation of the Securities Act of 1933 sub- 
jects wilful violators to a fine of not more than $5,000 or imprisonment for not 
more than 5 years, or both. If there is an untrue statement of a material fact 
or omission of a material fact required to be stated as necessary to make state- 
ments made in a registration statement not misleading, directors and others 
named in the act are liable to the purchaser for the difference between the price 
(not in excess of the offering price) and the market value at time of suit. If the 
purchaser has sold the security, the director is liable for the difference between 
the price paid (not in excess of the offering price) and the price at which sold. 
The law provides certain exceptions under which directors may escape liability. 

Directors are required to refund profits realized from the sale of listed stocks 
sold within 6 months after purchase, under the Securities Exchange Act of 1934. 


Indemnification. Bylaws frequently contain a provision indemnifying any 
director or officer against expenses incurred in defense of any suit or proceeding, 
civil or criminal, in which he is made a party by reason of being a director or 
officer, except in relation to matters as to which he is adjudged liable for negli- 
gence or misconduct in the performance of his duties to the corporation. Such 
indemnification of officers and directors is specifically permitted by numerous 
state statutes. In the absence of a bylaw provision or an agreement, the cases are 
in conflict as to the right of indemnification or reimbursement. (Washington and 
Bishop, Indemnifying the Corporate Executive.) The New York Business Cor- 


poration Law imposes limits on permissible indemnification of directors and 
officers. 


COMPENSATION. Directors serve without compensation, unless compensa- 
tion is fixed by the bylaws or they are empowered by the bylaws to fix their own 
compensation. This is usually a small fee for each meeting and may sometimes 
include traveling expenses. If the chairman of the board of directors or a commit- 
tee of the board is expected to assume duties comparable to those of an officer, 
he will usually receive a salary that will be authorized by the bylaws. 

Directors may serve as officers and be paid the salaries fixed for such posts. As 
a matter of precaution, directors who are salaried officers of the corporation 
should not attend meetings of the board when the salaries are being considered or 
fixed, as the contract may be questioned later. 
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If a director renders services that are beyond those that he might reasonably 
be expected to give, as when a lawyer who is a member of the board represents 
the corporation as its attorney or an engineer who is a director prepares detailed 
plans, he may expect to be paid the fair value of such services. If, however, 
there is no express contract made in advance to pay for such services, the director 
may have difficulty in obtaining payment on the basis of an implied contract. 


COMMITTEES. Large boards of directors are unwieldy. If members are 
drawn from sections of the country remote from the place of meeting, it may be 
difficult to secure a quorum. Even if it is possible to assemble the board fre- 
quently, the transaction of business is slowed down in a large board if more 
than perfunctory attention is given matters under consideration. The business 
of a large corporation is complex, and it is not to be expected that all the di- 
rectors of a large board will be sufficiently familiar with the details to pass 
intelligently upon them. It is customary, therefore, and legally within the power 
of the board to establish standing committees to take care of specified matters 
of the business. Sometimes, these are provided for in the bylaws. 

These smaller bodies can assemble as often as necessary. Because of their 
smaller size, they are able to transact business with dispatch. Committee mem- 
bers are chosen with a view to their knowledge of the type of problems likely to 
come before the committee. 


Executive and Finance. Often there is but one committee, the executive 
committee. This committee is usually empowered to exercise all the powers of 
the board during intervals between board meetings. In addition, however, there 
may be a finance committee which, as is indicated by the name, supervises the 
corporation’s finances. Provisions of the bylaws of a large corporation quoted 
below indicate powers of these two standing committees: 


The Board of Directors shall elect from the Directors an Executive Committee 
- and a Finance Committee, and shall designate for each of these Committees a Chair- 
man of the Committee to serve during the pleasure of the Board of Directors... . 

During the intervals between meetings of the Board of Directors, the Executive 
Committee shall possess and may exercise all the powers of the Board of Directors 
in the management and direction of all the business and affairs of the Company (ex- 
cept the matters hereinafter assigned to the Finance Committee) in such manner as 
the Executive Committee shall deem best for the interests of the Corporation in all 
cases in which specific directions shall not have been given by the Board of Di- 
LECTOSs sae 

The Finance Committee shall have special and general charge and control of all 
financial affairs of the Corporation and such other matters as may be assigned to it 
from time to time by the Board of Directors. The Secretary, Assistant Secretaries, 
Treasurer, Assistant Treasurers, Comptroller, Assistant Comptrollers, the Accounting 
Department and their respective offices shall be under the direct control and super- 
vision of the Finance Committee. 

During the intervals between the meetings of the Board of Directors, the Finance 
Committee shall possess and may exercise all the powers of the Board of Directors 
in the management of the financial affairs of the Corporation and such other matters 
as may be assigned to it from time to time by the Board of Directors, in such manner 
as said Committee shall deem to be best for the interests of the Corporation, in all 
cases in which specific directions have not been given by the Board of Directors. 


Limitations on Powers. In spite of apparently sweeping powers given stand- 
ing committees either in the bylaws or by resolutions of the board of directors, 
there are limitations upon their powers. They may act only on ordinary mat- 
ters arising in the usual course of business. Exceptional matters should be 
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passed upon by the whole board, for the validity of actions taken may otherwise 
be successfully attacked in the courts. The distinction between ordinary and 
exceptional matters depends on the manner m which the corporation has been 
conducting business and the nature of the question. Certainly, declarations of 
dividends, decisions substantially to expand operations of the corporation, new 
plant and property acquisitions and similar matters greatly affecting the corpora- 
tion’s finances and business should be voted on at meetings of the whole board. 
However, if a committee’s action is ratified formally by the board, or if the board 
is made aware of such action and takes no step to rescind it, decisions of the com- 
mittee become those of the board. The board may overrule its committees, unless 
rights of outsiders acquired by a committee’s action will be impaired. The New 
York Business Corporation Law provides that committees shall have all the au- 
thority of the full board as to matters delegated to them, but excepts from this 
broad provision certain specified kinds of corporate action. 


MEETINGS. Directors manage a corporation by collective action. Di- 
rectors as individuals have the right to inspect the corporate books and otherwise 
to inform themselves of the affairs of the corporation, but can take no action 
as individuals. Directors must meet and, by concerted action, exercise their 
powers and perform their duties. 

Bylaws prescribe the time and place of the regular meeting of the board, and 
specify the manner in which special meetings may be called. The bylaws can 
allow the directors to fix the place of their meetings. It is customary to provide 
that the president of the company or the chairman of the board may call a meet- 
ing upon a specified number of days’ notice. Informal meetings may be vali- 
dated even though not called in the manner prescribed in the bylaws, provided 
the directors sign a call and waiver of notice or, if they are already assembled, 
sign a written consent that is placed in the minutes. Small corporations fre- 
quently dispense with regular meetings where directors are actively engaged in 
the business and formal meetings are not necessary. However, when the statute 
requires formal action, a meeting must be held. A number of states, including 
Delaware, permit action to be taken by the board of directors by written con- 
sent of all of the directors without a meeting. The New York Business Corpo- 
ration Law, does not, however, permit action of the board of directors without 
a meeting. : 

Special meetings of directors, unlike those of stockholders, may act upon any 
matter brought before them, and no statement of the purpose of the meeting 
need be included in the notice. 


Quorums. Normally, a majority of the board of directors constitutes a 
quorum for the transaction of business. If a quorum is present at a meeting, 
an act of its majority binds the corporation. Many state statutes, after defining 
a quorum as a majority of the board, permit a greater, and in some instances, a 
lesser percentage to be fixed by the articles of incorporation or bylaws. Fre- 
quently, as in Delaware, where less than half of the directors may constitute a 
quorum, a minimum of one-third of the directors or two directors is specified in 
the statutes. New York permits a percentage more than one-half (without any 
limitation) to constitute a quorum by a provision of the certificate of incorpora- 
tion, but notice of this provision must appear on the stock certificates. 

Similarly, with respect to action by a quorum, a substantial number of state 
statutes permit the charter or bylaws to vary the usual role of a majority. This 
is so in New York (with the same requirement of notice). 

To accommodate the corporate law to what is in fact an incorporated part- 
nership, New York and North Carolina permit the shareholders of closely held 
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corporations by agreement to regulate directly the conduct of the corporate 
business. 


Conflict of Interest. The courts have held that if a director who is interested 
in a particular matter votes on it, so that he forms a necessary part of a ma- 
jority that acted affirmatively on it, the action taken is voidable by the cor- 
poration; nor can he be counted toward a quorum. A number of state statutes 
change this rule in various ways. California and North Carolina, for example, 
provide that a transaction involving self-dealing is not invalid if disclosure is 
made of the director’s interest and if the transaction is approved by a sufficient 
number of disinterested directors or if it is just and reasonable. New York has 
a similar provision, requiring disclosure and that the transaction either be ap- 
proved by a sufficient number of disinterested directors or by the stockholders 
or else be fair and reasonable when approved. Other state statutes provide that 
self-interest does not make a contract void or voidable, but places the burden of 
proof of fairness on the director. In some instances, state statutes permit inter- 
ested directors to vote on particular matters, such as reasonable compensation 
and pension benefits to directors for services as directors or officers. 

The validity of contracts between the corporation and the directors may 
also be affected by charter or bylaw provisions permitting an interested director 
to be counted toward a quorum or to vote on the matter in which he is inter- 
ested. Such provisions have been held valid by the courts, although the con- 
tract or other arrangement may still be struck down, if it is found to involve 
unfairness to the corporation. Approval of the transaction by the stockholders 
may shift the burden of proof of unfairness to the one claiming that it exists. 
(Washington and Rothschild, Compensating the Corporate Executive.) 


Corporate Officers 


TITLES. AND FUNCTIONS. The proper functioning of a corporation re- 
quires a minimum of three officers—a president, secretary, and treasurer. These 
offices may be filled, unless contrary to state law, by two persons, for the duties 
of secretary and treasurer do not conflict and may be combined in one person. 
Statutes prescribe the requirements either directly or by implication. They may 
state that there shall be a president, secretary, and treasurer, or they may refer 
to such officers in other provisions. The officers, their general duties, and any 
limitations on their powers should usually be prescribed in the bylaws, though 
provisions for this purpose can be included in the certificate of incorporation. 

Frequently, the directors also elect vice-presidents, assistant treasurers, as- 
sistant secretaries, and a controller and, occasionally, an auditor. A number of 
larger organizations dignify heads of departments by making them vice-presi- 
dents. New business representatives of banks may be made assistant secretaries 
to give them more prestige. If there are a number of vice-presidents, one may 
be designated as first or executive vice-president to indicate that he will act for 
the president in the latter’s absence. It is not unusual to combine the office of 


vice-president with that of treasurer or secretary. 


QUALIFICATIONS. A number of statutes provide that the president must 
be chosen from among the directors. With the exception of this requirement, they 
leave the qualifications of officers to the bylaws. If the bylaws are silent, as they 
frequently are on this matter, the choice of officers is left freely to the directors. 
In small corporations, directors and officers are often the same persons. 
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The directors must rely on the officers to carry out their responsibilities faith- 
fully and efficiently. If ‘the officers fail, it is the board of directors who must 
bear the responsibility, since the officers are their agents in the management of 
the corporation’s business. It is customary for the directors to fix the officers 
salaries, although these are occasionally set in the bylaws. 


POWERS AND DUTIES. Officers of a corporation derive their powers 
from (1) the statutes, (2) the charter, (3) the bylaws, (4) resolutions of the . 
board of directors, and (5) custom or usage. For example, a statute may require 
the treasurer to render certain financial reports. The charter defines the type of 
business the officers are to conduct. Bylaws may require the president to preside 
at stockholders’ meetings, the treasurer to prepare annual financial reports, and 
the secretary to prepare and mail notices and record the minutes of meetings. 
The board of directors may by resolution require officers to make certain reports, 
and may limit their powers or extend them beyond those ordinarily exercised. 

Custom and usage, however, are the chief determinants of officers’ powers, 
and define most of their duties. Officers have been found negligent by the courts 
because they did not perform the duties customarily exercised by corporate of- 
ficers. Third parties have held corporations to contracts made by officers con- 
trary to instructions in resolutions of the board or bylaws, because by ordinary 
usage they are considered to have had the right to believe that the officers had 
the power to make the contracts in question. The situation will vary from one 
corporation to another. In some corporations the president is chosen chiefly for 
his ability to promote sales, and manufacturing details are left to a technically 
trained general manager. In others, where the president’s job is like that of a 
general manager, the powers ordinarily exercised by the president are possessed 
by the chairman of the board of directors. 


The Treasurer. The treasurer is the financial officer of the corporation. 
Whereas the statutes are usually silent as to the many duties and responsibilities 
of the treasurer, bylaws frequently treat them in detail because of the impor- 
tance of the office. The following bylaw provisions define the treasurer’s duties 
and responsibilities in a typical manner: 


The treasurer shall have custody of and be responsible for all money and securities 
of the company; shall keep full and accurate records and accounts’‘in books belonging 
to the company, showing the transactions of the company, its accounts, liabilities, 
and financial condition, and shall see that all expenditures are duly authorized and 
are evidenced by proper receipt and vouchers. He shall deposit, in the name of the 
company, in such depository or depositories as are approved by the directors, all 
moneys that may come into his hands for the company’s account. His books and 
accounts shall be open at all times during business hours to the inspection of any 
director of the company. 

The treasurer shall also indorse for collection or deposit all bills, notes, checks, and 
other negotiable instruments of the company; shall pay out money as may be neces- 
sary in the transactions of the company, either by special or general direction of the 
board of directors, and on the checks signed by the president and himself and shall 
generally together with the president have supervision of the finances of the company. 

He shall also make full report of the financial condition of the company for the 
annual meeting of the stockholders and shall make such other reports and statements 
as may be required of him by the board of directors or by the laws of the state. 

He shall give bond in the sum of $ with sureties satisfactory to the board of 
directors for the faithful performance of his duties and for the restoration to the com- 
pany in the event of his death, resignation or removal from office of all books, papers, 
vouchers, money and other property belonging to the company that may have come 
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into his custody. He shall receive such compensation as may be fixed by the board 
of directors. 


_ The treasurer of larger corporations may divide the responsibilities set forth 
in the above bylaw provisions with the controller. If there is a controller, the 
treasurer's primary duty is the custody of monies and securities, and he will 
have direct charge of the books of account which record changes in cash and 
securities owned. To this end, he will also maintain the corporation’s bank ac- 
count, probably act as a cosigner of checks, and will carry out the purchase and 
sale of securities. It is not the treasurer’s duty to select the bank at which the 
corporation’s funds are to be deposited, but he may recommend a bank to the 
directors. 

_AS indicated in the above extract, the bylaws may require the treasurer to 
give a bond. Some states require the treasurer, and sometimes any corporate 
officer, to give a bond or other security. 

Although the bylaws prescribe the duties of the treasurer he is subordinate to 
the president and the board of directors, who may prescribe the manner in 
which his duties are to be carried out and exercise supervision over him. There 
is nothing to prevent the directors or the president adding duties or responsi- 
bilities to those set forth in the bylaws. 


The Controller. Large corporations usually have a controller or comptroller. 
This officer relieves the treasurer of the duty of keeping the books of account 
and other records of the corporation, leaving to the treasurer the handling of the 
corporate funds. The controller usually supervises all types of statistical reports 
used to control the operations of the corporation, and has direct charge of the 
accounting department. He is usually responsible for approving all vouchers 
before the treasurer may pay bills. Since his office is independent of the treas- 
urer’s, the corporation is thus provided with an additional check over its dis- 
bursements. The controller is responsible for the periodical internal audit of 
accounts and the preparation of unaudited financial reports. 

It is.to the controller that the president looks for records that measure operat- 
ing efficiency. His duties go far beyond the determination of profit and loss after 
operations are complete. His function is dynamic, in that he is expected to estab- 
lish the data and reports by which control over operations may be maintained at 
all times. Weaknesses and losses can then be checked before they become serious. 
Even in an organization of moderate size, the presence of a competent controller 
or an employee performing similar duties is highly desirable for efficient operation. 


The Secretary. The secretary is the recording officer of the corporation. A 
few statutes impose specific duties upon the secretary. More frequently, the 
statutes impose duties upon the corporation, such as the preparation of an 
alphabetical list of stockholders, which either devolve upon the secretary under 
the bylaws or are performed by the secretary as one of the functions customarily 
undertaken by his office. Charters rarely mention the secretary, but the bylaws 
almost invariably place upon him such duties as acting as secretary at stock- 
holders’ and directors’ meetings, mailing notices of meetings, keeping the minute 
books, and having custody of the corporate seal. Bylaws ordinarily include in 
the recital of the secretary’s duties those specified by statute, in order to assign 
responsibility definitely and to make sure that these functions will not be over- 
looked. 

Upon the secretary is placed responsibility for keeping the corporate officers 
informed of reports due governmental agencies. For this function he will keep 
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in close touch with legal counsel for the corporation. The secretary, more than 
any other officer, is directly concerned with stockholder relations. He is respon- 
sible for the preparation of lists of those eligible to vote at meetings, notices of 
meetings, and the proper recording of resolutions. In many corporations, the 
secretary is in charge of the stock record books, 

In smaller corporations, the secretary may be more concerned with the 
operation of the business than with the recording functions. In such cases, it 
may be prudent to engage legal counsel to see that corporate meetings are called 
properly, that the procedure called for by law is followed and that proper records 
are maintained. 


COMPENSATION. Adequate incentive for corporate management has long 
been recognized as a problem in an economic system where ownership and man- 
agement of enterprise have become separated to an increasing extent. Unless 
management has a stake in profits, those who conduct a business do not have 
the same pecuniary incentive to expand profits as did the entrepreneur of old, 
who owned as well as managed his business. 

Bonuses, profit-sharing, stock ownership plans, and stock options have been 
widely used through the years to increase the incentives for management, over 
and above the fixed salaries paid. High personal income taxes, however, have 
tended to limit the effectiveness of such executive compensation plans. (Washing- 
ton and Rothschild, Compensating the Corporate Executive.) ' o 

Another solution to the problem of adequate incentives for management is 
offered by Revenue Code provisions authorizing pension and profit-sharing 
plans that furnish benefits that are not taxable to the recipient currently as 
they are set aside for him. These plans, when approved on the basis of broad 
coverage and other standards set by law, provide deferréd income to executives 
and other employees of a corporation that is taxable only when received after 
retirement or severance of employment. Beneficiaries may expect that they will 
be subject to lower rates of personal income rate taxation at that time: because 
their ordinary income will be lower or will have ceased entirely. Should they not 
survive, their dependents will participate in death-benefits provided. 

These plans, which have gained greatly in popularity, may or may not be based 
on profit-sharing. Employee pension and profit-sharing plans are discussed at 
length in Sec. 19. 
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CORPORATE STOCK 


Nature of Capital Stock 


THE STOCKHOLDER’S RELATIONSHIP TO THE CORPORA- 
TION. Ownership of a corporation is divided into shares of capital stock evi- 
denced by certificates held by shareholders. A’ certificate may be issued for any 
number of shares, it being customary for a stockholder to have his total owner- 
ship in a corporation evidenced by one certificate. The owners’ equity, or the 
interest of the shares, consists of the value of the assets, less sums due creditors. 
This equity, divided by the number of shares outstanding, yields a quotient 
which is the book value of each individual share. Market value, which usually 
varies widely from the book value, refiects the demand for, and the supply of, 
the shares, which are influenced primarily by the prospective earnings of the 
corporation. Stock may be preferred as to dividends and assets, but preferred 
shareholders are owners and not creditors. The return received by shareholders 
is a dividend, not interest, regardless of the terms of the stock issue. 

Although some of the rights listed below are occasionally surrendered by share- 
holders, or exceptions to them are noted in the certificate of incorporation, stock- 
holders of a corporation ordinarily possess the following rights: 

1. To hold a proportionate ownership in the assets of the corporation, evidenced 

by a certificate. 

2. To transfer ownership of their shares. 

83. To receive dividends on their shares when declared by the board of directors. 

4. To inspect the corporate books. However, this does not extend to an exami- 
nation of the books of account or minutes of directors’ meetings except under 
special circumstances. 

To subscribe proportionately to any new issue of stock. 

To vote at stockholders’ meetings. 

To vote on questions affecting the corporation property as a whole. 
To protect the corporation against wrongful acts of management. 
To restrain ultra vires acts of the corporation. 

10. To share in the proceeds of dissolution. 

Liability of Holders. Stockholders are ordinarily liable only for the loss of 
their interest in the corporation in the event of failure. New York’s statute makes 
stockholders in some instances liable for wages due if not recoverable from the 
corporation; this liability is limited to corporations the stock of which is not listed 
or regularly traded in and to the ten largest stockholders of such corporations. 
Several other states, including Pennsylvania and Massachusetts, impose a liability 
on shareholders for salaries and wages owed to employees of the corporation. 
Formerly, stockholders of banks, national and state, were subject to double 
liability, but this has been generally eliminated. 


STOCK CERTIFICATES. Stock certificates are written evidences of own- 
ership of shares of stock. The issue of stock certificates is not necessary either to 
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the existence of the corporation or to make one a stockholder in a corporation. 
A stockholder becomes a shareholder as soon as his subscription is received by 
the corporation and related statutory and charter provisions have been fulfilled. 

If stock is purchased in the open market, the holder is not entitled to vote it 
or receive dividends on it from the corporation until the shares have been trans- 
ferred to his name on the corporation’s books. He has, however, a claim against 
the seller of the stock for dividends that accrue to the owner between the date of | 
purchase and the date of transfer of shares. ; 

The New York Stock Exchange does not permit its members to vote stock 
bought or sold for customers that is in process of transfer. 


Negotiability of Stock Certificates. Stock certificates, being instruments 
evidencing participation in ownership rather than evidences of debt like promis- 
sory notes or bonds, are not inherently negotiable. The quality of negotiability 
is, however, conferred on stock certificates by the Uniform Stock Transfer Act. 
This Act permits transfer of title’ to corporate stock represented by certificates: 

1. By delivery of the certificate, endorsed, either in blank or to a specified person, 
by the person appearing on the certificate to be the owner of the shares repre- 
sented thereby; or 

2. By delivery of the certificate and a separate document containing a written 

assignment of the certificate, signed by the person appearing on the certificate 
to be the owner of the shares represented thereby. Such assignment or power 
of attorney may be drawn either in blank or to a specified person. 


The Uniform Stock Transfer Act was adopted in all the states and the District 
of Columbia. An increasing number of states, including New York, New Jersey, 
Illinois, Pennsylvania, and Massachusetts, have, however, replaced the Uniform 
Stock Transfer Act with the Uniform Commercial Code, which provides that 
investment securities, including stock certificates, are negotiable. 

In addition, title to stock seized by court order may be transferred by sep- 
arate instrument. 

The usual practice when stock certificates are sold through brokers is to en- 
dorse them in blank. They may then pass through many hands before again being 
transferred on the books of the corporation to a new owner of record. 

The negotiable instrument status given stock certificates greatly facilitates 
transfers. It is unnecessary to make an extensive investigation of the genuineness 
of the title of owners of stock certificates offered for sale. A purchaser for value 
of a stolen certificate, endorsed by the owner in blank, is secure in his title if 
he has no knowledge of the theft. It is necessary only that the holder be a 
bona fide purchaser, as defined by the Uniform Stock Transfer Act, “a pur- 
chaser for value in good faith, without notice of any facts making the transfer 
wrongful.” The Uniform Commercial Code protects a purchaser who takes de- 
livery “for value in good faith and without notice of any adverse claim.” 

The Uniform Stock Transfer Act is not applicable to certificates issued prior 
to the adoption of the Act. Except for Alaska, which adopted the Act in 1959, 
the latest adoptions of the Act were in the decade prior to 1950. The Uniform 
Commercial Code is applicable to transactions after its effective date. As to a 
stock certificate not governed by the Act or the Code, one who buys the 
certificate from a finder or thief acquires no title. But even as to certificates not 
covered by these statutes a bona fide purchaser, under judicial decisions, may 
be protected. A transferor cannot rescind a transfer of stock because the trans- 
feree obtained the certificate through fraud, duress, by mistake, or without con- 
sideration, if the certificate has been transferred to a bona fide purchaser for 
value. 
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Under the Uniform Stock Transfer Act assignments and transfers without 
actual delivery of the stock are considered merely promises to transfer. If the 
vendor does not deliver but instead transfers to another bona fide purchaser for 
value, the stock certificate cannot be recovered, the first buyer’s only remedy 
being to sue the vendor for damages for breach of contract. This is also the case 
under the Uniform Commercial Code. 

The Code provides that delivery of a certificate without endorsement transfers 
title as between the parties, but the recipient becomes a bona fide purchaser only 
when an endorsement is supplied. Under the Uniform Stock Transfer Act mere 
delivery of a certificate does not transfer title. 

When stock certificates are lost or accidentally destroyed, before issuing 
new certificates corporation officers usually require that the owner set forth in 
an affidavit all the facts surrounding the loss, and that a bond be posted to se- 
cure the corporation against the possibility that the lost shares may be presented 
later by an innocent purchaser for value. If the corporation does not re-issue a 
lost certificate, it may be compelled'to do so by judicial proceeding, as part of 
which the owner will be required to post,a bond to protect the corporation from 
hability. 

STOCK TRANSFER PROCEDURE. The transfer of stock in large cor- 
porations is facilitated by the use of transfer agents and registrars. Trust com- 
panies maintain facilities for handling economically large numbers of transfers 
that occur daily in the shares of corporations whose stocks are traded on the 
security markets. 

A transfer agent supervises and certifies transfers of corporate stock. The 
extent of his supervision depends upon custom or his specific agreement with the 
corporation. He usually keeps the stock certificate book in his custody. When 
a transfer is to be made, the certificate of stock, duly assigned, is surrendered to 
the transfer agent, who thereupon cancels the surrendered certificate, attaches 
it to its proper stub in the stock transfer book, and then issues a new certificate 
in the name of the transferee. This certificate is sent to the proper corporate ofh- 
cials who affix their signatures and the corporate seal—unless the corporate seal 
is entrusted’ to the transfer agent—make the required entries in the transfer and 
stock books held by the corporation, and return the signed, or signed and sealed, 
certificate to the transfer agent. The transfer agent thereupon seals the certifi- 
cate, if not already sealed by the corporation, certifies it has been duly issued, and 
delivers it to the transferee. 

Occasionally, even though a transfer agent is employed, the stock certificate 
book is retained in the custody of the corporation, and when a certificate is 
presented for transfer it is cancelled by the transfer agent and turned over to 
the corporation in exchange for a new certificate issued in the name of the trans- 
feree. This certificate is then certified by the transfer agent and delivered to the 
owner. When the stock certificate book is kept by the corporation, the transfer 
agent keeps an independent record of stock certificates issued and surrendered, 
to assure the regularity of each issue or transfer. 

A registrar supervises transfers of corporate stock to insure that certificates 
are properly issued. He maintains records of stock certificates issued and of the 
surrender and reissue of certificates, with the names of the parties involved in each 
transfer. The registrar passes upon each certificate at the time it is issued and 
countersigns evidence of due issuance. The duties of registrar and transfer agent 
are necessarily distinct, and cannot be performed by a single person or institution. 

The work of a transfer agent or registrar, to be effective, must be discharged 
by persons of the highest character and unquestioned standing. Trust companies 
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and banks are best qualified for these functions. Employment of transfer agents 
and registrars is generally advisable when transfers of stock are likely to be nu- 
merous. To effect transfers rapidly and accurately, the employment of a qualified 
transfer agent and registrar, or a transfer agent alone, is advisable. They relieve 
corporate officials of much detail and responsibility, reduce the possibility of fraud 
or error in the issuance of stock to a minimum, and afford safety and convenience 
not otherwise obtainable. Stock exchanges require that stocks listed by them shall 
be issued through suitable transfer agents and registrars. 


Par Value of Corporate Stock 


USE OF PAR VALUE. Capital stock may be assigned a par or fixed value 
in the certificate of incorporation. This value is printed upon the stock certificate. 
For many years the customary par value, except for quite speculative ventures, 
was $100, although $50 was favored by some Pennsylvania corporations. Today, 
the trend is toward the use of low par value shares. 


LEGAL SIGNIFICANCE OF PAR VALUE. The par value of capital 
stock purports to represent the minimum original investment in cash, property, 
or services behind each share. The New York Business Corporation Law (Sec. 
504 c) states: “Shares with par value may be issued for such consideration, not 
less than the par value thereof, as is fixed from time to time by the board.” With 
regard to payment of dividends, the law states (Sec. 510 al) that the net assets 
of the corporation (total assets minus total liabilities) remaining after such pay- 
ment “shall at least equal the amount of its stated capital.” The latter, in turn, 
is determined as follows (Sec. 506 a): “Upon issue by a corporation of shares with 
a par value, the consideration received therefor shall constitute stated capital to 
the extent at least of the par value of such shares.” 

These restrictions, which are similar to those in statutes of other states, are 
based on the premise that the par value, subject to the vicissitudes of business, is 
paid in for the protection of creditors and so is not available for dividends to 
stockholders. If stock is issued for cash at less than its par value, stockholders 
are hable for the deficiency, the stock being part-paid and assessable. If prop- 
erty or services exchanged for stock have been fraudulently overvalued, creditors 
have in some instances been able to have the stockholders held liable for the 
deficiency. 

Banks and insurance companies under most state laws may issue only stock 
with par value, and regulatory authorities may require recapitalization or liquida- 
tion if the capital becomes impaired. Banks and insurance companies hold the 
funds of the general public, which is not in position to study the financial position 
of each institution, as do creditors of ordinary corporations. Hence regulatory 
authorities seek to protect public creditors by safeguarding the integrity of the 
capital as a cushion for creditors. 


Donated Stock Fiction. A subterfuge, frequently resorted to before the 
widespread use of no-par and low-par value stock, for avoiding open violation of 
the rule against issue of stock below par, was for a stockholder to donate a sub- 
stantial portion of his holding to the company and for the company to resell these 
shares, usually to raise working capital. As the donated shares became treas- 
ury stock, they then could be sold at any price, since the par value rule does not 
apply to the sale of treasury stock. The stock was originally issued to the donors 
at par for property or services presumably at a proper valuation. However, the 
very fact that they were ready to make the corporation a gratuitous gift of a 
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considerable portion of their holdings was proof that they had secured the stock 
very cheaply, that the property or services they gave in exchange were greatly 
overvalued, and that the stock was actually exchanged at considerably less than 
par. This is a form of overcapitalization and results in what is referred to as 
watered stock. (Donaldson and Pfahl, Corporate Finance.) 


Valuation of Property or Services as Payment for Stock. Such subterfuge 
as the donated stock fiction is only possible because of the leniency of the courts 
in placing a valuation on property or services given in payment of subscriptions 
to stock. Courts use one of two rules in deciding upon such questions of valua- 
tion. In some jurisdictions, the “true value” rule is employed. Here the motive, 
intent, and good faith of directors who take property or services in payment of 
stock subscriptions are disregarded, and the subscriber to stock who has given 
such property or services, in order to relieve himself of liability, must show that 
the property or services were actually worth in dollars and cents the face or 
par value of the shares. However, even here the court will be disposed to give 
the promoter the benefit of any doubt. In jurisdictions where the “good faith” 
rule prevails, courts will accept whatever valuation the directors have placed on 
such property or services, provided the parties to the transaction have acted 
fairly and in good faith. “In the majority of states, where the ‘good faith’ rule 
prevails, the creditors must prove not merely that the valuation was excessive, 
but also that it was fraudulent. Of course, this is a heavy task.” (Bonbright, 
Col. Law Rev., vol. 24.) 

The increasing tendency of state statutes is to make the judgment of directors 
as to the value of the property, labor, or other services received on stock sub- 
scriptions conclusive in the absence of actual fraud. 

Trouble not infrequently arises with respect to property or services taken in 
payment of stock subscriptions because of failure of the management by formal 
action to place a valuation on the property or services. The valuation should be 
made by directors or stockholders and a formal record made of it. Some states 
specifically require this by statute. Many state statutes provide that neither 
promissory notes nor future services constitute payment or part payment for 
shares of stock. 


“Full-Paid and Nonassessable.” Certificates of par value capital stock are 
designated “full-paid and nonassessable,” when a consideration at least equal to 
the par value has been paid for the shares. If the consideration received is less 
than the par value, but the certificates are nevertheless designated “full-paid and 
nonassessable,” the corporation is estopped from assessing the stockholders for 
the deficiency. In a few jurisdictions, even creditors may not enforce payment 
of the unpaid balance, but the Federal and most state courts have followed the 
lead of the Supreme Court in holding that creditors not aware of the failure to 
pay in the full par value when they lent funds may be presumed to have relied 
on the par value of the shares as representing the capital of the corporation. They 
can compel assessment of stockholders in the event of insolvency, provided 
they can prove that the stock is in fact partly paid or that property and services 
received in payment for the shares were fraudulently overvalued. Creditors can- 
not complain, however, if they extended their loans prior to the issue of the stock 
and could not therefore be misled by it, or if they had knowledge of the facts 
about the stock issue when they made their loans. Creditors may waive their 
rights to enforce payment of the unpaid balance on partly paid stock. Many 
corporations insert a “no recourse” clause in mortgage indentures for bond issues, 
by which bondholders surrender the right to seek additional payments on partly 


13-6 CORPORATE STOCK 


paid stock that may be outstanding. State statutes vary as to the circumstances 
under which corporate creditors may proceed directly against stockholders on 
unpaid subscriptions. Fig. 1 shows the form of a par value stock certificate. 


No. 1 25 Shares 
Incorporated under the laws of the State of 
New York. 


Ruland Hotel Corporation 
Capital Stock $10,000 Par Value $100 


This certifies that John Dow is owner of Fifty 
shares of the Capital Stock of the Ruland Hotel 
Corporation, Full Paid and Nonassessable, trans- 
ferable on the books of this Corporation in person 
or by Attorney upon surrender of this Certificate 
endorsed. This Certificate is not valid until coun- 
tersigned by the Transfer Agent and registered by 
the Registrar. 
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quesy Joysuely, 


Registrar 


In Witness Whereof, the said Corporation has 
caused this Certificate to be signed by its duly au- 
thorized officers and its Corporate Seal to be here- 
unto affixed this 3rd day of January, 19—. 


Jack Smith Thomas Land 
Treasurer President 


Idd1YO pezuoy ny ‘stAeq 1. Hes Ag 


Safety Bank and Trust Company in New York 
Authorized Officer 


By William -Ogden 


Registered : 


Fig. 1. Par value stock certificate. 


Low Par Value. The trend in corporate capitalization has been toward use 
of low-par value stock. Low-par value shares have frequently been exchanged 
for stock of a higher par or stated value by corporations desirous of creating a 
large capital surplus against which to charge asset write-downs or accumulated 
losses. These reductions in capital are effected with the consent of stockholders. 
When stock is sold above its par or stated value, it is said to be sold at a pre- 
mium. Widespread use of low-par value shares has made the sale of stock at 
a premium quite common. 

Many states tax no-par value shares as though they had a $100 par value. A 
tax saving is realized if low-par, rather than no-par, shares are used. Thus, New 
York levies an organization tax of “one-twentieth of one percentum upon the 
amount of the par value of all the shares with a par value which it is authorized 
to issue, and a tax of five cents on each share without a par value which it is au- 
thorized to issue.” (New York Tax Law, section 180.) If 10,000 shares are sold 
at $5 a share, the corporation raises $50,000. The capital stock tax would be $500 
with no-par shares, but only $25 if the shares are given a par value of $5. 

The Federal stock issue and transfer taxes also formerly favored the use of 
low-par shares. The Federal issue and transfer taxes since 1959 have, however, 
been based on actual value as to issuance of stock and selling price or actual 
value as to transfers. The issuance tax is at the rate of 10 cents per share of 
actual value, with a rate of 4 cents per share applicable to regulated investment 
companies. On transfers the rate is 8 cents per share if the selling price is over 
$200 per share and, as to other transfers, 4 cents per $100 of actual value but not 
less than 4 cents per share. 
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No-Par Value Stock 


REASONS FOR ADOPTION. No-par stock was first authorized in New 
York in 1912. It may now be issued under the statutes of all states except 
Nebraska and the District of Columbia. 

The principal reason for the authorization of no-par shares was the desire to 
remove restrictions upon the selling price of newly issued shares. Par value stock 
cannot be sold below the par value without subjecting the purchaser to liability 
for the deficiency. But no-par value stock can be sold at any price, unless the 
statutes or charter establishes a minimum price. If the certificate of incorpora- 
tion provides a stated value for no-par stock, the power to change the stated 
value may be given the board of directors. Thus, stock can be sold at a low price 
without resort to the fiction of issuing shares to promoters for overvalued prop- 
erty or services, and then having these shares donated back to the corporation so 
that they could be sold at a low price without subjecting the buyer to liability. 

Some states provide that no-par value stock shall be given a stated value. In 
the absence of such stated value, the stock is true no-par, and all the considera- 
tion received from its sale is considered capital. 


STATED VALUE. A stated value for no-par stock sets an amount that is 
entered on the corporation’s’books as capital. Any added consideration received 
from the sale of stock is designated as capital surplus. Some states prescribe a 
minimum below which the stated valued may not be fixed, usually $1 or $5. Sales 
of stock below its stated value may subject a buyer to liability. A low stated value 
permits the creation of a large initial capital surplus. 


TRUE NO-PAR. True no-par stock has no stated value, but all the con- 
sideration received is considered capital. The New York Business Corporation 
Law provides that no-par shares may be issued for such consideration as is fixed 
by the board of directors, unless the certificate of incorporation reserves this 
right to the stockholders; if the right is reserved to the stockholders, they may 
either fix the price by a vote or delegate this right to the board of directors. ‘This 
provision is similar to that of a number of states. 

Under the Delaware statute, the board of directors has power to fix the issue 
price of no-par stock, unless this power is reserved to stockholders in the certifi- 
cate of incorporation. In the latter event, exercise of the power is by two-thirds 
vote of stockholders entitled to vote in the matter—either by consent in writing 
or at a special meeting of the stockholders. Even if such power is reserved to 
the stockholders, the directors of a Delaware corporation may fix the considera- 
tion for a first issue of stock amounting to not more than 10% of the whole 
amount of authorized capital. 

Some statutes permit the sale of additional stock at any price to anyone, 
in the discretion of the board of directors, if no restrictions are specified in the 
corporation’s charter. However, courts of equity will protect stockholders against 
dilution of their equity by the sale of new shares to others much below the pre- 
vailing market value. (Note, Col. Law Reyv., vol. 26.) The fact that the charter 
or statute gives the board of directors or majority of shareholders the right to 
issue no-par shares for such consideration as they deem best will not prevent 
courts of equity from intervening on an application of existing shareholders to 
enjoin a dilution of their shares by the issuance of new shares below their real 


value. 
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The courts also will intervene if no-par stock is sold at different prices to 
different parties at the same time, but such sales may be permissible on the 
basis of legitimate business considerations. 

The use of no-par stock is now firmly fixed in American corporate practice. 
A number of states do not permit the use of no-par stock by monied corporations, 
such as banks and insurance companies. The statutes of Delaware, however, do 
not make this distinction. A holding company registered under the Public Utility 
Holding Company Act of 1935 is barred from selling no-par shares. 


NO-PAR STOCK IN THE BALANCE SHEET. Considerable variation 
occurs in accounting for no-par stock issues in the balance sheet. The proper 
method with true no-par shares is to capitalize the entire consideration received 
from the sale of stock. If, however, there is a division of the consideration be- 
tween the capital stock and the surplus account, as might not be improper under 
certain circumstances, that particular surplus account should be designated Capi- 
tal Surplus, Paid-in Surplus, or by some other designation that will distinguish 
it from earned surplus. 

Of every class of stock without par value, the number of shares issued as well 
as the total number authorized should be shown in the balance sheet. This ap- 
plies as well to par value stock issues, but the par value of issued stock permits 
a reader to determine the number of shares. It is frequently the practice, how- 
ever, to indicate the par value only when it is less than $100, particularly in the 
larger companies whose issues are dealt in on the exchanges. If the par value is 
not mentioned, it is understood to be $100. 

The following examples illustrate actual balance sheet treatments of capital 
stock and surplus in a no-par stock issue: 


Case 1 
6% cumulative preferred stock ($50 par value) ....... $30,333,900 
Common stock (6,497,627 no-par shares) ............. 64,976,270 
Capital surplus Vascden.katre Wray erect terrace eaters 81,197,532 
Undivided prota sa: nn deere tema te eit rere 50,212,546 


1. The common stock of this company originally had a par value of $10. When 
exchanged for no-par stock, the shares were assigned a stated value of the same 
amount, which was retained in subsequent issues of the stock. 

2. A considerable capital surplus has been accumulated from sales of common 
stock above the stated value, and of the preferred above the par value. 

3. Earned surplus is designated “Undivided profits.’ As a matter of usage, the 
accounting profession now prefers the term “retained earnings” to “earned surplus.” 
(Wixon, Accountants’ Handbook.) Other acceptable variations are “retained income,” 
“accumulated undistributed earnings,” “earnings retained for use in the business,” and 
“retained earnings reinvested.” 


CaseE 2 
Common stock (560,000 no-par shares) ................ $7,000,000 
Surplusg.aetged Recent Lee: fet eee cit eevee 3,651,503 
1. Each share of this company represents $12.50 of the capital stock. 
2. The surplus may or may not contain a portion of the stockholders’ contributions. 


If it does, good practice requires that that portion be segregated in a separate account 
and properly labeled. 


Case 3 
Preferred stock ($100 par value) eee $3,361,300 
Common stock (549,546 no-par shares) ..............0 9,736,998 
Capital isurpluss,cane. dst cies: eee. cee 1,548,945 


Current sur plugs is.s.ctas.v ft csasclepareie Geet stn eae ee eee 3,999,206 
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1. No stated value is indicated for the no-par common shares. 

2. If the capital surplus is paid-in surplus, then the capital stock represents only a 
portion of the consideration received for the stock. 

3. Current surplus is apparently earned surplus and is properly segregated from 
capital surplus. 


Cask 4 
Capital stock, no-par value (stated capital $1 per share). 
Authorized 400,000 shares, issued and _ outstanding 
PAU salt gal bbe el Sie5g eros torols aS eae aOR etna ns eyralig aU eeor $ 209,351 
Capital in excess of stated capital ...................00. 3,882,128 


In this case the item designated as capital stock is only a small fraction of the 
total amount paid in by shareholders. 


OBJECTIONABLE METHODS OF PRESENTING NO-PAR 
STOCKS IN BALANCE SHEET. The following methods of setting forth 
no-par capital stock in the balance sheet are occasionally encountered, though 
they do not represent approved practice. 


1. Failure to differentiate paid-in surplus from earned surplus, and the resulting 
inability of readers of the balance sheets to know whether dividends are being paid 
from accumulated earnings or from the previous contributions of stockholders. 

2. Lumping capital stock and surplus together in one figure in the case of shares 
without stated value so that the reader is unable to learn what sum represents the 
stockholders’ permanent investment and what sum represents earnings. 

3. If there are two classes of stock—preferred and common—both of no-par value, 
their amounts may be merged together, and only the number of shares of each class 
outstanding is shown. There is nothing to indicate whether the preferred shares are. 
carried at their paid-in value or their value in liquidation. 


ADVANTAGES OF NO-PAR STOCK. Advantages claimed for no-par 
stock are: 


1. Truthful representation of ownership. Regardless of the par value assigned to a. 
share of stock, it represents fractional ownership in the corporation. A dollar par, 
value may confuse uninformed purchasers, who may believe that because a share has 
a certain par value it is worth that amount. The buyer of no-par shares acquires only’ 
& proportionate share in the assets and earning power of a corporation. 

2. Selling price may be adjusted to prevailing market quotations. Corporations may 
seek to sell stock when prevailing quotations are lower than the par value of the 
shares. Questionable practices were often used to create “full-paid” par value stock 
which could then be sold below par. With no-par stock this procedure is unnecessary, 
for it can ordinarily be sold at a price fixed by the board of directors. 

3. Number of shares may be increased easily. If it appears desirable to increase the 
number of shares to effect wider distribution or prepare for new financing, it may be 
accomplished by a simple split-up of no-par shares. With par value stock, it would be 
necessary to reduce the par value or to declare a stock dividend. All that is necessary 
to split up no-par shares is the authority to issue more stock, If there is sufficient 
unissued stock available, the directors have the power to issue it; if not, an amend- 
ment of the certificate of incorporation is necessary. 


DISADVANTAGES OF NO-PAR STOCK. The disadvantages of no- 


par stock are: 


1. The courts insist that the capital of a corporation with no-par stock must be 
kept intact, which raises a number of problems as to how the amount of such capital 
shall be determined, and how it can be reduced when necessary. 
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2. Organization taxes on no-par stock sold below $100 are higher than on low-par 
stock in some states. 

3. Stock transfer taxes may be higher on no-par stock, which is a disadvantage to 
the stockholder. 

4. There is danger of impairment of the equity of old stockholders through the 
issue of no-par value stock for overvalued property, 1f the preemptive right to sub- 
scribe to new issues has been waived. 


Generally speaking, no-par stock has disappointed the expectations of those 
who sponsored its introduction. It has given rise to legal and accounting compli- 
cations and difficulties that were not then contemplated. Hence, the trend has 
been away from its use, and toward substitution of low-par stock, which is sim- 
pler and more certain in character. But experience with no-par stock did break 
down popular attachment to the $100 par value as a standard, and so paved the 
way for public acceptance of par values of $10, $5, $1, and in certain cases as 
low as 1 cent. A no-par value certificate is illustrated in Fig. 2. 


No. 20 75 shares 


Acme Realty Corporation 
Incorporated under the Laws of the State of 
Delaware 
Capital Stock 


This is to certify that Richard Roe is the owner 
of ten shares, fully paid and nonassessable shares, 
without nominal or par value, of the Capital 
Stock of 


: pousisi9}UNOD 


Auvdurog Isnty, Ayan99g 


Acme Realty Corporation 
transferable on the books of the Corporation by 
the holder hereof in person or by duly authorized 
attorney upon surrender of this Certificate prop- 
erly endorsed. : 


IaYO peztioyyny ‘stavq ‘gq ‘H : 4g 
JUISY JajsUuBLT, 


This Certificate is not valid unless countersigned 
by the Transfer Agent and registered by the 
Registrar. 


Registrar 


In Witness Whereof, the Corporation has caused 
this Certificate to be executed by its duly au- 
thorized officers. 


Dated Feb. 19— 
Thomas Smith Elmer Doe 


Secretary President 
(Corporate Seal) 


Safety National Bank and Trust Company 
Authorized Officer 


New York 
J. P. Hoskins 


Registered : 


Fig. 2. No-par value stock certificate. 


Stock Terms and Definitions 


AUTHORIZED STOCK. The authorized stock of a corporation is specified 
in its certificate of incorporation. It is the maximum number of shares that may 
be issued. Should the corporation desire to increase or decrease the number of 
shares or change the par value, it will be necessary to submit the question to the 
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stockholders at a meeting and, if approval is obtained, to file an amendment to the 
certificate of incorporation in the form and manner provided by the statute. If 
preferred stock is authorized or any special restrictions or privileges apply to a 
class of stock, this is set forth in the certificate of incorporation, and these too 
may be changed thereafter only by formal amendment of the charter. 


RESERVATION OF AUTHORIZED STOCK. The authorized capital 
stock may or may not be issued in its entirety immediately upon the organization 
of the corporation, depending upon the company’s policy. Particularly if it sees 
opportunities for future expansion by new acquisitions or otherwise, it will fix the 
authorized stock sufficiently high to have unissued stock constantly on hand. 
If a company enters into contracts calling for the issue of stock at some time 
in the future, it will not only see to it that it has a sufficient amount of unissued 
stock for the purpose, but it may take the further step of reserving the required 
amount on its books. Some statutes—that, of California, for example—compel a 
corporation to increase the authorized stock sufficiently when stock purchase war- 
rants and convertible securities are issued. The Maryland statute provides, how- 
ever, that authorization of convertible securities also includes the authorization of 
the stock into which they are convertible. 

Some of the reasons making it desirable for a company to have a supply of au- 
thorized but unissued stock on hand are: 


1. For new financing, whether a sale of additional shares to stockholders through 

issuance of rights, a sale to bankers, an exchange of shares for property or 

services, an exchange for securities in other corporations through merger, etc., 
or in payment of a debt. 

To declare stock dividends—recurring or occasional. 

. For issuance to the management, promoters, bankers, or others to whom op- 
tions to buy stock have been given by way of compensation given on a con- 
tingent basis. Such options will not ordinarily be exercised until the market 
value of the outstanding shares rises above this option price, but the corpora- 
tion must stand reddy to deliver shares to the option holder without delay 
upon application. 

4. For issuance in exchange for bonds or preferred stock which is convertible 
into common stock. If the bonds are convertible into preferred stock, then a 
sufficient authorized amount of that issue must be held in reserve to meet all 
conversion requirements. 

5. If stock purchase warrants are outstanding, carrying the privilege of purchas- 
ing the stock at a given price, a sufficient amount of authorized stock must be 
held available to meet the entire requirements of such options. 

6. Shares may be reserved against an employee’s stock subscription plan or 
against subscriptions by customers. 

7. Shares may be reserved against scrip dividends convertible into the stock. 


wb 


CHANGES OF AUTHORIZED CAPITAL STOCK. The authorized 
stock, fixed as it is by the charter, cannot be changed, whether in amount or in 
the classification of the shares, even with the consent of all the stockholders unless 
the power to change it has been expressly conferred upon corporations by statute. 
(Fletcher, Cyclopedia of the Law of Private Corporations.) In other words, a 
corporation has no implied authority to increase or diminish its capital stock. All 
states, however, by statute have conferred the right upon corporations to change 
their original capital stock and it is exercised generally by action of the stock- 
holders. A change in the authorized stock necessitates amending the charter, 
and, although the general requirements of the various states are similar, the de- 
tails vary and the statutes must be consulted in each case to determine just what 
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is required. Usually the consent of a majority or two-thirds of the voting shares 
is necessary. 
The changes in authorized capital stock most commonly made are: 


1. Increase or decrease of the amount of authorized capital stock. 

2. Increase or decrease of the number of shares. 

3. Increase or decrease of the par value of shares with or without a change in the 
amount of authorized capital stock. If the authorized capital stock is not 
changed, a change in the par value necessitates the reverse change in the num- 
ber of shares. 

4. Change of par value shares to shares without par value or reverse. 

5. Creation of one or more classes with specified preferences. 

6. Change of common stock to preferred stock, or of preferred stock to common 
stock. 

7. Change of preferences of existing preferred stock. 


ISSUED STOCK. When a corporation sells its stock, the shares sold are 
termed issued stock. As long as it remains in the hands of stockholders it 1s known 
as outstanding stock, losing that status only when reacquired by the corporation. 


FULL-PAID STOCK. Stock is full paid when the corporation has received 
payment up to the full par value, or up to the amount established as the selling 
price of no-par shares. Payment may be in cash, in real, personal, or intangible 
property, and in services (labor done). If property and services received for 
stock are overvalued, watered stock results. Since the passage of the Federal 
Securities Act, which requires the filing of a prospectus showing among other 
information the details of such transactions, it has become increasingly difficult for 
promoters, incorporators, and directors to issue excessive amounts of stock for 
property and services. 


PART-PAID STOCK. Part-paid stock, as the name indicates, is stock which 
has been issued for less than the par value or the agreed subscription price. 
Statutory authority is necessary for the issuance of stock as partly paid and 
subject to call for additional payments by stockholders. The issuance of partly 
paid stock, with the amount paid shown on the face or back of the certificate, is 
authorized by the Delaware statute. The practice is not common in American 
financial practice, but it is quite common in England and other countries. Stock 
sold in this country on the installment plan is usually not issued until the final 
installment has been paid. Often stock offered on the installment plan was pre- 
viously issued fully paid and was subsequently reacquired by the corporation for 
the express purpose of making it available to employees through installment pur- 
chase agreements. A public sale of stock that is only part paid, with the at- 
tendant danger of liability to creditors or further call by the board of directors, 
is normally impracticable. Practice dictates that stock sold to the public be “full 
paid and nonassessable.”” Even where private sale rather than public is contem- 
plated, the possibility of issuing stock that is not fully paid is seldom considered. 


TREASURY STOCK. Treasury stock is stock that has been issued as full 
paid and nonassessable and has come back into the possession of the issuing com- 
pany by purchase, gift, or otherwise, and is kept alive in the corporation’s treas- 
ury. It is issued but no longer outstanding stock. Unissued stock, whether or 
not reserved for a particular purpose, is not treasury stock. The term “treasury 
stock” is properly used to designate only the shares of its own stock which a 
company has acquired and which are held subject to disposal by its directors or 
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its stoekholders. It is not an asset of the company and should not be included in 
the current assets. Nor should it be lumped with the company’s security invest- 
ments in other concerns. It should be set out separately on the balance sheet, 
preferably as a deduction from outstanding stock if its reissue within the near 
future is not contemplated. 

Stock once issued for its full par value or otherwise fully paid has a different 
status from the same stock before issue. It is full-paid stock, and may be resold 
at any price regardless of par value or previous issue price; or it may be given 
away as a bonus with preferred stock or bonds, or sold to employees, or be other- 
wise issued without involving the recipient in liability to the corporation or its 
creditors; generally such stock may be sold without violating the pre-emptive 
right of stockholders, but some state statutes make pre-emptive rights applicable 
to treasury stock. So long as the stock is held by the corporation in its treasury, 
it is inert and can neither vote nor participate in dividends. 


Reasons for Acquisition. Some reasons for a corporation acquiring its own 
shares are: 


1. To acquire shares for mergers, sale to officers or employees, or other corporate 
purpose, so that outstanding capital stock need not be increased. 

2. To reduce outstanding stock when it is felt that the earnings of the corpora- 
tion may decline. 

3. To acquire a block of stock from the estate of a large stockholder or others, if 
such stock would otherwise be acquired by unfriendly interests or competitors. 

4. To buy shares from a stockholder in a closed corporation who is desirous of 
disposing of his interest, for which there is no market. 

5. To declare a dividend in treasury stock. 

6. To prepare for the retirement of an issue of stock. This is quite common if an 
issue of preferred stock is outstanding and the corporation wishes to eliminate 
it. 

7. To have stock available for the exercise of stock options and warrants. 

Methods of Acquisition. There are two common methods by which treasury 

stock may be acquired: 


1. By purchase. A corporation may in most states purchase its own stock, provided 
that in so doing it does not impair capital; a number of state statutes require stock- 
holder approval if capital surplus rather than earned surplus is to be used for such 
a purchase. 

2. By donation. A corporation’s stock may be donated to the corporation for a 
number of reasons. In the days before no-par stock had been legalized and a low 
par value was considered inexpedient, promoters were liberally paid for property and 
expenses in stock and immediately donated some of this stock back to the corpora- 
tion, As it had been issued as fully paid stock, it could then be sold at a price below 
the $100 par value. Stock may be donated to the corporation in the same manner to 
facilitate the sale of preferred stock through giving common with each preferred share 
as a bonus. Large stockholders may donate stock in a time of stress to help the 
corporation raise cash. They may donate shares to be used as a bonus for officers or 
employees. A large stockholder may donate stock to eliminate a profit and loss 


deficit. 


~ Voting Power 


VOTING BY STOCKHOLDERS. The right to vote is a fundamental right 
of the stockholder. Unless restricted by the charter for certain classes of stock, 


this right cannot be questioned. 
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At common law, the right to vote was given the individual stockholder, and 
not his stock. Each stockholder had one vote regardless of the number of shares 
owned. This is still the rule in England, unless the corporate “regulations” 
(bylaws) provide otherwise. In the United ‘States, the statutes of the states give 
to each stockholder as many votes as he has shares of stock. In fact, this prac- 
tice is so universal that the right can be said to exist by usage, so that even in 
the absence of statutory provision it has long been enforced by the courts on that 
ground. (Western Cottage Corp., etc. v. Burrows, 144 Ill. App. 350, 370 [1908].) . 

Corporations owning stock in other corporations may vote such shares through 
authorized representatives, as can natural persons. However, it is well estab- 
lished’ in law that a corporation may not in any manner vote its own stock which 
it may have acquired and have in its treasury. 

The bylaws usually authorize closing of the transfer books for some period 
prior to the meeting, so that ownership of the shares and the names of those 
entitled to vote may be determined. The same purpose is served by a bylaw per- 
mitting the secretary to limit the right to vote to stockholders of record at the 
close of business on some day prior to the meeting. This is the usual practice 
of corporations whose stock frequently changes ownership, common among large 
corporations. 

A majority vote of the shares present at a meeting (provided a quorum is 
present) is necessary to elect a director or pass a resolution if statutory voting 
is used. A mere plurality of the votes would not be sufficient to elect a director. 
For example, at a stockholders’ meeting with 300 voting shares present for the 
election of a director, the leading candidate received 150 votes. No director 
is elected, for while the first candidate has a plurality, he lacks one vote of hav- 
ing a majority. Each director is balloted for separately, hence ownership of a 
majority of the shares will elect all of the directors. As to specified matters, such 
as merger and consolidation, sale or mortgage of assets not in the regular course 
of business, amendment of the certificate of incorporation or dissolution, a two- 
thirds majority may be required. In addition, many state statutes permit the 
certificate of incorporation to require the affirmative vote of a greater proportion 
of the stock than would otherwise be required. 


Cumulative Voting. Cumulative voting is designed to enable a minority of 
the stockholders, who under statutory voting would not be able to elect a di- 
rector, to gain representation on the board. This method of voting is mandatory 
by constitution or statute in some states; in a large number of other states, the 
statutes permit the certificate of incorporation to provide for such a method of 
voting. Courts have disagreed as to whether cumulative voting may be ap- 
plicable by statute to pre-existing corporations. Under cumulative voting, each 
stockholder is entitled to as many votes as he has shares of stock, multiplied by 
the number of directors to be elected. He can then concentrate his votes on one 
candidate or upon as few as he desires, for in ee voting a plurality and 
not a majority of votes is necessary for election. 

If a corporation has 300 shares of voting stock raed at the stockholders’ 
meeting, there are five directors to be elected and the minority owns 148 shares, 
it would be entitled to 740 votes. If the minority wished to elect two candidates, 
it would cast 370 votes for each. The majority interest owning 152 shares is en- 
titled to 760 votes, so that if it spreads these votes over five candidates each 
would receive 152 votes, and over four candidates 190 votes. Thus, it is useless 
for the majority to spread its votes over more than three candidates who would 
be unopposed, as the minority would have no votes left after having used its 
voting power to assure the election of two directors. 
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To determine how to vote shares with cumulative voting for the election of 
directors to best advantage, the following formula is used: 


Total number of Number of 
Minimum number of _ shares outstanding “~~ directors desired se 
shares required Total number of 41 


directors to be elected 
To elect one director in the case of the corporation having 300 shares out- 
eas + 1] or 51 shares, with 255 votes, all 


to be cast for one director. Thus, ownership of 17% of the voting stock would 
be sufficient to insure representation on the board of directors for the minority. 


CONTINGENT VOTING. Ordinary voting privileges are often denied 
preferred stockholders. In exchange for the preferential right to a stipulated 
rate of dividend before any dividend may be paid on the common stock, the 
purchaser of preferred stock surrenders his right to vote. However, there is often 
a provision that, in the event no dividends are paid for a specified period, the 
preferred stocks shall have voting power. This may consist of a power to elect 
one or two members to the board of directors, if such directors constitute a 
minority of the whole board. Some charters go further and give the preferred 
stockholders exclusive or majority voting rights until dividend arrears have been 
paid up. The number of dividend payments that must be passed before preferred 
stockholders receive the voting privilege varies from one corporation to another. 
Failure to pay a full year’s dividend is a common stipulation. 

Statutes in a number of states provide that preferred stockholders, even though 
nonvoting on ordinary matters, have the right to vote on questions affecting 
the status of the corporation’s property as a whole. Such questions as 
mortgaging or selling the corporation’s property or franchise, guaranteeing 
_bonds of another corporation, voluntary dissolution, and merger or consolidation 
with another corporation are in this category. Most state statutes give holders of 
preferred stock a right to vote as a class on amendments to the certificate of in- 
corporation modifying the rights oftheir class of stock in relation to other classes 
of stock. To deny nonvoting stockholders the right to vote in the above con- 
tingencies, it must be specifically excluded by charter. 


PROXIES. Under the common law, each stockholder had to be present at 
the meeting. He could not delegate to another the right to attend and cast his 
vote. The practice of giving a power of attorney to another to attend the stock- 
holders’ meeting and vote the shares has become so common, however, that it is 
now accepted usage even where not specifically authorized by statute. State 
statutes provide in some instances that a proxy is not valid beyond a certain pe- 
riod, such as eleven months, unless otherwise provided in the proxy. 

A proxy is a power of attorney to vote corporate stock, It is revocable like 
any other agency, therefore, unless coupled with an interest, such as proxies given 
to one who holds the stock as security for a loan. Personal attendance by a 
stockholder at a meeting cancels any proxy that he may have given. A proxy with 
a later date than one previously given automatically cancels the first. proxy. 
Under the principles of the law of agency, the death of the stockholder also can- 
cels a proxy. Statutes in some states provide that revocation of a proxy is effec- 
tive only after notice to the secretary of the corporation. 

Proxies usually authorize the holder not only to vote for directors, but also 
to vote on other questions that may come up at the meeting. In practice, most 
proxies are given for a specific meeting and any adjournments thereof. 


standing, a minority would need 
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A proxy is shown in Fig. 3. 


PROXY AMERICAN CAN COMPANY 
ANSUAS MEETING a STOCKHOLDERS, APRIL 24, 19 — 
THE CONRAD HILTON, 7th AND 8th STREETS 
AT SOUTH MICHIGAN, GWOULEVARD, CHICAGO, ILLINOIS 
| The undersigned hereby appoints WitL1AM C, Stotx, WiLL1AM E, BucHANAN, WiLL1AM Ewinc 


and Joun R. Henry, and each of them, proxies, with full power of substitution, to vote for the 
undersigned all shares of stock of AmenicAN Can Company which the undersigned would be 
entitled to vote if personally present at the Annual Meeting of Stockholders to be held on April 24, 
1962, at 10:00 A.M., Central Standard Time, and at any adjournment thereof, upon the matters set 
forth in the Notice of such meeting. Said proxies are directed to vote pursuant to the Proxy Statement 
for the election of the persons nominated therein as directors, as checked below upon the following 
matters, and otherwise in their discretion: 


Management recommends a vote FOR 0 FOR Proposal 1— To elect Lybrand, Ross 
0 AGAINST Bros. & Montgomery as auditors. 
0 FoR Proposal 2— By two stockholders, con- 
Management recommends a yote AGAINST [] AGAINST ~ cerning stock options. 
0D FOR Proposal 3 — By two stockholders, con- 
Management recommends a vote AGAINST AGAINST cerning the Company's annual proxy 


statement. 


| 
0 For Proposal 4 — By two stockholders, con- 
Management recommends a vote AGAINST 0 AGAINST cerning Cum! ive voting. ( ) 
over | 


If not otherwise specified on the reverse side, this Proxy will be voted FOR Proposal 1 and 
AGAINST Proposals 2, 3 and 4. 


Sign exnctly as name appears below. For 
joint accounts all co-owners must sign. Mihai Brn ouneeaodonasabe occas saad ap0000 00NGS .- 


THIS PROXY IS SOLICITED ON BEHALF OF THE MANAGEMENT. 


Fig. 3. Proxy of stockholders. 


S.E.C. Proxy Regulations. The Securities and Exchange Commission, acting 
under section 14 of the Securities Exchange Act of 1934, issued its Regulation 
X-14, Rules Relating to the Solicitation of Proxies, which requires that substan- 
tially the following items of information be provided holders of stock registered 
on national security exchanges, when they are asked for proxies to be voted at 
stockholders’ meetings: 


1. 
2. 


The revocability of the proxy. 

A dissenter’s right of appraisal on any matter to be acted upon, his right to 
surrender his holdings at an appraised price. 

Identification of persons making the solicitation, how it will be made, and who 
will bear the cost. 

Any substantial interest of certain persons in matters to be acted upon, se- 
curity holdings or other interest of those soliciting the proxy or of those 
nominated for election as directors. 

The number of outstanding shares of voting securities and the principal 
holders thereof; the existence of cumulative voting rights. 

If there is to be an election of directors, the nominees and directors presently 
in office whose terms will continue. 

The remuneration of interested directors, nominees for director, or officers, if 
there is to be an election or consideration of any bonus, profit sharing, or 
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other remuneration plan, or any material transaction in which any director, 
nominee for election as a director, or officer will participate or has participated 
during the last fiscal year. 
8. Details as to the selection of auditors, identification, and description of any 
financial interest that they may have in the company. 
9. Any bonus, profit sharing, and other remuneration plans that are to be acted 

upon. 

10. Any pension and retirement plans that are to be acted upon. 

11. Any options, warrants, or rights that are to be granted or extended. 

12. The authorization or issuance of securities otherwise than for exchange for 
outstanding securities. 

13. Any action that will be taken for the modification or exchange of securities. 

14. Any plans for mergers, acquisitions, or similar matters. 

15. If any matter specified in 12, 18, or 14 above is to be included, certified finan- 
cial statements. 

16. Any acquisition or disposition of property. 

17. Any planned restatement of accounts. 

18. Action with respect to reports of the company or its directors. 

19. Matters not required to be submitted to a vote of security holders but that 
will be submitted. 

20. Any proposed amendment of charter, by-laws, or other documents. 

21. Other proposed actions not referred to above must be briefly described. 


The latest amendments to the Securities Acts and the Regulations and Rules 
of the Securities and Exchange Commission are published commercially in the 
form of a looseleaf service. (Federal Securities Law Reports, vol. 2, Commerce 
Clearing House.) 

These regulations are chiefly concerned with the solicitation of proxies by or 
on behalf of management. Information is, however, also required as to persons 
other than the management soliciting proxies in a proxy contest. The informa- 
tion specified by the regulations must be given in the letter soliciting the proxy. 
Letters soliciting proxies for a meeting for election of directors must also be ac- 
companied ordinarily by a financial statement of the corporation for the preced- 
ing fiscal year. The S.E.C. requires that space be provided in proxies for a di- 
rection to vote “no,” if the stockholder so wishes, on each matter to be acted 
upon at the meeting. Proposals that minority stockholders intend to bring up at 
the meeting, and of which they have informed management, must be tersely 
described in the solicitation. - 

At the request of any security holder, a management sending out a request for 
a proxy must disclose the approximate number of holders of each class of 
stock being solicited and the cost of mailing. The management must send out 
proxy solicitations or other communications for other shareholders, upon receipt 
of their written request to do so, delivery of the material, envelopes, and postage, 
and “reasonable reimbursement of all expenses incurred in such mailing.” 

Preliminary copies of the proxies must be filed with the commission at least 
10 days prior to mailing to security holders. The commission advises that final 
printing not take place until its comments have been received. _ 

Stock listed on an exchange may be held by a member firm in a street name. 
Rules of the New York Stock Exchange and the American Stock Exchange re- 
quire the transmission to customers of proxy material held in street names with a 
request for instructions and notice that the stock may be voted at the firm’s dis- 


cretion in the absence of instructions. 


VOTING TRUSTS. Under a voting trust, stockholders assign legal title to 
their shares to trustees in return for transferable voting trust certificates. The 
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trustees thus acquire the power to vote the stock for the duration of the trust 
without interference from the beneficiaries. The terms of the agreement require 
the trustees to distribute any dividends, rights, or benefits which may accrue 
during the life of the trust. Statutes usually place a definite limitation on the life 
of a voting trust (10 years in New York and Delaware), or require that a limit be 
fixed. Some state statutes (as New York and Delaware) provide for extensions or 
renewals of a voting trust agreement within a specified period prior to its expi- 
ration. In the absence of such a statutory provision, a new voting trust may be 
created only following the expiration of the term of the prior agreement. 

A common reason for the creation of a voting trust is to insure continuity of 
control over the business for the life of the trust. Transfer of voting trust cer- 
tificates does not affect control. A majority of stockholders may thereby insure 
continuance of control over a long period, even though ownership of their stock 
should change. Another frequent use is in connection with corporate reorganiza- 
tions, with the voting trustees, usually appointed by the court, controlling the 
affairs of the reorganized company for a specified period of time. 


Stock Subscriptions 


LEGAL STATUS. A subscription to capital stock (Fig. 4) is an offer to 
purchase shares in a corporation. When the subscription is accepted, a binding 
sale of the stock results. The subscriber then becomes a stockholder at once, 
with the benefits and liabilities involved, later issuance of thé actual certificate 
merely providing him with evidence of his holdings. A subscription must be dis- 


Acme Shoe Manufacturing Co., Inc. 


Incorporated Under the Laws of the State of Delaware 


Authorized issue 5,000 shares common 
without par value. 


Dos ce Noaden eA OT tect Tie. Ge hereby subscribe for ............ shares 
of the Capital stock of the Acme Shoe Manufacturing Company, and, upon the 
call of the treasurer of said company, agree to pay therefor the sum of 
rate we ie bite y ce Sotto aprile es te dollars: y seiercenere 


Subscriber 
Address 


SO So Ter S50) Bie 0 oo 0 oe 06 ow 0 ws cle e ible os bie 6 


Witnessed : 


Fig. 4. Form of stock subscription. 


tinguished from an agreement to subscribe to stock in the future. Failure to 
fulfill the agreement will not subject the would-be purchaser to liability as a 
stockholder, but only to damages for breach of his agreement. A subscription 
agreement should also be distinguished from a purchase or an agreement to 
purchase stock from another stockholder. A subscription is associated with 
original issuance of stock by a corporation. An agreement to purchase or a 
purchase of treasury stock is a purchase transaction and not a subscription. 


PREFERRED STOCK 13-19 


Preferred Stock 


CLASSIFICATION OF STOCK. The charter of a corporation may pro- 
vide for the issuance of more than one class of stock. The most common classifi- 
cation is into preferred and common stock. Preferred stock is given a preference 
over common in the distribution of dividends, and may also be given other prefer- 
ences. Voting rights may be denied these preferred classes in exchange for the 
preferences given, or voting rights may be made contingent upon failure to pay 
dividends on preferred stock for a certain period of time. Within the general 
definitions of the various types of preferred stock to be subsequently described, 
there are literally hundreds of possible minor variations in the rights, privileges, 
and restrictions specified. The impact of the Federal corporate income tax has 
been to reduce the use of preferred stock paying nondeductible dividends in 
favor of debentures paying deductible interest. As investments, preferred stocks 
are attractive to some corporations because dividends received by corporations 
are taxable at reduced rates whereas interest is fully taxable. 


DEFINITION OF PREFERRED STOCK. Preferred stock is stock that, 
by the certificate of incorporation or the bylaws, has been given a preference 
over the common stock in respect to dividends. It is usually stipulated that the 
preferred stock will receive a certain rate of dividend before dividends will be 
paid upon the common stock. Preferred shares may be preferred also as regards 
distribution of assets upon dissolution and have other privileges not enjoyed 
by the common stockholders, but the dividend preference feature is the most 
important. If there are no further stipulations, preferred stock will in other 
respect have all the rights of the common stock. 


DIVIDEND PREFERENCE. Dividends on preferred stock with par value 
are expressed as a percentage of the par value. “Preferred as to dividends at 
the rate of 6% per share” is a typical charter provision. Some issues of preferred 
stock are without par value, and the dividend is then expressed as so many dol- 
lars and cents per share, such as “preferred as to dividends in the amount of 
$5.00 annually.”” Preferred stockholders, like common stockholders, are entitled to 
dividends only when declared by the board of directors. The dividend becomes a 
debt of the corporation only after directors have declared it. Dividend rates 
vary greatly. Some issues sold in the period from 1920 to 1927 bore rates as 
high as 8%. Rates of 5% and lower became more common thereafter. 

If preferred stock is cumulative, dividends not paid in any year will accumu- 
late and must be paid at a later date before dividends can be paid on the com- 
mon stock. Unless a contrary intent appears, a statement that preferred dividends 
“wall be paid out of the profits of each year,” even though the word “cumulative” 
is not used, may be held to make the stock cumulative. The New Jersey courts 
developed a “dividend credit” rule as to noncumulative preferred stock, holding 
that unpaid dividends accumulated to the extent earned in years in which the 
corporation had profits, and had to be paid before any dividend could be dis- 
tributed to the common stock. But in the leading case, that of the Wabash Rail- 
way, the United States Supreme Court held that dividends do not accumulate 
on noncumulative preferred stocks, even if earned, provided that the issuing cor- 
poration uses the retained earnings for justifiable capital improvements. (Barclay 
v. Wabash Railway, 250 U.S. 197, decided in 1930.) The court said: 


When the net profits of a corporation out of which a dividend might have been 
declared for the preferred stock, are justifiably applied by the directors to capital im- 
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provements, the claim of the stock for that year is gone, if by the terms of the articles 
of incorporation and the certificates, the preferential dividends are not to be cumula- 
tive. The fact that there were profits in that year out of which dividends might have 
been (but were not) declared does not entitle such stock to a correspondingly greater 
preference over other stock when the profits of a later year are to be divided. 


CLASSES OF PREFERRED STOCK. A corporation may have more 
than one class of preferred stock. Also, one class of preferred stock may be 
issued in several series, each receiving a different rate of dividends or differing 
in some other characteristic, but all enjoying the same degree of preference over 
the common. Each series is usually designated by a letter, as Preferred A and 
Preferred B. 

Each class of preferred stock has a different degree of preference. For exam- 
ple, there may be a 6% first preferred stock and a second preferred with a 
preference of 8% that is entitled to dividends only after dividends have been 
declared on the first preferred. Some companies have put out as many as five 
different classes of preferred, usually in reorganizations, almost equaling some of 
the joint stock companies of the sixteenth century that, according to W. R. 
Scott (Joint Stock Companies to 1720), had as many as seven or eight different 
classes. 


PARTICIPATING PREFERRED STOCK. Participating preferred stock 
is entitled to dividends in excess of the stipulated preferential rate, under specified 
conditions. The question whether preferred stock is participating where this fea- 
ture is not expressly stipulated in the charter has been decided differently in 
several jurisdictions, but the majority view is to the effect that in such a case the 
preferred stock is not entitled to dividends beyond its stated preferential rate. 
(Fletcher, Cyclopedia of the Law of Private Corporations.) The courts that 
have held preferred stock to be nonparticipating have considered the stated 
preferential rate to be also a statement of limitation. To avoid the possibility 
of a preferred stock being held to be participating, the phrase “preferred as to 
dividends at the rate of ....% per annum, and no more” is frequently 
used. : 

The most common form of participation is to permit the preferred to share with 
the common in further dividend distributions, after both have received the 
preferential rate of dividend on the preferred. There are many types of special 
participation. It may be provided, for example, that after having been paid a 
preferential dividend of $3 per share and the common has received $1 per share, 
the preferred will be entitled to a further distribution of $1 per share before addi- 
tional dividends are paid on the common stock, or to share pari passu with the 
common up to $1 more. The vast majority of preferred stocks are nonpartici- 
pating. 


ASSET PREFERENCE. If a preferred stock is, by the terms of the certifi- 
cate of incorporation, preferred as to dividends only, it will share pro rata with 
the common stock upon dissolution. However, preferred stock is frequently 
preferred as to assets at dissolution. The preference may be to the amount of 
the par value or, if the stock is without par value, for a stated amount. A dis- 
tinction is not infrequently made between involuntary and voluntary dissolu- 
tion, and in the latter case the amount of the asset preference may be higher. 
Preference as to assets may be of substantial value to stockholders in case of re- 
organization, establishing a priority for them, or of dissolution required by law, 
as under the Public Utility Holding Company Act. If the amount of the asset 
preference of preferred stock in liquidation is not clear, the Securities and Ex- 
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onan Commission held that the shares should receive their fair investment 
value. 

; Although the matter is by no means uniformly settled, the weight of authority 
in the United States is that the inclusion of a preference as to assets in the pre- 
ferred stock contracts limits holders to the amount of this preference. There is 
a conflict in court decisions as to whether accrued dividends must be paid if 
there were no profits even though the contract reads “preferred as to assets up 
to par value and cumulative dividends.” But the great weight of authority is in 
favor of the payment of accrued dividends to holders of cumulative preferred 
stock upon dissolution, regardless of the earnings record. (Fletcher, Cyclopedia 
of the Law of Private Corporations, vol. 12, section 5449.) 


PROTECTIVE PROVISIONS. Occasionally provisions are included in 
the charter to lend protection to the preferred stock. For example, it may be 
provided that no bond issue and no stock issue with superior preferential rights 
shall be put out without the consent of two-thirds of the preferred stock, or that 
the property of the corporation may not be subjected to a mortgage without the 
consent of the preferred. In some instances, the charter stipulates that a sinking 
fund will be put aside each year for the redemption of the preferred stock. 
Sometimes, it is required that common dividends shall not be paid if this will 
reduce current assets to less than twice current liabilities, or until a reserve for, 
say, 2 years’ preferred dividends has been set aside. 


VOTING POWER OF PREFERRED STOCK. The right to vote is a 
fundamental right of all stockholders, both preferred and common. The terms 
of the preferred stock contract may deny all voting rights to the preferred, or 
it may give the preferred the right to vote only under specified conditions, of 
which the following example is typical: 


The holders of the preferred stock shall not be entitled to vote at any meeting of 
stockholders, provided, however, that if at any time the amount of four quarterly 
dividend payments on the preferred stock (whether or not consecutive) shall have 
accumulated and remain unpaid, then the holders of the preferred stock shall have 
the same right to vote as the holders of the common stock, so long as any accumulated 
dividends on the preferred stock remain unpaid. 


Sometimes preferred stock is given exclusive voting rights if a given number of 
quarterly dividends remain unpaid. The Securities and Exchange Commission 
and the stock exchanges oppose the issue of preferred stock without contingent 
voting privileges. The New York Stock Exchange will not list preferred stock 
unless the preferred stockholders are given the right to elect at least two directors 
if as many as six quarterly dividends are passed; also, to approve by at least a 
two-thirds majority charter or bylaw amendments that may materially affect 
their position. Illinois does not permit the issuance of nonvoting stock. 

The corporation statutes of a state may provide that on certain propositions 
the preferred stock shall have the right to vote. These include the sale or 
mortgage of assets not in the regular course of business, amendments to the 
certificate of incorporation changing the priorities of classes of stock, merger or 
consolidation, and voluntary liquidation. 


REDEEMABLE PREFERRED STOCK. Preferred stock, especially if it 
carries a high dividend rate, is likely to be made redeemable or, as it is more often 
termed, callable. Such a provision in the preferred stock contract gives to the 
corporation the right to call in the preferred stock at a stated call or redemption 
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price on advance notice of, say, 30 days or so many months. It is customary to 
set a call price above the par value, to compensate the owner for the involuntary 
loss of his investment. Redemption provisions may merely establish the right to 
call in the stock, or may require the corporation to establish a sinking fund for 
the redemption of a stipulated amount of stock each year. 

The reason a corporation wants the option to redeem is to enable it at some 
future date to retire the issue to reduce preferred dividend requirements or be- 
cause some other provision proves burdensome. The preferred stock may have 
been sold when the corporation had no other alternative, and the management 
had no thought of retaining it as a part of the permanent financial structure. 
Subsequently, the preferred stocks may be retired out of earnings by sale of 
common stock or with borrowed funds. Should earnings decline or security 
prices be depressed, corporations with low earnings but strong cash positions 
may find their preferred stock can be purchased in the market at low prices, and 
may deem it wise to use some of their surplus cash to buy up the preferred stock. 
Purchase of the stock below its par value results in an increase in the surplus by 
the difference between the amount paid and the par value. 

The most common advantage of callable preferred stock is the ability to 
refund it with an issue carrying a lower preferential dividend rate or a bond issue, 
when a decline in the level of interest rates or improvement in the credit standing 
of the issuer makes this practicable. 


CONVERTIBLE PREFERRED STOCK. Preferred stock is sometimes 
made convertible at the option of the holder into another class of stock. With 
few exceptions, this privilege permits conversion into common shares. For ex- 
ample, preferred stock may be made convertible into common at $50, which 
means that for $100 par value of his preferred stock the holder may obtain two 
shares of common. If the common then sells at $75, the preferred is worth $150 
on a converted basis. 

The minimum selling price of convertible preferred stock is its investment value 
as a preferred stock issue. But it will sell at a premium to reflect the conversion 
privilege, especially as the common stock rises. to or above the conversion price. 
When the common stock advances well above the conversion price, a corpora- 
tion may force conversion by calling in the preferred at its redemption price. 
Usually, conversion can take place after preferred stock has, been called, up to, 
say, 10 days of the actual redemption date. 

The value of a conversion privilege may be diluted if there is no provision to 
protect preferred shareholders from a split-up or a stock dividend on the com- 
mon shares. A consolidation with another corporation may also reduce the value 
of the conversion privilege. Provisions are often inserted in the charter to pro- 
tect preferred stockholders from such dilution by requiring a reduction in the 
conversion price when additional shares are issued. 

The conversion privilege may be perpetual or limited to a specified number 
of years. The ratio at which preferred stock may be converted into common also 
may vary. For example, preferred may be convertible into common at $20 for 
the first 2 years, at $25 for the next 2 years, and at $30 thereafter. This is done 
to stimulate conversion within a few years after issuance. 


Other Classes of Stock 


CLASSIFIED COMMON STOCKS. The charter of a corporation may 
classify its capital stock into classes other than preferred and common. 
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Voting and Nonvoting Common Stock. The most frequently encountered 
classification of common stock is into Class A and Class B, with only one class 
having voting power. This division into two classes, one of which is deprived of 
voting power, and the other of which has exclusive voting power and which is 
usually a small issue held by one or a few persons, is a device to retain control 
and to gain the advantages of continuity of management. Its purpose is similar 
to that of voting trusts, for which it may be a substitute. 

The disfranchisement of common stock in the hands of the public has legal 
sanction. Practically all statutes permit an issue of stock to be deprived of vot- 
ing power; a notable exception is Illinois, which does not permit the issuance of 
nonvoting stock. The issuance of nonvoting common stock, however, has been 
attacked on the ground of public policy. It is contended that the aggregations of 
capital represented by modern corporation enterprises should be subjected, at 
least ultimately, to the control of the rank and file of stockholders, and that to 
permit them to be controlled by limited groups is a dangerous public policy. To 
the contention that stockholders by and large are interested only in the safety of 
income and principal of their investment, and not in the management of the cor- 
poration, it is answered that, although they may not exercise their right of man- 
agement currently, they at least have the latent power to take matters into their 
own hands and correct abuses whenever the management has been unfaithful to 
its trust or shown inefficiency. The New York Stock Exchange has dis- 
countenanced the practice to the extent of refusing to list stocks of companies 
that do not give full voting power to all their common stock and by requiring the 
delisting of stock when a recapitalization deprives the common shares held by 
the public of voting rights. Various laws, such as the Public Utility Holding 
Company Act, prohibit the use of nonvoting common stock in regulated cor- 
porations. 


Variation of Dividend Rights. Coupled with, or in place of, the voting power 
distinction may be differences in dividend and other rights. For example, a num- 
ber of. closely held corporations for the purpose of going public establish two 
classes of stock both with voting rights but one class with full dividend rights and 
the other with little or no dividend rights for a period of years or indefinitely. 
The class with dividend rights is then sold to the public while the controlling 
stockholders, the existing owners of the corporation, retain the class that will 
receive little or no dividend payments. This reduces the total amount of divi- 
dend payments that the corporation will have to make without hampering the 
sale of shares at attractive prices to the public. Stocks retained by controlling 
stockholders may be made convertible after a specified year into the class of 
shares that is bought by the public. 


GUARANTEED STOCK. Stock upon which payment of dividends has 
been guaranteed by another corporation is known as guaranteed stock. It may 
be either preferred or common. Guaranties were most widely used in the build- 
ing up of large railway systems, smaller railroads being leased at a rental pro- 
viding a specified rate of dividend on the stock of the lessor corporation. But 
industrial and public utility companies also have occasionally guaranteed stocks 
of subsidiaries and allied enterprises. 

A guaranteed stock is, in effect, a dual security. Dividend payments are a 
fixed obligation of the guarantor but the issue remains the stock equity of the 
issuer. 


FOUNDERS’ SHARES. Founders’ shares or management shares are given 
to promoters or managers. They are usually deferred stock, in that dividends 
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cannot be paid until a specified amount has been paid on other classes of stock 
held by the public. It is seldom used in the United States but is common in Eng- 
land. If given to promoters as compensation, it is intended to demonstrate their 
faith in the new enterprise. If given to management, it provides an incentive to 
build up earning power, for if profits are large the founders’ shares may become 
quite valuable. 


Sale of Stock 


PRE-EMPTIVE RIGHTS. A stockholder has a common law right to sub- 
seribe to new issues of stock before it can be offered to outsiders. This pre- 
emptive right is designed to protect such stockholder’s proportional interest in 
the assets, earnings, and voting power of the business. Before offering new stock 
to outsiders, a corporation whose stockholders have the pre-emptive right must 
afford them a reasonable length of time to subscribe pro rata to the issue. Only 
if they fail to subscribe can the stock be sold to others at the same or a higher 
price. Pre-emptive rights do not apply to treasury stock, except in states 
where the statutory law changes this rule. 

It has been held that stock issued for the acquisition of property and in con- 
solidations does not give rise to pre-emptive rights for the old stockholders. 
Pre-emptive rights become complicated where there is more than one issue of 
stock and one of the issues is nonvoting, or votes only in certain contingencies. 
The weight of authority denies to nonvoting preferred stock a pre-emptive 
right to subscribe to new issues. Moreover, the uncertainty has been troublesome 
to corporate lawyers, who are inclined therefore to insert in the certificate of 
incorporation a clause denying the pre-emptive right to such issues. 

The pre-emptive right in most states does not apply to originally authorized 
stock scheduled for sale within a reasonable period after organization. Sub- 
scribers to the original issue are then assumed to have purchased their shares 
with the knowledge that the authorized stock would all be sold, establishing the 
proportional status of the stockholders. If, by the terms of the original offering, 
the stockholders could prove that the unissued stock was to be held indefinitely 
for some future expansion they might present a good case for pre-emptive rights 
when the stock was subsequently issued. Section 622(e)(5) of the New York 
Business Corporation Law provides that there will be no pre-emptive right to 
subscribe to issues of originally authorized stock unless it has remained unissued 
for 2 years. 

A number of statutes now authorize the waiver of the pre-emptive right in 
the corporate charter. Many corporations have taken advantage of this privi- 
lege, so that they do not have to offer new stock issues first to their shareholders. 
Section 1106 of the California Corporation Code goes further and abolishes the 
pre-emptive right, unless it is reserved to stockholders in the charter. Pennsyl- 
vania, Indiana, and Oklahoma have similar statutory provisions. 


SALE TO STOCKHOLDERS. If the pre-emptive right has not been 
waived, or if it is considered desirable to grant the right even though it has been 
waived in the charter, new shares are generally offered to old stockholders at a 
price lower than the market quotation. Shareholders may then either subscribe 
pro rata for the shares to which they are entitled, or they may sell their subscrip- 
tion rights to others. Stockholders constitute a group already interested in the 
corporation, and hence are ordinarily better prospects in the sale of stock than 
prospective buyers who lack a similar personal interest in and knowledge of the 
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corporation’s affairs. Sale of a new issue to stockholders can be guaranteed by 
a stand-by underwriting agreement. (Sce Section on Security Selling.) 


SALE TO THE GENERAL PUBLIC. New corporations, those with a 
small number of stockholders and others seeking a wider market for their shares, 
sell stock to the general public. 

Small corporations ordinarily face a difficult task, because expenses of sale tend 
to be high in relation to the amount involved. Security dealers find from experi- 
ence that the selling effort is often greater and the expense no less for a small 
issue than for a large one. The stock-buying public is slow to buy securities in 
little-known corporations, especially when the sale is not sponsored by well- 
known security dealers. Small corporations have therefore depended heavily 
upon sales of stock to the management and its friends, to existing stockholders, 
and to local citizens of means. 

The methods and problems of selling stock to the general public are discussed 
in the Section on Security Selling. 


SALE OF STOCK TO EMPLOYEES. The sale of stock to executives 
under stock option and stock purchase plans has been a widespread practice. 
Many corporations have adopted employee savings plans, involving matching 
employer contributions with all or part of the contributions used to purchase 
company stock. 

Frequently a corporation will buy in outstanding stock in the market for resale 
to employees on the installment plan. Stock is often sold to employees at a price 
lower than the market price, perhaps under a contract restricting its resale for 
a period of time. Such stock certificates should bear a reference to the restric- 
tive terms, so that a purchaser from the employee cannot claim to be innocent 
of the restrictions. Issues of new stock to employees may be subject to the pre- 
emptive rights of old stockholders, if these are not waived in the charter. A num- 
ber of state statutes permit the sale of stock to officers or employees free of pre- 
‘emptive rights by the vote of a majority or two-thirds of the shares entitled to 
such rights. 


SALE OF STOCK TO CUSTOMERS. The practice of selling securities 
to customers was popular in some fields in the ’20’s but has since dwindled in im- 
portance. Public utilities seeking to win consumer goodwill and to discourage 
agitation for lower rates sold preferred and common stock to their customers at 
that time. But the subsequent decline in utility earnings and stock prices in the 
1930’s showed that customer ownership could produce ill will under adverse 
conditions, and the practice is no longer usual. Some smaller industrial concerns 
sell stock to large customers, who thereby seek to assure themselves of future 
supplies of needed parts or products at attractive prices. A smaller company 
may unduly sacrifice its independence in this way, however. 


Stock Subscription Rights 


ACTION BY THE BOARD OF DIRECTORS. The issuance of addi- 
tional stock must first be approved by the board of directors. The approval 
takes the form of a resolution stating the amount to be sold, the purpose of the 
issue, and, if authorized but unissued stock is not available, a direction to the 
officers of the corporation to submit a charter amendment increasing the au- 
thorized capital for approval of stockholders, either at a regular meeting or at a 
special meeting to be called in accordance with the bylaws. The resolution will 
usually state that, in the event any requisite charter amendment has been ap- 
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proved, the new shares will be offered stockholders at a specified price and trans- 
ferable warrants evidencing subscription rights issued. 


ACTION BY STOCKHOLDERS. An increase in the amount of authorized 
stock requires amendment of the certificate of incorporation, which must first 
be approved by a vote of stockholders as directed by the statutes. Some require 
that such matters be submitted to a special meeting of stockholders called for the 
purpose. In the absence of such a requirement, the proposal can be brought up at 
the annual meeting, although it should be specifically mentioned in the stock- 
holders’ notice of that meeting. Following approval, the charter amendment 1s 
filed in the manner provided by law. 


LETTER TO STOCKHOLDERS. An officer of the corporation will 
formally announce the new stock issue to shareholders by means of a letter ex- 
plaining the subscription rights offered shareholders, specifying the record date for 
determining who is entitled to the rights, stating how long the offer will remain 
open, indicating when warrants to evidence the subscription rights will be mailed, 
and covering the disposition of fractional rights, i.e., rights to subscribe to less 
than one share. 


SUBSCRIPTION WARRANTS. As soon as practicable after the record 
date, subscription warrants are mailed to stockholders of record on the specified 
date, to evidence their right to subscribe to the new issue. The warrants usually 
recite the terms of the issue, state the number of shares to which the stockholder 
is entitled to subscribe, the subscription price, the office which will receive the 
subscription, the final date for exercise of the rights, and the date the new stock 
will be issued. On the back of the warrant there is a subscription agreement to 
be signed by the subscriber, and a form for the assignment of the warrant in case 
the shareholder wishes to sell it to someone else. 

A similar form is provided for fractional warrants if a stockholder is entitled 
to subscribe to a fractional share. The fractional warrants are the same as the 
warrants for full shares, except that they usually specify that the warrant must 
be accompanied by other fractional warrants to make up a right to buy one full 
share. Occasionally provision will be made for the substitution of cash for addi- 
tional fractional warrants. Copies of the front and back of subscription warrants 
of the San Diego Gas & Electric Co. are shown in Fig. 5. 


VALUE OF SUBSCRIPTION RIGHTS. New stock is usually offered 
shareholders at a price lower than the current market quotation for the old 
shares. The subscription rights will then have a market value. The reason why 
rights have a value is indicated by the following example. 

Suppose a corporation is increasing its outstanding stock by 50% through an 
offering to stockholders. To maintain his proportionate interest in the corpora- 
tion, a stockholder is entitled to subscribe to one-half a new share for each share 
he owns. If the offering price is $44 and the market price is $50, the stockholder 
owning two shares worth $50 each may subscribe to one new share for $44, This 
brings the market price per share down to $48, other things remaining equal. 
Each old share will have lost $2 of its market value in the averaging process, and 
the new share will be worth $4 more than its cost. When the rights are issued, 
the price of the stock ex-rights will decline in the market to $48 (assuming no 
other factors have affected the quotation). The decline will be caused by the 
dilution of the equity as a result of the sale of new stock below the prevailing 
market price. The stockholder theoretically is no better off; he lost $2 on each 
of his old shares but gained $4 on his one new share. Should the stockholder not 
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SUBSCRIPTION WARRANT FOR COMMON STOCK OF 


SAN DIEGO GAS & ELECTRIC COMPANY 


The registered owner named hereon, or assigns, is entitled to subscribe for shares of Common Stock 
upon the terms and conditions specified in the Prospectus relating thereto. 


THESE RIGHTS EXPIRE AND BECOME VOID AT 3:30 P.M., EASTERN DAYLIGHT SAVING TIME, ON OCTOBER 10, 19— 


WARRANT FOR | NINE RIGHTS AND FULL SUBSCRIPTION PRICE ARE REQUIRED 
TO SUBSCRIBE FOR EACH SHARE OF COMMON STOCK 
RIGHTS Subscription Price per Share: $31.00 


IT IS NECESSARY TO 

FILL OUT AND SIGN . 

ONE OF THE FORMS tiv 
ON THE OTHER SIDE 

OF THIS WARRANT 


This warrant is transferable and may be divided or combined at the office of either of the following Subscription Agents: 
THE FIRST NATIONAL TRUST AND SAVINGS BANK OF SAN DIEGO THE CHASE MANHATTAN BANK 
Corporate Trust Dept., 1007 Fifth Avenue, San Diego 12, California Corporate Agency Dept., 80 Pine Street, New York 15, N.Y. 


ISSUED SEPTEMBER 18, 19 —, BY: 
SAN DIEGO GAS & ELECTRIC COMPANY 


WARRANT NO. 


ISSUING AGENT 


$$ 


THIS WARRANT WILL BE VOID AND VALUELESS AFTER 3:30 P.M., EASTERN DAYLIGHT SAVING TIME, OCTOBER 10, 19 — 


___ THIS WARRANT WILL BE VOID AND VALUELESS AFTER 3:30 P.M., EASTERN DAYLIGHT SAVING TIME, OCTOBER 10,19— 
FORM 1 —To subscribe for full shores use this form: Your. FORM 2—1c soll threvgh a bank or broker or transfer rights 
signature will authorize the Subscription Agent to buy eight or use this form: For value received the rights represented by this  EOkt |NSTRUCTLONS 
less additional rights needed for your subscription or to sell worront are assigned to: APPEAR IN THE LET- 
ony excess rights represented by this warrant. (Please print name, address and number of rights} TER ACCOMPANYING 
Number of full shares THIS WARRANT. 

Subscribed fot Sek en Shares ees aa a 


Total cost of shores SUBSCRIPTION AGENTS 


us dt 
(Payment of this amount must accompany subscription) 


sieabee of 


THE FIRST NATIONAL 


1007 Fifth Avenue 
San Diego 12, Calif. 


Signature of 


THE 
THESE RIGHTS EXPIRE AND BECOME VOID ——Resistered Owner CHASE MANHATTAN BANK 


AT 3:30 P.M., EASTERN DAYLIGHT SAVING TIME, New York 1s, WY. 


OW OCTOBER 10, 19— Signature 
Guarenteed by. 


Sse HSAWARRANTONAY, 
DO NOT FILL IN SPACE BELOW — RESERVED FOR AGENT'S PURPOSES Address for mailing certificates if other ron tane BRS Bee 
CLERK RTS. BOUGHT AMOUNT DUE WARRANTS SUBMITTED Printed on face ef warrant. MON STOCK OR MAY 
s BE TRANSFERRED IN 

No. OF PIECES 
$s BOC RICHES GOTIABLE INSTRU- 


Fig. 5. Subscription warrant for common stock. 


9) 


Rights to buy listed issues are usually listed and quoted on stock exchanges. 

Trading in the stock itself is continued on a rights on or cum rights basis so 
long as the stock carries with it, in the above example, the right to subscribe to 
one-half of a new share. To ascertain the value of the right during this period, 
the following formula may be used, R representing the value of the right, M, 
the market price of the old stock, S, the subscription price of the new shares, and 
N, the number of old shares required to subscribe to one new share: 


Eins 
aes 


desire to exercise his rights, he may sell them on the market at or about $2 each. 


R 


Substituting the figures in the above example, 


$50 — $44 


= $2 
Apo . 


R (the value of the right) = 
After the record date the stock will sell “ex-rights,” which means that the value 
of the right has been deducted from the market price because the stock no longer 
carries rights. Under the rules of the New York Stock Exchange, transactions in 
shares would be ex-rights on the third business day preceding the record date if 
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there is no contingency, such as waiting for the effective date of a registration 
statement, to hold it up. With underwritten issues, such delay is common and a 
due bill for the rights is received by buyers after the third business day preced- 
ing the date of record. The value of the right will then approximate the difference 
between the market and the subscription price, divided by the number of shares 
of old stock required to subscribe to one new share. 

In spite of the fact that the value of the right is merely compensation to stock- 
holders for the loss in value of their old shares, stockholders may be inclined to 
look upon the receipt of rights as in the nature of a bonus. 


MARKET QUOTATIONS FOR RIGHTS. A stockholder in possession 
of rights may dispose of them in one of the following ways: 


1. Exercise the rights by subscribing for the new stock. 

2. Sell the rights. 

3. Sell part of his stock and subscribe for new shares by use of his rights to re- 
place the shares sold. 

4. Sell short the shares to be purchased against the rights, which will be delivered 
at the time of receipt against the short sale. 


The tendency of the market price of the rights is to maintain a parity relation 
with the market price of the stock. When the two prices are in that relation, there 
is no advantageous choice between the purchase of the rights and subscribing for 
the new stock, and the purchase of the old stock. The price of the rights will ac- 
cordingly move up and down with the fluctuations of the stock, owing to the 
activities of the arbitragers, who are quick to take advantage of any disparity 
between the two values in order to gain a profit. If, for example, the stock is 
selling at a premium above its parity with the rights, they sell the stock short 
and purchase the rights. This purchase and sale causes the two quotations to 
draw closer to mutual parity. The arbitragers may hold this position until the 
expiration date for the rights, when they will exercise their rights and a few days 
later deliver the new securities on their short sales of the stock. Or, if the rela- 
tive market position of the stock and the rights should reverse itself and the 
stock should be quoted at a discount from parity with the rights or at parity, 
they will undo their position by covering their short sale in the stock and at the 
same time sell the rights they hold. 


Bonus Stock 


DEFINITION AND USES. Bonus stock is issued to aid in the marketing 
of another class of security. The most frequent instance of its use is in connec- 
tion with the sale of preferred stock, although it may be issued also in connection 
with the sale of bonds, usually debentures. The purchaser of the senior security 
is, through the bonus stock, given an opportunity to realize speculative gains, 
while enjoying a senior position for his investment. 


CONSIDERATION FOR BONUS STOCK. The only kind of stock which 
may be issued without any consideration is treasury stock. Therefore, stock is 
sometimes issued for property or services to those interested in financing a new 
corporation and then donated to the corporation, to create treasury stock which 
can be used as a bonus to facilitate sales of preferred stock or bonds to the public. 
Another procedure is to consider part of the price received for the preferred stock 
or bonds as the consideration for common stock issued as a bonus. 

Stock purchase warrants have supplanted bonus stock in corporate financing to 
a large extent. 
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Stock Purchase Warrants 


NATURE OF STOCK PURCHASE WARRANTS. These warrants, also 
known as option warrants, are commonly issued with or attached to bonds, 
preferred and at times common stock, and entitle the owners of those securities 
to purchase usually shares of common stock, in a stated ratio to their holdings, 
at a certain price per share, and within a stated period or for an indefinite time. 
Sometimes warrants accompanying bonds or notes give the right to subseribe for 
preferred stock. The purpose of the warrants is to make the bond or stock 
they are attached to a more attractive purchase to investors. The holders of se- 
curities with warrants not only have the greater security that goes with a bond, 
note, or preferred stock, but will also have an opportunity to benefit from future 
appreciation of the common stock. They will be able to purchase the common 
stock at the fixed price after the market price will have risen, or, if they do 
not desire to subscribe, they will have the advantage of seeing the option-bearing 
bonds or preferred stocks they hold, or the warrants if detached, rise in value in 
sympathy with the common stock. Option warrants are frequently issued in re- 
organizations, in mergers and consolidations, and in promotions, at times in lieu 
of common stock. They may also be issued as compensation for management. 
Where the profit realized on their sale is a long-term capital gain, they have a 
marked tax advantage. 


DETACHABLE AND NONDETACHABLE WARRANTS. Option 
warrants are generally attached to the security with which they are originally 
issued, and they are subsequently either detachable or nondetachable. If de- 
tachable, they are separately negotiable. The option-bearing security is then 
quoted both with and without warrants. The warrants may be detachable 1m- 
mediately upon issuance, or not until some stated date, or upon the redemption 
or maturity of the option-bearing security if the warrants do not expire with 
that redemption or maturity. 

If the warrants are nondetachable, there can be no market for them, and their 
value remains merged with that of the bond or stock to which they are attached. 
They are only detached when they are exercised, or upon the redemption or ma- 
turity of the option-bearing security. Stockholders presenting them for subscrip- 
tion for the common stock, if they are issued with preferred stock, may either 
receive back the preferred stock certificate without the warrants, together with a 
certificate for the new common stock, or they may get a new preferred stock cer- 
tificate, depending upon the practice adopted by the issuing company. An owner 
of a stock purchase warrant may care to exercise his option only partially. In 
that case, he can exchange his preferred stock certificate carrying the warrant for 
two certificates also with warrants, one of which will call for the number of shares 
of common stock he wishes to subscribe for. 

Option warrants are at times issued as separate certificates delivered simul- 
taneously with bonds or preferred stock, or as entirely independent instruments 
not connected with any obligation or stock. They have been issued to and re- 
tained by banking houses as a part of their compensation for undertaking the 
flotation of a security or for assisting in the promotion of a new concern, but this 
practice is subject to restrictions imposed by regulatory authorities. 

DURATION OF THE OPTION. Stock purchase warrants extend over 
periods of varying lengths. The time in which they are exercisable may begin 
immediately upon the issuance of the securities they are attached to, or not until 
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several years after their issuance. They may then run for a stated number of 
years within the life of the option-bearing security, anywhere from 1 to 2 years 
to 20 or more. They may be perpetual. 

If the bond or stock is redeemable, the warrant may become void with redemp- 
tion, or void a number of days after redemption, or it may continue in effect for 
a number of years after redemption. Similarly, it may expire with the maturity 
of the bond or may extend beyond the bond’s maturity. Warrants are sometimes 
issued that may be exercised only upon the redemption of the stock carrying . 
them. The warrant thus partly offsets the disadvantage to the holder of the 
preferred stock of having his investment retired. 


EXERCISE OF THE OPTION. The subscription price named in war- 
rants is ordinarily fixed above the current market value of the stock subject to 
the option, with the result that it is not immediately profitable to exercise the 
warrants. The warrant holder must wait until the market price rises above the 
subscription price. If the market price should never score this advance before 
the expiration date of the warrants, they will be valueless at that time. If, on the 
other hand, it should rise above the subscription price, the warrants become 
equivalent to stock rights except that the holders of the option warrants have 
a longer period in which to exercise them. The option warrants may still have 
many years to run before they expire; on that account holders may postpone ex- 
ercising them immediately and may be satisfied to see the value of the warrant 
rise with the price of the stock to be subscribed for. Their attitude is analogous 
to that of holders of convertible bonds, who do not necessarily convert as soon 
as the stock into which the bonds are convertible rises above the conversion 
price, since the bonds will score an approximately equivalent advance. Because 
a smaller investment is required to hold warrants than the stock that may be 
purchased with them, and the percentage rise in the price of a warrant exceeds 
that of the stock, these options provide a favorable medium for speculation in 
the stock. They usually sell at substantial premiums over their mathematical 
value. 


OPTION WARRANTS AND PRE-EMPTIVE RIGHTS. The issue of 
stock purchase warrants is subject to the stockholders’ pre-emptive right to pur- 
chase the new shares called for by the option, except where by charter or bylaw 
provision the stockholders have given their consent to the sale of the option- 
bearing securities to others. Stock purchase warrants are instrumental in the 
procurement of a higher price for the securities they are attached to. The com- 
mon stockholders are, therefore, benefited at the outset by the issue of option 
warrants to others than themselves. If the options are exercised and the new 
common stock issued, their equity is diluted proportionately. 


Fractional Shares 


HOW FRACTIONAL SHARES ARISE. Fractional shares arise out of 
stock dividend declarations, the issue of stock rights and stock purchase warrants, 
stock split-ups, stock and bond conversions, recapitalizations, and exchanges of 
stock in corporate combinations and reorganizations. In the case of a 10% stock 
dividend, for example, an owner of five shares would be entitled to receive but 
one-half a share as his portion of the dividend. The problem of how to handle 
fractional shares has been given considerable thought. 


Inconvenience Caused by Fractional Shares. Certificates may be issued for 
fractional shares. This is satisfactory neither from the standpoint of the corpo- 
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ration nor of the shareholders, since the fractional shares may remain outstanding 
indefinitely and cause considerable inconvenience. Accounting for great numbers 
of fractional shares on the books of a corporation will lead to endless complica- 
tions. Holders of fractional shares, may, under applicable law, be entitled to 
dividend or voting rights. To eliminate fractional shares, holders may be re- 
quired to exchange a sufficient number into full shares, by a specified date, after 
which they are entitled to proceeds of sale of full shares by the company or the 
fractional shares become valueless. 


METHODS OF DISPOSING OF FRACTIONAL SHARES. The issu- 
ance of fractional shares can be avoided by one or a combination of the three 
following methods: 


1. A payment in cash by the corporation to the stockholders entitled to fractions, 
usually at the market price on the day when the fractional shares are issuable 
to them. 

2. The corporation undertakes, or gets a brokerage house to undertake, to buy or 
sell rights to receive fractions of a share without commission at a fixed price 
based on the market. 

8. Negotiable scrip certificates, made out to bearer, are issued in lieu of frac- 
tional shares. Holders are given a limited period of months or a few years in 
which to acquire sufficient scrip to make the exchange for a full share or to sell 
scrip. After the final date, they are entitled to their share of the proceeds of 
sale of full shares held against the scrip or the scrip becomes valueless, as speci- 
fied on its face. 
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SECTION 14 


LONG-TERM AND INTERMEDIATE-TERM 
BORROWING 


Principles and Forms of Borrowing 


DEBT VS. EQUITY CAPITAL. Contrasted with the ownership elements 
in a business corporation is the type of financial interest created by borrowing, 
which results in a debt by the corporation to the lender. The lender or creditor 
acquires a prior claim to the income of the business for his interest, and, at ma- 
turity or default, the principal of the loan is a prior claim to the assets of the 
corporation, which must be satisfied before the stockholder-owners receive any- 
thing. Because creditors receive a claim to earnings and assets that has priority 
over the equity in the enterprise of the stockholders, borrowing has been de- 
scribed as trading on the equity. 


ADVANTAGES OF DEBT FINANCING. Corporations favor bond 
financing because of: 


Low Cost. Borrowing gives the double advantage of providing funds at rela- 
tively low interest cost to a business in good credit standing and the deductibility 
of interest from taxable income. A 5% bond issue involves an effective interest 
cost of only 244% to a corporation subject to an income tax of approximately 
50%, so that preferred stock paying 5% in dividends involves an effective cost 
of funds that is twice as high since dividend payments are not deductible by the 
corporation. (See also, Cost of Capital discussion in Sec. 17.) 


No Dilution of the Equity. Bondholders are entitled only to the rate of inter- 
est specified and the repayment of principal when due. The sale of common 
stock, by contrast, dilutes the equity of the enterprise for those stockholders who 
do not or may not subscribe pro rata to a new issue of shares by the corporation. 


No Sharing of Voting Power. Bondholders have no voice in the conduct of 
a business, except to the extent that restrictive provisions are included in in- 
dentures or if a representative of the bondholders is elected to the board of 
directors. 


Availability of Funds. Major institutional investors such as banks and life 
insurance companies invest only or mainly in bonds and notes, so that these 
rich sources of funds can be tapped only through borrowing. 


Trading on the Equity. Because earnings on borrowed money usually sub- 
stantially exceed the net cost of borrowing, stockholders benefit from “trading on 
the equity” by giving creditors a prior claim to earnings and assets. 


DISADVANTAGES OF DEBT FINANCING. Arguments against resort 
to bond financing are in the four following paragraphs. 
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Present Borrowing Undermines Ability To Borrow in Future. Financial 
history is replete with examples of corporations that found it advantageous to 
preserve their borrowing power as a last recourse in the event money must be 
raised for whatever reason. 


Trading on the Equity May Magnify Losses. Interest on debt is a fixed 
charge that must be paid even when earnings decline. If a business suffers an 
operating deficit, its loss will also be increased by the need to pay interest. To a 
loss corporation, there is no tax benefit from the deductibility of interest pay- 
ments. 


Financial Weakening of Company. The need to meet fixed interest re- 
quirements, sinking funds, and principal at maturity weakens the financial position 
of a concern with limited earning power. Maintenance of property may be neg- 
lected and cash resources impaired under the pressure to remain solvent by 
paying interest and principal as they fall due. Fixed charges limit, managerial 
discretion in formulating business policies, which can be doubly dangerous in an 
era of rapid economic change. 


Threat to Solvency of Business. Many corporations find that their earnings 
lack the necessary stability to permit successful use of debt in substantial 
amounts. A sudden decline in earnings may bring default and force reorganiza- 
tion of the business due to inability to meet interest or principal repayments as 
these fall due. The reorganization often spells loss of control for the management. 


TYPES OF BORROWING. These may be classified from two points of 


view. 


Short-Term vs. Long-Term Borrowing. The purpose of the loan will affect 
its maturity. If money is borrowed for the construction of a new building, the 
purchase of land, or the acquisition of other capital goods, the term will usually 
be long enough to give the borrower time to repay at least a portion, if not all, of 
the loan out of earnings from these capital assets and the cash flow from depreci- 
ation. On the other hand, if money is borrowed for the purchase of commodities 
to be processed and resold, the term will be influenced by the time it takes to 
sell the processed goods and receive payment therefor. Short-term debt is that 
coming due within one year. Frequently, the term intermediate financing is 
used to refer to loans for periods of from one to ten years, and long-term borrow- 
ing to longer maturities. These designations are, however, not standardized. 
Short-term debt is discussed in Section 16. 


Unsecured vs. Secured Borrowing. The strength of the general promise of 
the borrower to pay will generally determine whether it will be necessary to 
pledge specific security for the loan, as by a mortgage on fixed property or the 
pledging of receivables. The greater the ability to pay, the more likely that the 
loan will be unsecured. The trend in bond financing by larger and stronger enter- 
prises has been toward unsecured debenture issues. However, some types of 
lenders must as a matter of law require collateral, at least as regards certain 
types of loans. Sometimes, instead of security a negative pledge clause is used 
which restricts or prohibits the pledging of assets as security to other borrowers. 


Bonds and Notes. Long-term loans are usually made through the use of 
bonds, whereas for intermediate-term borrowing the debt instruments are usu- 
ally promissory notes. Publicly offered corporate notes are similar to bonds in 
all respects except maturity. 
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The terms “bonds” and “notes” are often used interchangeably. When notes 
are given to banks, insurance companies, or other institutional investors in con- 
nection with term loans or private placements, the main differences between 
them and a bond issue are that usually no trustee is appointed, the instruments 
are simple note forms rather than engraved certificates, and the terms are set 
forth in the agreement between the parties rather than in a formal indenture. 
These are differences in form rather than substance. 


PRINCIPLES OF DEBT FINANCING. A corporation that resorts to 
borrowing should be guided by several basic principles: 


Business Cycle and Debt Financing. Past experience has shown that the 
more vulnerable a company’s business.is to the business cycle, the greater the 
need for restraint or caution in the use of debt in financing. Since industrial con- 
cerns operate under competitive conditions, the demand for most industrial 
products is less stable than, for example, the demand for electricity. Similarly, 
the personal equation enters into the management of a manufacturing business 
to a greater extent than it does in the management of an electric power and light 
company. 

Many corporations find it advantageous to strengthen their financial position 
during the prosperity phase of the business cycle by reducing debt and building 
up cash resources, so paving the way for future expansion. Conversely, expan- 
sion can be effected on more advantageous terms during a recession. Some of 
our most successful corporations have resorted to borrowing to finance expansion 
during a recession, so that their capacity to produce has been enlarged by the 
time it is needed to meet prosperity demands. 


Long-Term Industry Trend and Debt Financing. Experience has shown 
the wisdom of taking long-term industry trends into account in debt financing. 
The railroads have suffered from excessive interest charges and debt maturities 
because they have expanded debt despite uncertainties as to the long-term trend 
of their earnings. The most favorable condition for borrowing is that of indus- 
tries whose earnings and cash flow display stable growth trends over the longer 
run. 


Measuring Borrowing Capacity. Both corporate managers and lenders are 
placing major stress on the relation between cash flow and interest and principal 
payments due in measuring the capacity of an enterprise to service debt. In the 
past, the ratio of debt to total capitalization and the ratio of earnings available to 
pay interest to annual interest charges were stressed. As the cash flow from de- 
preciation and other sources has expanded, and as the ultimate reliance of a 
business upon its cash flow for funds to service debt has become better recognized, 
the prospective cash flow is regarded widely as the best guide to measuring the 
extent to which a business may safely incur debt. 

Donaldson (Corporate Debt Capacity) suggests that management carefully 
estimate a maximum adverse limit for its cash flow under adverse conditions as 
a guide to its debt capacity. This maximum adverse limit could be based upon 
an analysis of probable sales volume and other determinants of cash flow in a 
recession, and upon the condition of the company immediately preceding the 
recession. “A well informed management,” he states, “can with considerable con- 
fidence set finite limits on the expected impact of any future recession period on 
the business with respect to sales and other elements of net cash flows.” 

So many factors other than recession can affect cash flows, such as competitive 
price reductions, overproduction, obsolescence of products, prices or facilities, 
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strikes, etc., that many managements would hesitate to regard a maximum ad- 
verse limit for cash flow based solely or mainly on the assumption of a recession 
as a safe guide to borrowing. A margin of safety for an outflow of cash beyond 
that of any adverse limit based on past experience is usually considered desirable 
to protect a corporation’s credit standing and ability to borrow in the future 
under unfavorable, as well as favorable, economic conditions. 


Amortization and Debt Financing. Corporate managements at times have 
assumed that the trend of earnings and cash flow will continue upward, or at 
least stable, indefinitely, so that long-term debt need not be repaid. But experi- 
ence shows it is wiser to provide for partial if not complete debt retirement 
through the use of sinking funds or serial maturities. The Securities and Ex- 
change Commission has used its authority to require public utility companies to 
amortize funded debt. The Interstate Commerce Commission adopted a similar 
policy for railroads after the depression of the early thirties. Provision for 
gradual debt retirement by even the strongest enterprise builds flexibility into its 
capital structure, so that it can be adapted automatically to less favorable condi- 
tions in the future. 


POWER TO INCUR DEBT. The power to borrow money is a so-called 
“general power” given by law to business corporations as incidental to normal 
operations. As pointed out by Bergh, Conyngton and Kassoff (Business Law), 
“this power must be exercised only for business purposes. In connection with it 
the corporation may obligate itself on promissory notes and bills of exchange.” 
The power to issue bonds or to mortgage property may, however, be limited by 
the certificate of incorporation, the bylaws, or state statutes. Section 518 of the 
New York Business Corporation Law provides: 


Corporate bonds—(a) No corporation shall issue bonds except for money or other 
property, tangible or intangible, actually received, or labor or services actually per- 
formed for the corporation or for its benefit or in its formation or reorganization, or a 
combination thereof. In the absence of fraud in the transaction, the judgment of the 
board of directors as to the value of the consideration received shall be conclusive. 

(b) A corporation may, in its certificate of incorporation, confer upon the holders 
of any bonds issued or to be issued by the corporation, rights to inspect the corporate 
books and records and to vote in respect of the affairs and management of the corpo- 
ration and any other rights which shareholders may have. 


Corporate Authorization. In the creation of long-term corporate indebted- 
ness, corporations are required to follow the procedure specified in the laws of 
the state of incorporation, the certificate of incorporation, and the bylaws. 
This consists of a series of steps and resolutions by the directors and, if necessary, 
the stockholders of the corporation. They generally comprise the following, in 
the order of their occurrence: 


1. A reference in the minutes of the corporation to the authority of the board of 
directors to create a bond issue and enter into a mortgage arrangement. 

2. A resolution of the board of directors authorizing the proper officers of the 
corporation to issue the bonds and sign a mortgage indenture, or deed of trust. 

3. A stockholders’ meeting approving the resolution of the directors, if required 
by statute or by the charter or bylaws of the corporation. - 


4. A certified statement that the necessary approval of stockholders and directors 
has been obtained. 


Following these steps, the trust indenture is drafted and the bonds are issued. 


PUBLIC REGULATION OF BOND ISSUES. The ordinary business 
corporation requires no direct sanction of a government authority to create 
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funded debt. The laws of most states require new railroad and public utility 
issues of funded indebtedness to be sanctioned by public service commissions. 
The Transportation Act of 1920 has given authority over railroad bond and 
stock issues to the Interstate Commerce Commission. Similarly, the Public 
Utility Holding Company Act of 1935 gave authority to the Securities and Ex- 
change Commission to approve or disapprove of bond and stock issues of regis- 
tered public utility holding companies and their subsidiaries. Under the Trust 
Indenture Act of 1939, which is discussed in detail below, corporations issuing 
bonds subject to registration under the Securities Act of 1933 must file an inden- 
ture with the 8.E.C. as part of the registration statement. 


General Characteristics of Bonds 


DEFINITION. Bonds are credit instruments that contain a promise to pay 
a specified amount of money at a fixed date, usually more than 10 years after 
issuance, and a promise to pay interest periodically at stated dates. A bond is 
similar to a promissory note, but it is made out in standard denominations arid it 
is usually negotiable. All the bonds of an issue are generally covered by a so- 
called deed of trust or trust indenture made out to a trustee, who holds the 
indenture for the benefit of all the bondholders. Violation of any of the terms of 
the indenture enables the trustee to take remedial action, in accordance with its 
terms or pertinent statutes. 

The chief characterisitcs of bonds are given below. 


DENOMINATIONS. Most bonds are of $1,000 denomination but are also 
encountered in denominations of $10,000, $500, and $100. Denominations under 
$1,000 are called small pieces or baby bonds. Corporations may make provision 
for the issue of larger denominations in multiples of $1,000, and may make the 
smaller denominations exchangeable for the larger. The use of larger denomina- 
tion bonds has been favored by banks to cope with the task of processing’ the 
mounting volume of coupon collections. Although the amount of a bond is 
printed on the certificate, it is common practice to indicate the denomination by 
a letter prefixed to the serial number of the certificates, as M for $1,000. Corpo- 
rations do not favor the issuance of denominations smaller than $1,000 because of 
the expense of providing a greater number of: engraved certificates and the fees 
charged by trust companies for making exchanges when various denominations 
are interchangeable. Transfer agents for bond issues, in addition to charging a 
minimum sum for their services, charge under certain conditions a fee for each 
bond certificate registered or transferred, 

To investors the objection to low denominations is the nonacceptability of 
small pieces by purchasers and the rules of the security exchanges or the cus- 
toms of bond dealers. Under the rules of many stock exchanges, bonds in de- 
nominations under $500 are not a “good delivery,” and their acceptance may be 
refused by the purchaser. It is the general practice of corporations to agree in 
the trust indenture to convert small pieces into larger denominations at the 
option of investors, but in a number of issues small or unusually large denomina- 
tions, once issued, are not convertible into other denominations. The inter- 
changeability of denominations of any bond issue publicly dealt in can be 
determined from bond descriptions contained in such reference books as Stand- 
ard & Poor’s and Moody’s Manuals. 


FORMS OF BONDS—COUPON BONDS. Bonds may be issued in either 
of two general forms—(1) coupon bonds, and (2) registered bonds. 
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Coupon bonds are negotiable to bearer, and therefore are also called bearer 
bonds. The attached coupons represent claims for periodical interest on the 
successive dates indicated. The coupons are promissory notes payable to bearer, 
and a bona fide purchaser before their maturity is protected in the same way as 
in other negotiable instruments. 1 

The great bulk of corporation bonds are in coupon form of the denomination of 
$1,000. Their popularity is due to the ease of negotiating and transferring them, 
inasmuch as ownership passes by mere delivery. Accordingly, coupon bonds may 
not be easily recovered if lost. No claim can be made against a corporation if, 
without receiving previous notice of the loss, it has paid interest or principal on 
lost bonds to one not entitled to receive them. Corporations will duplicate lost or 
destroyed coupon bonds and the trustee will authenticate them if the bondholder 
gives satisfactory evidence of the loss or destruction and furnishes a bond of in- 
demnity for the amount the company and trustee may require. Provision for the 
issuance of bonds to replace lost or destroyed bonds is made in the trust in- 
denture. 


REGISTERED BONDS. Registered bonds are bonds payable to the parties 
whose names appear on the face, and are recorded in the bond register or transfer 
books kept by the company and its duly authorized transfer agent or registrar. 
They are transferable only when notation of the transfer has been made on the 
bonds themselves and entry has been made on the bond register. Because of the 
marketability factor, registered bonds often sell at a small discount from the 
price at which bearer bonds sell. 

Bonds may be registered as to both principal and interest, in which instance 
they are called fully registered bonds; or they may be registered only as to 
principal and thus be only partly registered bonds. The denomination of fully 
registered bonds is usually $1,000, $5,000, or $10,000. As they are without 
coupons, interest is paid to the registered holder by check. 


Bonds Registered only as to Principal. These bonds, or as they are at 
times called, registered bonds with coupons, are payable only to the registered 
holders so far as the principal is concerned, but the interest is paid upon the 
presentation of the attached coupons. The bond certificate has a form for enter- 
ing the date of registration, the name of the registered owner, and the signature 
of the registrar or transfer agent. As transfers of the bond are made, these 
entries are repeated on the bond certificate as well as on the registration record 
of the company or its transfer agent. This type of registered bond can be con- 
verted into an unregistered coupon bond by simply entering “bearer” and re- 
cording it in the bond register. Coupon bonds may be made interchangeable 
with the fully registered type, in which instance a new certificate may be issued, 
or the coupons may be detached and the old certificate used. Not infrequently, 
when a number of coupon bonds are exchanged for fully registered bonds, that 
fact and the serial numbers of the coupon bonds turned in are noted on the new 
certificate. Interchangeability of bonds is specified in the trust indenture. When 
indentures authorize fully registered bonds and the exchange of denominations, 
a small charge may be made for any transfer or exchange involving the issuance 
of a new certificate. 

Wider use of registered bonds is favored by banks because of the vast and 
rising volume of coupon collections, a procedure that does not lend itself to 
automation. It has been urged that registered bonds be made exchangeable with- 


out charge for coupon bonds, so that holders would not be at a disadvantage in 
selling them. 
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TERMS OF PAYMENT. Bonds and interest coupons, in order to be ne- 
gotiable instruments, must be made unconditionally payable in a fixed sum of 
money. The type of money may be designated in the bond. It may be made 
payable in (1) legal tender currency, or (2) foreign currency. A bond can 
also be made payable, both as to interest and principal, in two or more curren- 
cles either at a fixed rate of exchange or at the prevailing rate when the interest 
or principal matures. Foreign currency bonds are issued in foreign countries 
and are subject to the laws and regulations of the respective governments of 
these countries. 


BONDS PAYABLE IN GOLD. Bonds issued by both governments and 
business corporations before June, 1933, were generally made payable, both 
principal and interest, “in gold coin of the present standard weight and fineness.” 
This provision, used since the Civil War era, was designed to protect. holders 
against devaluation or currency depreciation due to abandonment of the gold 
standard. By joint resolution of Congress approved by the President June 5, 
1933, this clause was rendered null and void, not only with respect to future 
obligations but also with respect to all outstanding obligations, whether issued 
by public bodies, including the United States government, or by private persons, 
including corporations. The resolution declared that “every obligation heretofore 
or hereafter incurred . . . shall be discharged upon payment, dollar for dollar, 
in any coin or currency which at the time of payment is legal tender for public 
and private debts.” The United States Supreme Court upheld the constitution- 
ality of this joint resolution. 


INTEREST PAYMENTS. With relatively few exceptions, interest on bonds 
is paid semi-annually, usually on the first or the fifteenth day of the month. A 
corporation may make the interest payable at its own office, but when the size 
of the issue warrants and the bonds bear coupons, it designates one or more pay- 
ing agents, usually the trustee under the trust indenture of the bonds, at whose 
office the interest as well as the principal is payable. The name and location of 
the office of the paying agent or agents appear on the face of the coupon. Inter- 
est on bonds that are registered as to both interest and principal may be paid 
directly by the debtor corporation; but a paying agent may also be employed in 
such instances. 

The New York Stock Exchange requires that the paying agent of bonds listed 
on the exchange be located in the Borough of Manhattan, New York City. Other 
stock exchanges also require a local paying agent, which may require a corpora- 
tion to have paying agents in more than one city. The paying agents or places 
of payment may be changed during the life of a bond issue. Coupons are not 
invalidated by the fact that the interest is made payable at a place other than 
that designated on their face. 


Bond Indentures 


THE NEED FOR THE BOND INDENTURE. The corporation bond is 
legally defined as “a promise to pay under seal,” the amount promised being 
the par value of the bond. As the courts have held that the seal may be repre- 
sented by the mere signature of the corporation, the essential form of the bond 
does not differ materially from an ordinary promissory note. Yet the formal docu- 
ment or engraved certificate constituting the bond is something more than a mere 
promise to pay a definite sum on a fixed or ascertainable date. It is an evidence 
of “a right to participate in a certain legal contract—the trust indenture which 
the corporation enters into with a trustee.” (Dewing, Financial Policy of Corpo- 
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rations.) The trust indenture, also known as the deed of trust, is in the form of 
an agreement between the corporation and a trustee or trustees that represent 
the bondholders. 

Though the bond certificate and the trust indenture are separate documents, 
the law construes the two as one instrument, particularly when there is refer- 
ence in each instrument to the other, as is generally the case. The face of the 
bond usually recites that it is issued under the terms of a specific trust indenture 
and bears, in addition to the signature of the corporation, an authentication or » 
certification by the trustee to the effect that it is one of the series covered by the 
trust indenture. The text of the bond is in turn reproduced 1 in the trust indenture. 

The trust indenture has become a practical necessity in corporate long-term 
borrowing, largely because of its convenience in fixing the rights and privileges of 
the bondholders, and the rights, privileges, and liabilities of the debtor corpora- 
tion. Since the holders of most corporation bonds are unknown to the debtor 
corporation and to one another, they would, without the indenture and the corpo- 
rate trustee, be under the necessity of acting individually to enforce their respec- 
tive rights. The corporation might (in a manner similar to borrowing on a real 
estate mortgage) issue the mortgage to each of its bondholders, but when one 
considers the length of the typical corporate mortgage (perhaps as long as 300 
pages or more), it is obvious why the corporation does not follow such practice. 
A more important reason for not following such a procedure is the fact that the 
corporation would be exposed to the risk of innumerable actions at law due to 
varying interpretations of the bond and mortgage contract by the different bond- 
holders. When bonds are issued under a trust indenture, the trustee, as one of the 
parties to the indenture, represents the bondholders eollectively and deals directly 
with the corporation in their behalf. In other words, by use of the indenture 
device, the corporation is enabled to deal with a large group of persons as if they 
were one. 


CORPORATE TRUSTEES. At present the trustees named in trust inden- 
tures under which corporation bonds are issued are generally banks or trust com- 
panies. Originally it was common practice for individuals to act in this capacity. 
Several states still require that at least one individual, a resident'of the state, be 
appointed a trustee if the corporation’s property is located there. Thus, a deed 
of trust may have both an individual and a corporate trustee. In the event of 
the death of the individual trustee, the corporate trustee may appoint a successor. 
The corporate trustee is generally selected either by the debtor corporation or by 
the bankers to whom the bond issue is sold, or jointly by both. Trustees acknowl- 
edge in the trust indenture their acceptance of the trust. 

If there is an individual co-trustee, in order to enable the corporate trustee 
to transact business in the absence of the individual trustee the latter is usually 
permitted to appoint the corporate trustee as his attorney in fact, and it ‘is not 
infrequently the practice for him to execute this power of attorney at the very 
outset, with the result that the bank or trust company may in effect be the sole 
trustee. Even if the appointment of an individual co-trustee is not*provided for 
in the trust indenture, it is usual to stipulate that such appointment may be made 
by the joint action of the debtor corporation and the corporate trustee. The need 
for this may arise in the event that it should be necessary to take action in a 
state that prohibits the execution of trust functions by foreign corporations. 

The chief duties of the trustee are the following: 


Certification of Bonds. In the absence of default by the debtor corporation in 
the provisions of a trust indenture, the principal duty of the trustee is the 


BOND INDENTURES 14-9 


authentication or certification of the bonds, barring certain functions under 
mortgage deeds and collateral trust indentures. The bonds are delivered to the 
trustee for authentication after they have been executed by the president or vice- 
president of the issuing company, under corporate seal attested by the secretary 
or an assistant secretary of the corporation. Authentication consists in affixing 
its signature under the following statement on the bond certificates: 


“This bond is one of the bonds described in the within 
mentioned deed of trust. 


Trust Officer” 


The trustee does not guarantee the validity of the obligation by such authenti- 
cation or certify that the bond has been issued according to required legal for- 
malities or in accordance with the charter requirements of the corporation. It 
merely certifies that the bond is one of the issue provided for and described in the 
trust agreement and entitles the holder to the benefits of the provisions of the 
trust indenture. Bonds not bearing such authentication by the trustee are not 
valid under the trust agreement. In this way some protection is afforded against 
overissue or forgery of the bonds. 

Bonds are authenticated whenever they are issued whether at the outset, upon 
the creation of the debt, or later as transfers or exchanges of denominations or 
forms of bonds are made. The indenture provisions stipulate the circumstances 
under which the trustee may or must authenticate bonds submitted to it by the 
corporation. Upon receiving bonds from the company for authentication, the 
trustee examines them to see if they conform in all particulars, except as otherwise 
stipulated in the indenture, with the text of the bond reproduced in the in- 
denture. 


To Enforce the Terms of the Indenture. The trustee is expected to take 
action to protect bondholders in the event of default in the payment of interest or 
principal, or the violation of some other covenants of the indenture. For specified 
types of default, action is compulsory; for others the trustee has discretion. The 
indenture may provide for reimbursement of outlays incurred in taking protective 
action. The Trust Indenture Act requires the trustee to see that the corporation 
performs its obligations and to notify bondholders of any default. 


Administrative Duties. Indentures commonly require the trustee to handle 
the details of sinking fund payments, bond redemptions, and interest payments. 
Similarly, when the trust indenture contains a mortgage or a pledge of collateral, 
the trustee is required to attend to the safe custody of the pledged property, 
handling of insurance proceeds,. property substitution, etc. 


TRUST INDENTURE ACT OF 1939. This Act was enacted by Congress 
for the protection of holders of corporation bonds. In the past, issuing corpora- 
tions had failed to provide an independent trustee capable of protecting and en- 
forcing the rights of bondholders. Conflicting interests such as interlocking direc- 
torates involving the trustee and the issuing corporation existed in some cases. 
Also, it was felt that certain trust indentures were not drawn to give adequate 
protection to bondholders since they contained exculpatory clauses relieving 
the trustee of liability and the need of taking effective action to protect bond- 
holders’ interests. The Act bans such clauses and requires that the indenture 
contain standard protective provisions, that the essential provisions of trust in- 
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dentures be more completely disclosed to security holders, and that responsible, 
disinterested trustees be selected in each case. af 

The Trust Indenture Act provides in substance that if debt securities (bonds, 
notes, and other evidences of indebtedness) to be issued under an indenture must 
be registered under the Securities Act of 1933, such registration will not become 
effective unless (1) the indenture meets the requirements of the Trust Indenture 
Act, (2) the registration statement contains certain information with respect to 
the qualifications of the trustee, and (3) the registration statement and the pros- ' 
pectus contain an analysis of the important provisions of the indenture. The 
Trust Indenture Act also applies to debt securities issued in exchange for other 
securities of the same corporation under a voluntary readjustment plan or under 
a reorganization plan approved by a court, even though the securities may not 
be required to be registered under the Securities Act. 


Indenture Provisions Required by the Act. To be qualified under the Act, 
an indenture must contain certain provisions, the most important being the 
following: 


1. A financially responsible corporate trustee must be named and the inter- 
ests of the trustee must not conflict with those of the indenture security holders. 
One of the trustees must be a corporation with capital and surplus of not less than 
$150,000 and it cannot be affiliated with the issuer or underwriter. 

2. In a situation where certain defined conflicts of interest arise, such as 
would exist if (a) the trustee is acting under another indenture of the same 
issuer, or (b) the trustee or its officers are affiliated with the issuer or the under- 
writer, then the trustee must either resign, remove the conflicting interests, or 
notify security holders and let them exercise their defined powers of removal. 

3. The indenture terms must require the corporation to furnish a list of bond- 
holders to the trustee at stated intervals, and this list must be made available by 
the trustee to individual bondholders upon demand. 

4. The trustee must be required to submit an annual report to bondholders 
indicating the nature of any advances made by the trustee to the corporation; the 
condition of the property held in trust—releases, substitutions, ete.; and other 
relevant matters such as the continued ability of the trustee to function in a 
disinterested capacity. , 

5. The indenture must require the corporation to furnish the trustee with (a) 
evidence of recording the indenture, (b) a certificate of fair value prepared 
by an independent engineer, appraiser, or other expert, as to the fair value of 
property or securities released from the lien of the indenture, and of securities or 
property to be used as the basis of the issuance of additional securities, the with- 
drawal of cash, or the release of other property or securities subject to the lien of 
the indenture, and (c) annual and special reports. 

6. The indenture must require the trustee to notify the bondholders of all 
defaults within 90 days. 

7. The debenture must provide that in the event of default the trustee must 
exercise his defined powers and rights with the same degree of care and skill that 
a prudent man similarly situated would exercise. 

8. The indenture must provide that if a trustee becomes a creditor of the 
obligor within 4 months prior to default or after such default, the trustee must 
set apart and hold in a special account for his benefit and the benefit of the bond- 
holders any payments or property received in settlement of the account, which 
amounts will be subject to apportionment by the court of jurisdiction. 
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The indenture may provide that holders of not less than a majority of the out- 
standing securities may consent on behalf of all the security holders to the waiver 
of any past default. It may also provide that holders of not less than 75% of the 
securities outstanding may consent on behaif of all the security holders to the post- 
ponement of any interest payment for a period not exceeding 3 years from its 
due date. However, it is not standard practice to include such provisions in 
qualifying indentures under the Trust Indenture Act. 

The Trust Indenture Act is administered by the Securities and Exchange 
Commission, but the Commission’s only function is to see that the terms of each 
indenture conform to the prescribed standards. Application for qualification of 
indentures must be filed with the Securities and Exchange Commission. The 
Commission has no powers with respect to the enforcement of the provisions of 
the indenture. After the indenture has been executed it is enforceable only by the 
parties, like any other contract. However, the Trust Indenture Act widens the 
basis for action by bondholders against the trustee for negligence and misfeasance, 
and places additional responsibility, and incidentally expense, on the corporation. 


PROVISIONS OF A BOND INDENTURE. The character of the pro- 
visions set forth in a trust indenture will depend on (a) whether the bond issue is 
secured or unsecured, and (b) the circumstances surrounding each individual 
issuing corporation. 


Summary of Contents. The main contents of the typical corporate trust in- 
denture may be summarized as follows: 


1. Names of the parties and the preamble. 

2. The consideration and grant or the assignment in trust. 

3. The conditions governing the issuance of the bonds, including (a) limitations 
in amount and (b) conditions of (1) certification and delivery, (2) registration, 
and (3) interchange of the bonds. 

4. Definition of terms used in the indenture. 

5. Particular covenants of the indenture. 

6. Provisions as to pledged bonds and stocks. 

7. Provisions relating to redemption of bonds. 

8. Remedies of trustee and bondholders. 

9. Releases of property. 

19. Consolidations, mergers, and purchases affecting the borrowing corporation. 

11. Possession prior to default, and defeasance. 

12. Provisions concerning the trustee. 

13. Miscellaneous provisions. 

14. Execution, acknowledgment, recording, affidavits of good faith, ete. 


Each of the above provisions not already covered or considered subsequently 
is discussed immediately below. 


Names of the Parties. The parties to an indenture are the debtor corporation 
and the trustee. The corporate names of the debtor and of the trustee are re- 
quired to be stated fully. The state of incorporation of the company is men- 
tioned, and whether it was organized under general laws or created by special 
charter, consolidation or merger, or otherwise. If there is an individual as a co- 
trustee, his name is mentioned as a party to the agreement. 


The Preamble. The preamble sets forth: (1) the purposes of the indenture; 
(2) the preliminary corporate proceedings that have been taken to meet the legal 
requirements for entering into the agreement, such, for example, as directors’ and 
stockholders’ meetings, the passage of the necessary resolutions, and the like; and 
(3) the form of the bonds, coupons, and trustee’s authentication of the bonds. 


14-12 LONG-TERM AND INTERMEDIATE-TERM BORROWING 


Grant or Assignment of Trust. This section of the trust indenture comprises 
a description of the mortgaged property, if the indenture is a mortgage deed of 
trust, and other collateral or covenants made for the protection and benefit of the 
bondholders. The mortgaged property is described in sufficient detail to be iden- 
tified, and the mortgage is made a record lien. Stock-in-trade and other person- 
alty are usually excepted from the mortgage, to permit the debtor corporation to 
sell, exchange, or otherwise dispose of such assets without hindrance. Statutes in 
nearly all states disallow the mortgaging of stock-in-trade left in the custody of 
the mortgagor. Moreover, it is generally impracticable to give a satisfactory hen 
on movables, if they are liable to pass out of the jurisdiction in which the mort- 
gage is recorded or filed as a chattel mortgage. As to railroads, the statutes of 
many states declare that rolling stock and other appurtenant chattels are real 
estate for mortgage purposes. If future-acquired property is to be included in 
the mortgage, this is definitely stated. Likewise, if the company possesses or exer- 
cises any franchise, exclusive of its right to be a corporation, this may be brought 
under the lien. Following the granting clauses, it is usual to list the property ex- 
cepted from the mortgage and to refer to any prior liens. 


Conditions Governing the Issue of Bonds. The authorized amount of the 
bonds to be issued, if limited to a definite sum, is generally stated in the trust 
indenture, as well as the amount to be immediately issued. Limitation of the 
amount of bonds to be issued is usually based on a flexible yardstick, rather than 
a rigid dollar amount. When additional bonds may be issued under specified re- 
strictions, the trustee must be assured by certified statements of the proper 
officers of the company that the prescribed conditions for additional issues are 
present. Moreover, if the proceeds of an issue of bonds have been limited to ex- 
penditures of a specified character, such as the acquisition of property or for im- 
provements and betterments, the trustee may hold the funds until certification 
is made to it that such expenditures have been effected. The purposes for which 


bonds are authorized for issuance in the future are usually stated in the inden- 
ture. 


Variations in the forms of bonds, their denominations, interest rates, conversion 
privileges, sinking fund provisions, rights of redemption, and the like are also 
specified in the indenture. 


Particular Covenants of the Indenture. This section of the trust indenture 
contains the covenants entered into by the debtor corporation, among which the 
following are standard: 


1. That it will pay the principal and interest of every bond authenticated by the 
trustee at the dates, places, and in the manner mentioned in the bonds or 
coupons. 

2. That it will designate an office or agency in a particular city or cities where the 
bonds and coupons may be presented for payment. 

3. That it has good title to any mortgaged property and that it will defend the 
title. 

4. That it will keep any mortgaged property in proper repair, making such re- 
newals, replacements, additions, betterments, and improvements as may be 
necessary for the profitable conduct of the business, and that it will generally 
do nothing that would impair the hen of the bonds. 

5. That it will keep the mortgaged premises properly insured against loss from 
fire or other cause. (The proceeds of any such insurance, if exceeding in any 
case of loss a stated figure, as for example, $5,000, are to be paid to the trustee, 
which will pay it to the company as the destroyed property is replaced or addi- 
tions or betterments equal in value to the destroyed property are made to 
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other portions of the mortgaged property. The insurance policies may be de- 
posited with the trustee, as in the case of ordinary real estate mortgages, or 
the more recent practice may be followed of submitting to the trustee an an- 
nual statement of the policies in force.) 


6. That it will pay all taxes and assessments levied upon its property, franchises, 
or income. 


Zi) eat it will maintain its corporate existence and its right to do business. 
8. That it will properly record the mortgage and pay any necessary fees. 


Other covenants contained in this portion of the indenture may require the 
corporation not to create any debt having priority of lien upon the trust estate; 
not to increase any outstanding issue of bonds having such priority of lien; and 
not to extend the time of payment of any such bonds but to pay them at or before 
their maturity. There may also be a covenant forbidding the corporation to per- 
mit any mechanics’, laborers’, or other statutory lien to remain outstanding upon 
the pledged property that might or could be held to be prior to the lien of the 
indenture. 

Additional covenants may require the company to maintain a sinking fund for 
the retirement of the bonds; to maintain a replacement fund for the protection of 
the mortgaged property; to meet certain prescribed conditions before paying 
dividends on capital stock; and to maintain certain minimum working capital 
requirements. 


Remedies of Trustees and Bondholders. The trust indenture provides for 
the remedies that may be exercised by the trustee and bondholders in the event of 
a breach or default in any of the conditions laid down in the trust agreement. 
These “events of default,” as they are called, may include any default under a 
trust indenture having priority of lien to the indenture in question. The remedies 
under the indenture also become available if the corporation remains adjudged a 
bankrupt for a stated number of days,.or has instituted proceedings to be 
adjudged a voluntary bankrupt, or has made an assignment for the benefit of 
-ereditors, or a receiver has been appointed to liquidate and wind up its affairs, 
and the court order making the appointment has remained in force undischarged 
or unstayed for a stated number of days. 

Principal remedies that the trust agreement usually provides are: 


1. The right of entry, or the right of the trustee to take possession of the mort- 
gaged property and operate it for the benefit of the bondholders, applying the 
net earnings to the payment of the interest or principal. When the default has 
been made good, the property passes back to the corporation. 

. The right to sell the property to the highest bidder without suit. 

. The right to foreclose the mortgage and dispose of the property under judicial 
sale. 

4. The right to bring suit for the specific performance of any covenant or agree- 

ment or for the enforcement of any other legal or equitable remedy. 

5. The right to declare the principal due before the stipulated maturity date and 
to recover judgment against the company for the amount due and in the 
event of the sale of the mortgaged property to recover judgment for any un- 
paid portion of the debt. 


Wb 


The trustee can exercise the stipulated remedies in its discretion, or it may be 
forced to take action by the written request of the holders of a stated proportion 
in amount of the bonds, ranging from 10% upward, provided it is guaranteed 
indemnity for all expenses it may incur in taking such action. Ordinarily, the 
trustee does not act unless it is requested by bondholders, usually as represented 
by a protective committee. The Trust Indenture Act has required more direct 
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action by the trustee under indentures subject to the Act because of the “prudent 
business man” test imposed. 

Remedies given the fe are rarely exercised, however. Thus, the right to 
enter and take possession of the property of the debtor is avoided by the appoint- 
ment under the bankruptcy statutes of a trustee to take charge of the assets and 
business of the corporation. Similarly, the right to dispose of mortgaged or 
pledged property without a suit of foreclosure is rarely exercised. As a practical 
matter, these indenture provisions serve primarily to safeguard the priority of the 
bond issue in the event of reorganization under the Bankruptey Act or liquida- 
tion. 


Period of Grace. Except for default in payment of the principal when due, the 
debtor corporation is granted a period of grace, ranging from 30 days to 6 months, 
in which no action on the default can be taken by the trustee. In the event of 
default in payment of interest, the default begins to run from the date the inter- 
est is due. In the event of other defaults, it may be provided that the period of 
grace begins to run from the date the trustee gives the corporation written notice 
of the default, as stipulated in the indenture. The giving of this notice may be 
made by the trustee on its own motion or may be requested by holders of a certain 
proportion in amount of the bonds. A default in the payment of principal or 
interest automatically comes to the attention of bondholders, but notice of other 
defaults can only be communicated to them by the trustee, as required by the 
Trust Indenture Act. These other defaults (aside from sinking fund defaults) are 
in many instances simply technical in nature and not too important from a 
financial viewpoint. 


Acceleration of Maturity in Cases of Default. As the agreements to pay 
interest periodically and to pay principal when due are regarded as independent 
covenants, it is generally provided that in the event of any defaults in the 
covenants by the debtor corporation, the principal of the debt becomes imme- 
diately payable. This acceleration of the payment of the principal is necessary 
in order to afford the bondholders the right of immediate foreclosure. Without 


such right, the only remedy is to foreclose for the installment of interest imme- 
diately due. 


Individual Action of Bondholders. The indenture provides that suits for the 
application of remedies in the event of defaults may be brought by individual 
bondholders only if the trustee, after it has been requested in writing by a stated 
proportion in amount of the bondholders and has been offered indemnification for 
any expenses it may have to pay, refuses or neglects to take action. 

The courts, however, have generally held that refusal of action on the part of 
the trustee to enforce remedies in behalf of bondholders because a sufficient pro- 
portion of them have not requested the action does not bar them from their 
equitable rights. Suits may be brought by a bondholder individually. In the case 
of Hubbard v. Galveston, H. & S. A. R. Railway Co. (US. Circuit Court of 
Appeals, 5th Circuit, 200 Fed. 504), the court made the following statement re- 
garding individual action by bondholders to protect their rights: 


It is contended by defendants, in support of their general demurrers, that the 
remedies provided in the mortgage were embodied therein for the protection of the 
bondholders as a class, expressly made subject to the control of the holders of a 
majority in amount, and plaintiffs, being minority bondholders, cannot maintain a 
suit to foreclose the mortgage. Fairly considering their bill, all they are attempting 
is to collect the interest past due and have the sinking fund made whole, and in their 
oral and printed arguments they have disclaimed any other intention. It is well 
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settled that, regardless of such provisions of a mortgage, if the contract has been 
breached, the minority bondholders cannot be deprived of their right to equitable 
relief because a majority of the bondholders, whose interests might be adverse, should 
decline to join with them. 


In suits of this character, however, one bondholder cannot obtain judgment 
against the corporation that would impair similar rights of other bondholders 
under the same trust indenture. In Watson v. C., R. I. & P. Ry., a bondholder 
individually sued the corporation to reach property not covered by the mortgage, 
on the ground that the trustee refused to carry out the obligation to recover 
judgment for the entire principal of all the bonds outstanding, together with all 
interest in default, and in the event of the foreclosure of mortgaged property not 
affording the sum required, to recover the deficiency under a further judgment. 
The Appellate Division of the New York courts [169 App. Div. (N.Y.) 663] held 
that “as the trustee had acted, no independent action by a bondholder could be 
“maintained,” and one of the judges, in an assenting opinion, maintained that the 
principle of equality of bondholders under the same indenture would be violated 
if one bondholder, in his own separate right, recovered a judgment enforceable 
against property of the mortgagor even though not covered by the mortgage. 
The same reasoning was applied in Gue v. Canal Co. (24 How. 263), an earlier 
case decided by the U.S. Supreme Court. 

Thus, it will be seen that in voluntary readjustment plans a dissenting bond- 
holder cannot be coerced into accepting any extension or adjustment of maturity 
or reduction of interest. The bondholder’s contract rights with respect to payment 
of principal and interest are clear cut, and the courts will protect them to an un- 
limited extent as long as the individual action of one bondholder does not impair 
similar rights of other bondholders under the same indenture, and so long as the 
property does not come under the jurisdiction of a court ina Federal Bankruptcy 
Act proceeding. 


Releases of Mortgaged Property. Since mortgages cover relatively long 
periods of time, a debtor corporation may from time to time find it desirable to 
sell, exchange, or abandon property covered by the deed of trust. To meet this 
situation, trust indentures, as a rule, contain a clause permitting, under prescribed 
conditions, partial releases and substitutions of property covered by the mortgage 
when sanctioned by the trustee. Such releases are recorded in the same jurisdic- 
tions in which the mortgage is recorded, namely, in all counties of all states in 
which the mortgaged property is located. Without the recording of such instru- 
ment the property could only be sold or otherwise disposed of subject to the lien 
of the mortgage. 

The provisions concerning releases comprise such matters as: (1) the nature and 
amount of property subject to release, (2) the identification of the specific parcels 
of property released, (3) the method or methods of ascertaining its value, (4) the 
application of the proceeds from its sale, and (5) the extension of the mortgage 
lien to substituted property or to property acquired with the proceeds from the 
sale of released property. The prime purpose of the conditions relating to releases 
is to protect the equities of the bondholders from impairment and to maintain 
the value of the whole property secured by the mortgage. 

In applying to the trustee for a release from the mortgage, the company must 
make the following typical averments: 


1. That the property to be released is no longer needed in the operations of the 
company. 
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2. That it was sold or exchanged for property of at least equal value. 

3. That any cash proceeds will be deposited with the trustee, and that any prop- 
erty acquired in exchange will be placed under the lien of the mortgage. In 
the instance of the release of any portion of the property subject to a prior 
mortgage, any cash consideration received will be deposited with the trustee 
under that mortgage. 


The application for release will have to be accompanied by various documents, 
including a certified copy of the directors’ resolutions authorizing the application, 
opinion of counsel as to the title of the property to be acquired, and, as required 
by the Trust Indenture Act, a “certificate of fair value” prepared by an inde- 
pendent engineer of the property to be disposed of and of the property to be 
secured in exchange, if any. 

Any cash proceeds deposited with the trustee are returned to the company: 


1. To reimburse it for the cost of property purchased or constructed under the 
terms of the indenture. 

2. For the redemption of bonds at the option of the company, or for their pur- 
chase in the open market or on tender made by holders. 


The indenture may stipulate that unless the company uses the cash within one 
year of its deposit with the trustee, the latter may employ it in redeeming bonds 
issued under the indenture or in other securities as specified. 


Consolidations and Mergers. Provisions relating to the possible consolidation, 
merger, or sale of the entire assets of the debtor corporation are also found in 
trust indentures. The principal feature of such provisions is the requirement that 
in the event of a merger, consolidation, or sale of assets, the rights and equities of 
the bondholders should in no way be impaired and that the property and other 
equities covered by the trust indenture as an entirety should remain so subject 
after the consolidation, merger, or sale of assets, and that the successor corpora- 
tion shall assume the bonds of the predecessor corporation. . 


“No Recourse” Clause. Trust indentures generally contain a clause, which 
may be reproduced in the bond certificate, by virtue of which the bondholders 
waive their right as creditors to take advantage of the law rendering incorporators, 
stockholders, officers, and directors personally liable for certain acts or omissions. 
Under this clause, for example, it is impossible for the trustee or the individual 
bondholder to sue stockholders for any balance due on their stock. The clause 
describes the bonds as solely corporate obligations and states that no personal 
liability attaches to the above-mentioned individuals because of these obligations. 


Changes in Trust Indentures. A trust indenture, being a contract, cannot be 
altered without the consent of the parties to it, including the bondholders. 
Unless the instrument contains a provision permitting its modification with the 
consent of a certain majority in amount of the bondholders—two-thirds, three- 
fourths, or 85%—usually their unanimous consent must be secured to any pro- 
posed change. Such consent may be obtained by requesting the deposit of the 
bonds under an agreement with a committee having the matter in charge. If all 
the bonds or the majority required by the indenture are deposited, the change 
in the indenture becomes effective and is binding in the latter case on any non- 
assenting minority. When a sufficient amount of the bonds is not deposited to 
enforce the change upon all, the plan may be abandoned or it may be carried out 
so far as the assenting bondholders are concerned. In this event, the assenting 
bonds are stamped with an appropriate notation to indicate their changed status. 
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a example of a legend that may appear on so-called stamped bonds is as 
ollows: 


The owner of the within bond has participated in the plan of readjustment dated 
16tO! 08) oto vip fon and by such participation the within bond is subject to 
such plan and modification and is so received by every subsequent holder thereof. 


The two classes of bonds into which the original issue has been thus divided— 
the stamped and the unstamped—have distinct market quotations, and the latter 
may sell at a premium because payment in full is expected by dissenters. 

Indentures may provide for bondholders to vote by proxy, as in the instance 
of corporate stock. 


Supplemental Indentures. This is a method of modifying or adding to the 
provisions of the indenture, and special provision is usually made for it in the 
indenture itself. The trustee may be authorized to join with the debtor company 
in the execution of such supplements to the indenture. Supplemental indentures 
have a variety of purposes, the most common of which are: 


1. To subject to the lien of the indenture additional property or additional col- 
lateral security, acquired through consolidation, merger, purchase, or otherwise. 
This is the most common use of supplemental indentures. 

2. To have a public record of the terms of a new series of bonds if the bonds are 
issued' under a mortgage, since supplemental indentures are recorded in the 
same public offices as the mortgage. 

3. To evidence the assumption, as the result of a consolidation, merger, or pur- 
chase of assets, of bond issues that will have priority of lien on the mortgaged 
property. 

4. To evidence the succession of another corporation to the debtor corporation 
and its assumption of the latter’s bonds. 

5. To evidence any change in the indenture that favors the bondholders. 

6. To evidence a change in any covenant of the indenture, which will require the 
consent of the bondholders and the stamping of an appropriate endorsement 
upon the bonds. 


Mortgage Bonds 


MORTGAGE INSTRUMENTS. A mortgage bond, the principal type of 
secured debt instrument, is secured by a mortgage deed of trust containing, in 
addition to the usual provisions and covenants, a conditional conveyance or 
pledge of property. The mortgage trust indenture contains a detailed legal 
description of the specific property that is mortgaged. The terms of the convey- 
ance are very similar to those of the ordinary real estate mortgage, the debtor 
corporation being the mortgagor and the trustee the mortgagee in the interest of 
the bondholders. Similarly, the debtor corporation retains possession of the mort- 
gaged property although the defeasance clause in the mortgage indenture states 
that if the corporation pays off the bonds in the manner described in the inden- 
ture, the title to the property reverts to the corporation free of any len that the 
trustee may have possessed. 


Purpose of the Mortgage. The mortgage bond consists of two separate in- 
struments—the bond and the mortgage. The bond proper is an unsecured debt 
of the issuing corporation. If the bond is additionally secured by a mortgage, the 
holder’s position is thereby strengthened. If a corporation is forced to default in 
the payment of its bonds, secured obligations possess priority in reorganization or 
liquidation to the extent of the value of the property pledged. The “absolute 
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priority” doctrine in corporate reorganization cases safeguards the position of 
secured creditors. 


CLOSED MORTGAGES. The maximum amount of bonds that may be issued 
under the deed of trust is known as the amount authorized. When the total 
amount authorized has been put out, the issue, or the mortgage, if the bonds are 
secured, is said to be closed. 

Closed mortgages are of several types: 


1. The typical one by the terms of which the entire authorized amount of bonds 
is to be issued at once. 

2. One that becomes closed only after several issues have been put out under the 
mortgage and the entire authorized amount sold. 

3. One that is closed by the voluntary action of the corporation, through the 
creation of a supplemental indenture, before the exhaustion of the total 
authorized amount. 


Disadvantages of Closed Mortgages. Under a closed mortgage covering the 
entire property of a corporation, when the maximum amount of bonds authorized 
has been issued, additional borrowing has to be done under a second or junior 
mortgage, subordinate in lien to the first. At one time it was customary for cor- 
porations, especially railroads and the older public utilities, to limit the author- 
ized amount to the immediate capital requirements, with the consequence that 
in time they had a number of mortgages on their property of different degrees 
of priority and each for a relatively small amount. Except in real estate corpora- 
tions and other special situations, closed mortgages are no longer used in cor- 
porate bond financing. 


OPEN-END AND LIMITED OPEN-END MORTGAGES. Mortgage 
bonds that are not limited to specific amounts are known as open-end or indeter- 
minate issues or mortgages. If the authorized amount is specified but is fixed at 
a figure far in excess of the requirements of the present or the near future, being 
intended to cover all requirements for an indefinite time, the issue is known as a 
limited open-end mortgage. 

Open-end and limited open-end issues are the usual types of mortgage bonds 
put out nowadays by railroads, public utilities, and some industrial companies. 
The advantage of such mortgages lies in the greater flexibility. they lend to the 
financial structure of corporations, since the volume of borrowing can be adjusted 
to the growth of the enterprise. Additional issues may be sold for specifie purposes 
mentioned in the trust deed and for general corporate purposes. These provisions 
in the trust deed usually provide that additional bonds may be put out from time 
to time at the discretion of directors to reimburse the company’s treasury for a 
specified percentage of expenditures for capital improvements, additions, and 
new acquisitions. Likewise, a certain amount may be reserved to refund under- 
lying issues. 


Restrictions on Issue of Bonds Under Open-End and Limited Open-End 
Mortgages. Various restrictions are imposed upon the issue of bonds under open- 
end and limited open-end mortgages. The trustee is charged with the duty of 
seeing that these restrictive provisions are properly complied with by the cor- 
poration before it authenticates any additional bonds. The following provisions 
are typical of many issues: 


1. Restriction to a stated percentage, say 60%, 65%, or 75% of the lower of actual 
cost or the fair value of net property additions subsequent to the sale of the 
original issue of bonds. 
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2. Limitation of interest payable on the corporation’s bonds, including that of 
the proposed issue, to a stated ratio to the net earnings available for interest 
payment for a stated period preceding the issuance of the additional bonds. 
For example, it may be provided that additional bonds may be issued under 
the mortgage only if interest payments will have been covered twice in each 
of two preceding years. 

3. Restriction of the amount of bonds outstanding to a certain proportion of the 
net current assets or net quick assets of the corporation. 

4. Restriction to a fixed ratio to capital stock outstanding or to the capital stock 
and surplus. 


ISSUANCE OF BONDS AGAINST DEPOSIT OF CASH WITH 
TRUSTEE. In some mortgages it is provided that the corporation may issue 
bonds some time in advance of capital expenditures or the acquisition of additional 
property, provided the proceeds are immediately deposited with the trustee and 
drawn upon only after certification by the corporation that the proper expendi- 
ture has been made or additional property has been acquired. The purpose of this 
provision is to enable the corporation to take advantage of a favorable market 
for the bonds. 


BONDS ISSUED IN SERIES. The use of the open-end and limited open- 
end mortgages by the larger companies has led to the practice of issuing under 
the same trust deed bonds in successive series or installments, the aggregate 
amount of which, however, must always be within the total authorized by the 
indenture. The indenture specifies in detail the terms of the first series, which is 
to be issued immediately. The terms of each of the later series—their date, 
amount, maturity, interest rate, dates of interest payments, denominations, and 
forms of the bonds and their interchangeability, provisions relating to conversion, 
sinking fund, redemption, and taxes—will be such as the board of directors may 
in their discretion fix from time to time, and they will be expressed in the bonds 
of such series. The bonds of the same series must be identical in tenor except as 
to denomination. Just in what respects one series can be made to differ from the 
others is governed by the indenture. In some instances, the indenture may, for 
example, stipulate that every series shall mature not before a certain year and 
not beyond a stated later year. Hach series is designated by a distinctive letter, 
or by the date of its issue or of its maturity, or by the interest rate it bears. The 
terms of each successive series are set forth in a supplemental indenture. 

Trust deeds permitting the issue of bonds in series impart a desirable element 
of flexibility to mortgage bond financing. The terms of new bond issues can be 
adapted to prevailing market conditions so that the desired amount of new 
capital can be secured on the most advantageous terms. The corporation is not 
compelled to seek a revision of its indenture, a procedure that may be attended 


with difficulties. 
Bonds other than mortgage bonds—collateral trust bonds and debentures—may 


also be issued in series. 


MORTGAGE ON AFTER-ACQUIRED PROPERTY. As security for 
an issue of bonds, a corporation often mortgages not only property that it owns 
or has an interest in at the date of the mortgage deed, but it also covenants to 
extend the lien to property acquired in the future. The clause in the trust in- 
denture extending the lien is termed the after-acquired property clause. It is 
usually expressed thus: “. . . all and singular, its property and franchises of every 
nature and description whatsoever, whether now owned or hereafter to be 
acquired.” This clause has been interpreted by the courts to include all real 
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property vested in the corporation, whether or not such property is used in its 
business. However, if the terms of the mortgage clearly indicate that property 
subsequently acquired, but that does not constitute a part of the plant used in the 
company’s business, is not intended to come under the after-acquired property 
clause, it will be excluded from the mortgage. + 

The application of the after-acquired property clause may also be limited by 
a statement in the mortgage deed that only property that is acquired with the 
proceeds of the present or subsequent issues is to come under the lien of the 
mortgage. 


Existing Liens on Subsequently Acquired Property. If there are existing 
liens on property acquired subsequent to the date of the trust indenture contain- 
ing the after-acquired property clause, the priority of such liens is not disturbed 
by the clause. But if one corporation is merely a “dummy” of another corporation, 
a mortgage on the property of the latter attaches to property of the former. 

If a corporation has outstanding a prior lien mortgage containing an after- 
acquired property clause, additional property acquired with the proceeds of 
junior lien obligations is also subject to the lien of the prior mortgage, even 
though such prior mortgage has been closed and no further bonds can be: issued 
thereunder. 


Avoiding Application of After-Acquired Property Clause. The after- 
acquired property clause in closed mortgage deeds has the effect of preventing 
the corporation from doing future financing except with junior securities. If the 
clause in a closed mortgage, or in a limited open-end mortgage with burdensome 
restrictions, does hamper the financing of new property acquisitions, it may be 
avoided by: 

1. Issuance of a purchase money mortgage to the vendor of the property. 
The purchase money mortgage, as its name implies, is given to the seller as part 
of the purchase price of the property. The courts have held that when a vendor 
deeds its property to the buying corporation subject to a purchase money mort- 
gage received in payment, an after-acquired property clause in an outstanding 
mortgage bond issue of the buying corporation does not affect the lien of the 
purchase money mortgage. Hence, property transferred subject to a lien for a 
part of the purchase money, 1.e., subject to a purchase money mortgage, remains 
covered by this encumbrance until the lien is satisfied and extinguished. A mort- 
gage given as part consideration in the purchase of real property thus takes 
priority over a mortgage with an after-acquired property clause executed previ- 
ously. The earlier mortgage, however, covers the purchased property as a junior 
len, subject to the rights of the holders of the purchase money mortgage. 

2. Organization of a subsidiary to acquire and finance the property. 

3. Consolidation with another corporation that then acquires the desired 
property, except if it is held that the successor corporation assumes the obliga- 
tions under the after-acquired property clause. 

4, Acquisition of the property under leases or conditional sales agreements, 


to avoid taking of title by corporations whose mortgages have after-acquired 
clauses. 


SCOPE OF LIEN AND MORTGAGE BOND TITLES. Mortgage 
bond titles are not always descriptive of the degree of security or priority pro- 
vided. The title first mortgage bond does not necessarily mean that the issue 
has a first lien on all company property. The first mortgage lien may be restricted 
to a small segment of a corporation’s property, or it may apply to substantially 
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all its fixed assets. A corporation may have a number of first mortgage bond 
issues with first mortgages on different properties; or first, second, and third 
mortgages on the property of the company as a whole. Similarly, a mortgage 
bond issue might be a first mortgage on the smaller part of the company’s prop- 
erties and a second mortgage on the larger part of the properties. Generally 
speaking, however, such complex debt structures survive only in some railroads. 
It is necessary to examine the chief indenture provisions to establish the actual 
priority of a given mortgage bond issue. Financial manuals summarize such in- 
formation. 

Bond issues variously termed general and refunding, first and refunding, first 
and consolidated, and so on are put out under open-end or limited open-end 
mortgages to finance additions, betterments, and acquisitions, already made or to 
be made in the future, and to refund underlying issues, either those previously 
put out by the corporation or those assumed by it in consolidations or mergers. 
They are especially characteristic of the financial structures of railroads and 
public utilities. 


TERMINAL BONDS. In many large cities, railroads making joint use of 
terminals do not own them directly but through a joint subsidiary especially 
organized to take title to the properties. The subsidiary issues bonds secured by a 
mortgage on the property. It is a common practice for the parent railroads to 
guarantee such bonds jointly and severaily, either on their face or through a 
lease or operating agreement. 


Collateral Trust Bonds 


NATURE OF SECURITY. Collateral trust bonds are bonds secured solely 
or for the most part by the pledge of stocks or bonds or both as collateral with 
the trustee under a collateral trust indenture. This indenture empowers the 
trustee to sell the pledged securities in the event of default, and from the 
proceeds recover the sum due on the bonds. A pledge of securities is also fre- 
quently included as additional security in mortgage deeds on physical property 
of large companies, especially in refunding issues. Practically the same provisions 
relative to the pledge are found in these mortgages as in the regular collateral 
trust agreements. Bonds issued under such an indenture may be known as 
mortgage and collateral trust bonds. 

The credit position of a collateral trust bond issue is determined not only by 
the value of the collateral and the strength of the obligor, but also by its status in 
reorganization under the Bankruptcy Act. Trustees are usually enjoined by the 
court from selling the collateral in reorganization proceedings, but the treatment 
of such bonds under the plan will reflect the value of the collateral at the time 
of reorganization. Moreover, damages have been awarded bondholders in some 
cases for loss caused them by the delay in selling collateral due to bankruptcy 
proceedings. 


Types of Collateral. The securities pledged under collateral trust agreements 
may be of the following four general classes: 


1. Bonds and stocks of partly or wholly owned subsidiary companies. This is the 
usual case. 

2. Prior lien long-term bonds of the pledgor company deposited to secure short- 
term notes or a junior issue of bonds. The bonds deposited as collateral must 
be mortgage bonds, as there would be no purpose in simply duplicating the 
company’s unsecured promises to pay. 
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3. Bonds and stocks of companies entirely independent of the pledgor or issuing 
company, held merely for investment. Such bonds are issued by some invest- 
ment trusts, to take one example. ' 

4. Installment notes or other obligations of a corporation’s customers, which may 
be pledged by a finance company or a manufacturer to secure its obligations. 


PLEDGED SECURITIES. The pledged securities must be deposited with 
the trustee, under the typical agreement, as a prerequisite to its authenticating: 
the bonds. Practically the only exception to this rule is when a bond issue has a 
secondary lien on the pledged securities, which in that case are deposited with the 
trustee under the prior lien indenture. A trustee may, however, release a sufficient 
number of pledged shares of stock to qualify directors. Deposited stocks and 
registered bonds may remain in the name of the debtor company until a default 
occurs, the trustee having an irrevocable power of attorney to enable it at any 
time to transfer securities as authorized under the indenture; or the securities 
may be transferred to the name of the trustee in the first place if this is required 
by the terms of the indenture. On the other hand, because of the greater diffi- 
culty of effecting transfers of securities registered in the name of a corporation 
or trustee, pledged stocks may first be transferred to the name of a nominee, such 
as an employee in the trustee’s office, who thereupon assigns the securities to and 
deposits them with the trustee. 


Payment of Principal, Interest, and Dividends on Pledged Securities. 
Upon maturity of any pledged bonds, the principal is to be paid to the trustee. 
Any dividends or interest payments received by the trustee during the life of the 
pledged securities are turned over to the pledgor corporation, so long as the latter 
is not in default. Bond coupons are delivered to the corporation for collection as 
they mature. But if payments are made from the proceeds of sale of property 
subject to a mortgage, or if they represent capital distributions, they are usually 
retained by the trustee. Cash thus received by the trustee, as well as funds re- 
ceived in payment of the principal or pledged bonds, is held as additional secu- 
rity for the bonds issued under the collateral trust indenture, and is only paid to 
the corporation in reimbursement for capital expenditures or against deposit of 
other securities of equivalent value. In the event of default, all pledged securities 
standing in the corporation’s name are immediately transferred to the name of 
the trustee, which then takes steps at once to collect and retain all dividends and 
interest. 


Voting Pledged Stock. The pledgor corporation is permitted to vote pledged 
stock unless it defaults in any respect, in which instance the voting power is 
exercised by the trustee. If stock is registered in a trustee’s name, the latter de- 
livers proxies on request before annual or special meetings of the stockholders 
of the company whose shares have been pledged. If the stock pledged represents 
a stated proportion of the total outstanding, such as two-thirds, it may not usually 
be voted so as to authorize any increase in the capital stock of the issuing com 
pany unless provision is made for the pledging of the new shares under the inden- 
ture, so that the ratio of the stock pledged to the total outstanding will not be 
decreased. This provision is designed to insure control over the subsidiary com- 
pany for the collateral bondholders. 

It may also be stipulated that additional shares or bonds of the subsidiary 
already outstanding that may be acquired by the pledgor company shall be 


pledged. This corresponds to the after-acquired property clause in mortgage 
deeds. 
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All stock dividends declared by a company whose stock is pledged are retained 
by the trustee, and no steps may be taken by the pledgor company looking to 
the dissolution of a subsidiary whose shares are pledged without the consent of the 
trustee. A pledgor company, if it has a controlling interest in a subsidiary, is 
usually required to covenant to pay the subsidiary’s taxes and other assessments 
if the latter should fail to meet them. 


Release of Pledged Securities. A collateral trust indenture may authorize the 
trustee to release to the pledgor company certain of the pledged securities, pro- 
vided they are replaced with securities of at least equivalent value. The indenture 
may specify the method by which such equivalent value may be determined. 
Thus, two arbitrators may be appointed to appraise the collateral, one by the 
pledgor company and one by the trustee. If the two arbitrators disagree, it may 
be provided that the value of the substituted securities shall be determined by a 
member of a stock exchange. The indenture may also state the principles of 
valuation the arbitrators should follow. 


CONSOLIDATION, MERGER, OR SALE OF ASSETS OF SUB- 
SIDIARY. Indentures make provision for the possible consolidation or merger 
of subsidiaries, the securities of which are pledged under an indenture, or for the 
sale of their assets. In the event that a subsidiary is combined by any one of these 
three methods with a corporation other than the parent company, securities re- 
ceived by the parent company in exchange for its pledged holdings are to be 
deposited under the indenture. 

In the event of failure of a subsidiary whose securities are pledged under an 
indenture, the trustee may join in a plan of reorganization and accept in exchange 
for the pledged securities of the old company the securities of the reorganized 
company. 

PLEDGE OF MISCELLANEOUS COLLATERAL. When bonds are 
secured by the deposit of securities in which the pledgor corporation does not 
have the controlling interest, the provisions of the indenture will differ from 
those described in the foregoing pages. The income from the securities may be 
retained by the trustee for the payment of the interest on the bonds issued under 
the indenture, and there will often be a strict provision for maintaining the market 
value of the collateral at a certain percentage above the face amount of collateral 
trust bonds outstanding, by deposit of additional securities when necessary. Free 
substitution of pledged securities may be permitted, provided the new securities 
are at least equal in value to those replaced. This type of indenture contains no 
provisions relating to the automatic pledge of additional issues of stock or bonds 
by a company whose securities are pledged. 


Equipment Obligations 


CHARACTER OF OBLIGATION. Equipment obligations have been issued 
for the most part by railroads and other transportation companies. They con- 
stitute in essence a lien on specific equipment with priority over any hen that 
other obligations of the issuer may possess on such equipment. 

Such obligations are known as equipment trust certificates or equipment 
trusts, and as equipment notes or bonds, depending upon the form of the 
agreement. They may be issued under three plans: (1) the equipment mortgage 
plan; (2) the conditional sale plan, sometimes referred to as the New York 
plan; and (3) the so-called Philadelphia plan, which is in the form of a lease 


agreement. 
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Equipment Mortgage Plan. This form of obligation is an ordinary bond or 
note secured by a lien on equipment. The railroad company acquires title to the 
property and executes a trust agreement by means of which the property 1s con- 
veyed to a trustee in the same manner as under ordinary mortgage bonds or 
notes. An obstacle to their wider use has been the presence of after-acquired prop- 
erty clauses in the outstanding mortgages of many of the railroads, by virtue of 
which equipment becomes subject to these liens as soon as the railroad receives 
title to it. 


Conditional Sale Plan. Under this arrangement, the vendor of the equipment, 
usually the manufacturer, transfers it to a trustee, which executes an agreement 
to sell it to the railroad for an initial cash payment and a number of deferred 
payments. These deferred payments are represented by equipment notes or 
bonds, as they are called under this plan. Title to the equipment, it is stipulated, 
remains with the trustee until all the notes have been paid, when title passes 
to the railroad. 


Philadelphia Plan. This arrangement is generally employed today. It consists 
of two parts—a trust and a lease agreement—that are rendered virtually one by 
means of references in each to the other. Parties to the trust agreement are the 
vendors of the equipment, a trust company that is to act as trustee under the 
indenture, and the railroad company. The vendor agrees to deliver the equipment 
to the trustee and receives from the latter its so-called share certificates, or 
equipment trusts, which are sold to investors. Thereupon the equipment is 
leased, under the lease agreement, to the railroad in consideration of the latter 
paying a periodic rental sufficient to defray interest on the trust certificates 
(the coupons attached are called dividend warrants) and the installments of 
principal as they fall due. The railroad also pays the trustee an advance rental 
of 20% to 25% of the value of the equipment, so that the trustee is required to 
issue trust certificates for only 80% to 75% of the purchase price of the equip- 
ment. It is stipulated in the lease agreement that when a railroad has paid all 
rentals, the trustee will execute the proper instrument of conveyance so as to 
transfer title to the equipment to the railroad. 

The main characteristics of this form of equipment obligation are: (1) that the 
obligations are issued by the trustee, though the railroad may undertake to 
guarantee their payment by endorsement or otherwise; and (2) that pending the 
completion of the rental payments by the railroad, complete title to the equip- 
ment rests in the trustee on behalf of holders of its trust certificates. 

Financial institutions now acquire title to the equipment in many cases and 
lease it at specified rentals under long-term leases without providing for the 
issuance of equipment trust certificates to other investors. For example, railroad 
cars may be leased by a financial institution for 15 years at rentals sufficient 
to return the cost and a specified rate of return, after which the rental drops 
to a nominal amount. These arrangements, sometimes made by equipment manu- 
facturers too, are similar to other arrangements for substituting long-term leases 
for borrowing that are discussed at the end of this section. 


COVENANTS IN EQUIPMENT OBLIGATION AGREEMENTS. 
Aside from provisions for payment of interest (or dividends) and principal, the 
usual covenants establish the railroad’s obligation: 


1. To maintain the equipment in proper condition and repair, and replace that 
which is destroyed. 


2. To insure the equipment. 
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To pay all taxes, 

To idemnify the trustee for all claims arising out of the ownership or use of 

any of the property. 

5. To fasten and: keep on each piece of equipment a metal plate showing that 
the trustee is the owner. 

6. To file periodically with the trustee a statement of the location and condition 

of the equipment. 


ie 9 


' In the event of default on any of the covenants, payment of interest and prin- 
cipal becomes due immediately, and the trustee may take possession of the 
equipment and sell it for the purpose of reimbursing itself for the amount still 
due on the equipment trust certificates or notes. The railroad covenants that it 
will at its own expense deliver the equipment at such place or places on its road 
as the trustee may reasonably designate. 

Railroad equipment obligations have a particularly strong legal position 
because Section 77 of the Bankruptcy Act excepts them from the injunction 
against taking immediate possession of pledged property that is applicable to 
other creditors of a railroad undergoing reorganization. 


Debenture Bonds 


GENERAL CHARACTER. These are direct obligations of the issuing cor- 
poration, resting solely on its general credit without specific mortgage or pledge, 
or assignment of property. Debentures are almost invariably issued under trust 
indentures, with a trustee to supervise the execution of the various covenants 
contained in the indentures. 


COMMON PROVISIONS. Covenants usually used in debenture agrec- 
ments are: 


1. Acceleration of the maturity of the debt in the event of default on the de- 
bentures or on other outstanding obligations, or im case of receivership, in- 
solvency, or bankruptcy. 

2. A negative pledge clause restricting or prohibiting the pledging of assets as 
specific security to other creditors. 

3. As an alternative to a negative pledge clause, a covenant may provide that the 
issue be secured by a prior lien if a subsequent mortgage is placed on the 
corporation’s property, or to be secured equally and ratably with these later 
mortgage bonds. These clauses are known, respectively, as the covenant of 
prior coverage and the covenant of equal coverage. 

4. A requirement that the corporation maintain current assets equal to a certain 
ratio of its current liabilities, usually 14% or 2 to 1. This may act as a brake 
on the payment of dividends. 

5. Limitations on the total funded debt, which may be restricted to a certain 
proportion of the total assets or net tangible assets. Sometimes it is provided 
that no further debentures may be issued. 

6. Protective covenant in the event of merger or consolidation, sale of assets, or 
other contingencies. 


USE OF DEBENTURES. In recent years debentures have supplanted 
mortgage bonds as the dominant type of debt used by industrial corporations. 
This trend reflects an increasing tendency of investors to rely on the protective 
provisions in the debentures, which are designed to prevent financial difficulties, 
rather than on the specific security provided by mortgages, which is useful only 
after financial difficulties have occurred. (Guthmann and Dougall, Corporate 
Financial Policy.) The prior position of mortgage bonds has concrete significance 
only in the event of liquidation or reorganization of the debtor corporation. 
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Avoidance of the use of mortgages may strengthen the ability of a corporation 
to obtain trade and bank credit in larger amounts. Some classes of corporations, 
such as financial concerns, retailers, and holding companies, may not have signifi- 
cant amounts of mortgageable fixed assets to pledge. Debentures have also been 
issued by utility companies with near-term or serial maturities, to reduce the size 
of their mortgage debt and thus improve the quality of the mortgage bonds. 


SUBORDINATED DEBENTURES. One of the most striking features of 
long-term corporate financing since World War II has been the increasing use of 
subordinated debentures. This trend has been characterized as follows by one 
authority: “If the postwar development of financing with ordinary debentures 
has been amazing, . . . the multiplication of issues of subordinated debentures 
has been all the more so. Within the past few years, hundreds of companies have 
put out such issues, and the number appears to be growing rapidly from year to 
year.” (Kent, Corporate Financial Management.) Although sales finance and 
consumer finance companies have been the largest issuers, many manufacturing 
corporations have resorted to subordinated debenture financing, often with con- 
version privileges. 

As the name indicates, the subordinated debentures have claims to interest and 
principal junior to that of ordinary debentures. Generally, the indenture 
agreement makes their claims inferior to all the liabilities for borrowed money, 
whether short-term or long-term. Thus, in the event of insolvency such debt 
would rank below other bonds and bank loans, secured or unsecured, but not 
below amounts due trade creditors. 

The use of these bonds, as a substitute for common or preferred stock, has a 
number of major advantages. They increase the future borrowing power of the 
company by adding to its earning assets without increasing its senior debt. This 
advantage is of special importance to finance companies, which are heavy 
borrowers from banks. The protection to other creditors is strengthened by the 
fact that the claims of the debentures are subordinated not only to already exist- 
ing senior debt but also that subsequently incurred. 

Secondly, the cost to the company is much less than that of equity financing 
since the interest paid is deductible from taxable income. Subordinated deben- 
tures have replaced preferred stock in the capital structures of many corporations 
because of the great tax benefit that attaches to borrowing in an era of very high 
corporate income tax rates. 

Subordinated debentures appeal to investors because they provide a higher 
yield than ordinary debentures. Their investment appeal is often enhanced by 
relatively shorter maturities and by conversion privileges. 


Guaranteed Bonds 


PURPOSE. A guaranteed bond is one that is guaranteed by a corporation 
other than the issuing corporation. The purpose of such a guaranty is to improve 
the investment character of a bond issue. Typical reasons for the use of the 
guaranteed bond are: 


1. A parent company may desire to improve the credit standing of a subsidiary 
by putting its own credit behind the latter’s bonds. 

2. A wealthy controlling stockholder may guarantee obligations of a corpora- 
tion to facilitate their sale. 

3. A corporation may guarantee bonds of another corporation in connection 
with the lease of its property. 
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FORMS OF GUARANTY. Bonds of one corporation may be guaranteed 
by another, which may be the parent company or the lessee of the other com- 
pany’s property. The guaranty may apply to the payment of both principal and 
interest or of interest alone. A guaranty may be secured by deposit of collateral. 

A guaranty may be one of three kinds: (1) a guaranty by endorsement of 
the bond; (2) a guaranty by special covenant with the debtor corporation; or 
(3) a guaranty under a lease or operating agreement. Guaranty by endorse- 
ment on each individual bond certificate is the most effective form, especially in 
the event of a reorganization under the Bankruptey Act. 

The other forms of guaranty—by contract and under a lease of the debtor cor- 
poration’s property—do not usually appear on the face of the bonds. 

Bonds may be guaranteed by two or more corporations. Such guaranty may be 
a joint guaranty or a joint and several guaranty. 


VALUE OF THE GUARANTY. The value of a guaranty depends on (1) 
the financial standing of the guarantor and (2) the strategic importance of the 
business and assets of the debtor corporation to the guarantor. If the credit 
standing of the guaranteeing corporation is higher than that of the direct 
debtor, the bonds will have a better investment standing as a result of the guar- 
anty. On the other hand, they may not have as high standing as the direct, well- 
secured obligations of the guarantor. There have been instances, however, in 
which, because of the strategic value of the debtor corporation’s property to the 
guaranteeing concern, a guaranty has been honored even when the guarantor’s 
own obligations have gone into default. Needless to say, if the debtor’s credit 
or the specific security gives the bond a strong position, the guaranty would not 
detract from its strength. 


LEGAL POSITION OF GUARANTEED BONDS. A guaranty by one 
corporation of the interest and principal of the bonds of another does not prevent 
enforcement of the covenants of the debtor corporation; nor is it necessary to 

~ make the guarantor a party to a foreclosure suit to enforce the lien of the obliga- 
tions. If the guarantor pays the interest and principal, no action can be taken by 
the bondholders against the debtor corporation, unless the bonds are also secured 
by a mortgage, in which instance the bondholders may sue and foreclose to pro- 
tect the equity of their lien. If foreclosure proceedings give only partial recovery 
of principal and accrued interest, the guarantor is subject to suit for recovery of 
the deficiency. 

The legal position of a guaranteed bond with respect to the guaranteeing cor- 
poration is not uniform. In the case of a guaranty by endorsement on each in- 
dividual bond certificate, the courts have generally held that the guaranteed 
bond occupies the same position with respect to the unsatisfied principal as a 
debenture bond of the guaranteeing corporation. On the other hand, an indirect 
guaranty under a lease arrangement providing for the payment of interest on all 
outstanding funded debt of the lessor could prove less effective than a direct 
guaranty by endorsement. In the event of a reorganization and the disaffirmance 
of the lease by the trustee, the claim of the lessor corporation other than a railroad 
corporation is limited under Chapter X of the Bankruptcy Act to (a) rent up to 
the date of disaffirmance that is due and unpaid, (b) damages under the covenants 
of the lease, and (c) damages for future rents up to a maximum of 3 years less 
any recovery assured or anticipated during that period. With disaffirmance of a 
railroad lease, the discounted value of future rentals for the unexpired term of the 
lease constitutes an unsecured claim against the lessee corporation. If a lease is 
affirmed, the lessee’s reorganization plan will usually make provision for the 
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security holders of the leased line on the basis of relative earning power in the 
system, if the leased line also is placed in reorganization. 


Income Bonds 


NATURE OF OBLIGATION. Bonds the payment of interest on which is 
contingent on the net profits of the issuing corporation are designated as income | 
bonds. They have also been called adjustment bonds, from the fact that they 
have been commonly issued in reorganizations to readjust fixed interest debt. 
Income bonds have been issued only occasionally to raise funds for new promo- 
tions, or for established concerns that want to obtain the tax benefit of borrowing 
without adding to their fixed charges. However, if an issue bears too many of the 
characteristics of equity ownership, regardless of its label, the Internal Revenue 
Service will view the interest payments as “essentially equivalent to a dividend” 
and taxable as such.’ The tax benefits of debt would then be lost. (Seghers, Rein- 
hart, Nimaroff, Essentially Equivalent to a Dividend.) — 

A corporation issuing income bonds undertakes to pay the interest only as and 
to the extent that net earnings are available. The principal of income bonds, 
however, is payable like that of other bonds, and may be secured by a mortgage. 
Income bonds may also be debentures. Bonds may provide both a low fixed 
rate of interest and additional interest contingent on earnings. 


Methods of Determining Income and Basis of Payments: The methods of 
determining the net earnings applicable to interest payments on income bonds, 
and the basis of the payment, are set forth in the trust indenture. This takes 
determination of earnings for this purpose out of the hands of the directors, who 
through manipulation of accounts could make it appear that the corporation is 
not earning the interest on the income bonds when it is doing so. Even though 
the indenture specifically requires the payment of interest “whenever earned,” 
accounting questions may arise that make the exact definition of earnings diffi- 
cult. Thus, the dividing line between ordinary repairs as an expense item and 
improvements as a capital item is often nebulous. Similarly, allowance of proper 
depreciation charges is a troublesome point. 

It is a general provision in indentures of income bonds that if the entire interest 
charge is not earned during the designated period, not more than the part earned 
need be paid to the bondholders. Thus, if the semi-annual interest rate is 244% 
and earnings during the last 6 months available for this interest amount to but 
1% on the bonds outstanding, bondholders will receive this 1% upon presenting 
for payment their coupons for the period. It is commonly stipulated that’ the 
interest 1s payable only to the nearest 44% per 4% earned. 


Discretionary Payment of Interest on Income Bonds. Most income bond 
indentures provide that interest must be declared and paid by the board of 
directors to the extent that it has been earned in each year, often after specified 
deductions. Interest may be declared even if not earned, should the board so 
decide. 

In rare instances, payment of interest on income bonds, whether it is earned 
or not, has been left to the discretion of the board of directors, of the debtor cor- 
poration. In such instances, payment of interest earned must be made before 
the company may pay dividends on its capital stock. 


CUMULATIVE AND NONCUMULATIVE INCOME BONDS. As in 
the instance of preferred stock, income bonds may be made cumulative or non- 
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cumulative. When cumulative, unpaid interest for each year is considered as a 
deferred payment, and must be paid eventually before shareholders can receive 
dividends, or at the maturity of the bonds. In many issues, the accumulation is 
limited. Thus, unpaid contingent interest on a number of railroad income bonds 
issued in reorganization is cumulative only up to three years’ unpaid interest and 
no more. 

Income bonds differ widely in their provisions. The exact character of an in- 


come bond is determined wholly by the terms of the indenture under which it has 
been issued. 


REASONS FOR USE OF INCOME BONDS. Income bonds have been 
issued chiefly under reorganization plans, particularly by railroads. They have 
also been substituted for preferred stock in whole or part by a number of other 


corporations, because of the substantial tax advantage. Main reasons for their 
use have been: 


1. Uncertainty concerning future earnings, and the consequent desire to reduce 
fixed interest charges. This practice has been encouraged by the Interstate 
Commerce Commission. 

2. Institutional investors prefer to receive contingent interest obligations to stock 
in reorganizations, since legal restrictions may limit the ability of institutions 
such as life insurance companies to hold stock indefinitely. 

3. The use of income bonds results in an income tax advantage, since interest paid 
on income bonds is deductible for income tax purposes whereas preferred stock 
dividends are not deductible. However, two Supreme Court decisions have 
created a risk that in certain cases income bonds may be classified as preferred 
stock for income tax purposes. (Seghers, Reinhart, Nimaroff, Essentially 
Equivalent to a Dividend.) 


CAPITAL FUNDS. A common feature of railroad reorganizations has been 
the’ provision of capital funds in connection with the use of income bonds, to 
_ prevent siphoning away of all earnings to pay interest, regardless of the needs 
of the property. Thus, available income for income bonds is usually defined as 
the earnings available after payment of (a) all fixed charges, (b) all sinking fund 
payments made under the first mortgage, (c) credit to the capital fund account, 
and (d) any amount necessary to restore to the capital fund account funds used 
to pay interest on first mortgage bonds. A percentage of operating revenues 
must be appropriated to the capital fund, to be used for the purchase of equip- 
ment, for making improvements to equipment, or for additions and betterments to 
other property. Deductions for depreciation of way and structures may take 
the place of appropriations to the capital fund. 


Miscellaneous Classes of Bonds 


JOINT BONDS. Joint bonds are obligations issued jointly by two or more 
corporations, usually railroads. They are joint and several obligations of the 
issuers. 


ASSUMED BONDS. These are obligations issued by one corporation for 
which a successor corporation has assumed liability. They usually arise as the 
result of purchase of assets in. their entirety, mergers, consolidations, and reor- 
ganizations, in each of which transactions the issuing corporation usually passes 
out of existence and the new or successor corporation assumes all the obligations 
under the deed of trust. In the event of a consolidation or merger the assumption 
of the obligation is by effect of law and is therefore automatic. In a purchase of 
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assets and in reorganizations, the assumption by the successor concern 1s the result 
of agreement. 


TRUSTEES’ OR RECEIVERS’ CERTIFICATES. These are usually 
short-term obligations issued, under the direction of the court, by a trustee or 
receiver administering an insolvent corporation. They are used to obtain funds 
for current operating expenses or other urgent needs during the reorganization 
proceedings. Their priority is determined by the court and frequently they are. 
ranked above all or some of the existing secured claims. The reorganization plan 
usually provides for paying off the certificates, and they ordinarily have a strong 
legal and financial position. 


PARTICIPATING BONDS. Although bonds as a rule bear a fixed rate of 
interest, a few corporations, particularly those handicapped by poor credit and 
those that have been reorganized, have issued bonds that give the holders a partici- 
pation in surplus earnings accruing during the life of the bonds, over and above 
the fixed rate of interest. These are known as participating bonds. The extent 
of the participation is defined in the trust indenture, but it may be greatly 
affected by the accounting methods used by the debtor corporation. 

Participation is variously regulated. It may be a specified addition to the fixed 
rate or it may represent a stated proportion of the earnings of the corporation. 
When the participation is limited to a maximum rate on the bonds, the additional 
rate in excess of the fixed interest rate, if not paid as earned, may be made cumu- 
lative. 


VOTING BONDS. Holders of corporation bonds other than income bonds 
generally have no voice in management so long as there is no default. There have 
been a few exceptions, however, usually in connection with reorganizations. The 
indenture under which income bonds are issued may give holders the right to vote 
for directors in the event interest on the bonds is not paid for a certain length of 
time. 


BONDS HELD IN THE TREASURY. According to the usual meaning of 
the term, bonds held in the treasury of a corporation are issued obligations that 
the corporation has repurchased or otherwise reacquired, apart from sinking 
fund requirements, and that it carries alive and is free to dispose of eventually 
as it desires. The term is sometimes applied also to authorized but unissued 
bonds that have been duly authenticated by the trustee under the indenture and 
are therefore ready for issuance. 

Obligations that have been reacquired by the issuing corporation may be 
shown in the balance sheet either as an asset or as a deduction from the total 
issued amount of bonds. Accounting practice sanctions carrying them as an 
asset, especially if they are being held for the purpose of resale, provided, how- 
ever, there is or is likely to be a market for the bonds. In this instance they 
should be valued at cost or resale value, whichever is the lower. 


Convertible Bonds 


NATURE OF THE CONVERSION RIGHT. The trust indenture may 
give bondholders the privilege to convert their bonds into another security of the 
issuing company at a specified price, within a given time, and under stated terms 
and conditions. Bonds that carry this privilege are most often debenture issues, 
and the securities into which they are convertible are almost always junior issues, 
usually preferred or common stock, or units consisting of both. There have 
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been instances among public utilities and railroads of short-term notes that were 
convertible into long-term mortgage bonds that were deposited as collateral to 
secure the notes. There are instances also in which bonds are made convertible 
into the securities of another company. 

The typical convertible bond is one exchangeable for common stock of the 
same issuer at the option of the holder. 


ADVANTAGES AND DISADVANTAGES OF CONVERTIBLE 
BONDS. Some purposes achieved by a corporation in issuing convertible bonds 
are: 


1. A lower rate of interest need be paid and a higher price is received for the 
bonds. Bond buyers are willing to pay a premium for the conversion privilege. 

2. A substantial demand exists for bonds that are convertible into stock, even if 
the quality of the bond is not very high. Individual investors in particular are 
partial to convertible bonds. Convertible bonds are favored by those who 
want to finance security purchases with bank loans, since margin requirements 
do not apply to bank security loans on bonds. 

3. Upon conversion, a company rids itself of a fixed interest charge and its 
capital structure is simplified. Convertible bonds thus make for a more 
flexible financial structure, and reduction of debt through conversion clears 
the way for new bond financing at a later time. 

4, Through conversion of convertible bonds, a corporation obtains a substantially 
higher price for its stock than by selling shares in the first place. 

5. Convertible bond offerings do not have the depressing effect on the market 
price of the company’s stock of new common stock issues of similar size, and 
bonds are converted only as demand for the stock lifts its price. 

6. Convertible bonds do not cause the immediate dilution of earnings per share 
that stock issues do. 


Disadvantages to the corporation in issuing convertible bonds are: 


1. Conversion dilutes the equity of the stockholders, whereas borrowing with 
straight debt securities avoids this. 

2. Substantial conversions into voting common stock could shift control of the 
company. 

3. Reduction of debt through conversion reduces the advantage of “trading on 
the equity.” 

4. Conversion, by reducing interest charges, increases income taxes te which the 
corporation is subject. 

5. An element of uncertainty is introduced into the capital structure as to when 
and how many of the bonds will be converted. 


CONVERSION RATIO OR PRICE. The conversion ratio expresses the 
rate at which the bonds are exchangeable for stock. It may be expressed in terms 
of the number of shares one bond of $1,000 par is convertible into, in which case 
it is known as the conversion ratio or rate; or it may be expressed in terms of the 
amount of par value or principal amount of the bonds exchangeable for one share 
of stock, in which case it is known as the conversion price. Thus, if a bond with 
a par value of $1,000 is said to be convertible into common at $32.50, it means 
that $32.50 of bonds at par will be convertible into one share of common, or at 
a rate of 30.769 common shares per $1,000 bond. 

A constant conversion price may be stipulated for the entire life of the privilege, 
or the price may be increased at the end of each successive period of years. 
Similarly the rate of conversion may change as specified amounts of bonds are 
converted. 

Sometimes conversion involves a cash payment by bondholders. Through this 
device The American Telephone & Telegraph Co. has raised huge amounts of 
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capital, over and above what was received through sales of convertible bonds, 
from cash payments made in connection with conversions. 


FIXING CONVERSION RATE. The conversion price is usually fixed at 
the time of issue at a level considerably above the current market value of ‘the 
stock for which the bond is exchangeable. The conversion privilege becomes 
attractive only when the market price of the stock rises above the conversion 
price. The factors to be considered in fixing the conversion price are: 


1. The price of the stock when the bonds are issued. 

2. The prospects of the company, earnings, dividend yield, and their probable 
effect upon the price of the stock into which the bonds are convertible. 

3. Popularity of the conversion privilege with investors. Convertible bonds are 
particularly popular in a rising stock market, and a higher conversion price is 
likely to be acceptable when the market is rising and investors tend to be 
optimistic. 

4. Length of the period during which the bondholder may convert. As a rule, 
the longer the period, the less favorable the conversion rates need be with 
relation to current prices for the company’s stock. 


INTEREST AND DIVIDEND ADJUSTMENTS. At the time of con- 
version usually there is accrued interest on the bonds, to which the holder is 
entitled. On the other hand, if dividends, cash or stock, are being paid on the 
shares, there may be accrued dividends to which he is not entitled when he re- 
ceives the shares. Provision is generally made in convertible bonds for the ad- 
justment of such accrued interest, and less often for the adjustment of the ac- 
crued dividends as well, at the time of conversion. The company is credited with 
the accrued dividends and the bondholder with the accrued interest, the differ- 
ence being settled by cash payment. Regular stock dividends are adjusted on the 
basis of the market value of all dividend stock in excess of certain permitted 
dividends. Unless provision is made for such adjustments, the bondholder cannot 
require payment of accrued interest nor the corporation the payment of the ac- 
crued dividends. 


TIME OF CONVERSION. The privilege may become exercisable imme- 
diately upon issuance of the securities, or after several years. It may not expire 
until the bonds mature, or it may terminate at an earlier date prior to the matu- 
rity of the bonds. If the bonds are redeemable, it is frequently provided that the 
privilege shall continue up to a certain number of days, ranging from 5 to 30, 
before the redemption date. Merger, consolidation, or sale of assets may also 
affect the privilege. Sometimes bondholders are obliged to give a few days’ ad- 
vance notice to the company of their intention to effect conversion. 

Stock issued upon conversion is customarily issued as of a conversion date, 
which may be several days prior to the actual date of issuance of the stock 
certificates. This date is the date of the last act necessary to complete the con- 
version. It may be the last date upon which surrender notice or payment of 
fractional adjustments is made. An exact determination of the conversion date is 
of importance if adjustments of accrued interest and dividends are to be made, or 


if there is any question as to the voting or subscription rights of the new stock 
issued in conversion. 


SUBSCRIPTION PRIVILEGE. Unless waived 6 charter provision: or 
otherwise, or there is some statute to the contrary, stockholders have a pre- 
emptive right to subscribe ratably to obligations convertible into stock. The 
privilege of subscription to convertible bonds is then extended to stockholders, and 
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if the price of subscription is less than the market value of the bonds quoted on a 
“when, as, and if issued” basis, as is usually the case, the rights have a market 
value. A right refers to the privilege to subscribe to the bonds attaching to each 
share owned, and its value is calculated by dividing the difference between the 
market value of the new bond and the subscription price by the number of shares 
1t 1s necessary to own in order to entitle one to subscribe to the bond. When the 
stock sells ex-rights, its price is marked down by the value of the right, and this 
loss offsets the stockholder’s gain in getting the bond at less than market value. 

Suppose convertible bonds are offered to stockholders at par, the owner of 
each 5 shares being entitled to subscribe to $1,000 principal amount, and the 
bonds are quoted when, as, and if issued at 103. The value of the one right is 
ascertained as follows: 
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This value of the right is its parity value at which a purchase of bonds in the 
market, on the one hand, and a purchase of rights and subscription to the bonds, 
on the other, bring equal results. The market price of the rights constantly 
gravitates toward this parity by reason of the operations of arbitragers who, to 
reap profits, at one and the same time sell the bonds on a “‘when, as, and if issued” 
basis and buy the rights and subscribe for the bonds. The market price of rights 
fluctuates with the market price of the bonds, and if the latter falls below the 
subscription price, the rights become valueless. Rights to buy convertible bonds 
are evidenced by transferable warrants in the same manner as rights to sub- 
scribe to stock. 


PROTECTIVE FEATURES AGAINST DILUTION OR DESTRUC- 
- TION OF CONVERSION PRIVILEGE. Convertible bond issues generally 
anticipate changes in capitalization that might cause dilution or actually destroy 
the value of the conversion privilege. The following adjustments and restrictions 
protect convertible bondholders (Hills, Cal. Law Rev., Vol. 19): 

1. If shares issuable upon conversion are split up into a greater number or 
combined into a lesser number, the number of shares issuable upon conversion will 
be increased or decreased accordingly. 

2. If issuable shares are changed into the same or a different number of shares 
of any other class or classes, the conversion privilege will apply to the equivalent 
number of these new shares. 

3. Payment of stock dividends reduces the conversion privilege in the same 
proportion as the total number of shares outstanding immediately after the stock 
dividend bears to the total number of shares outstanding immediately prior to 
the stock dividend. Hence, by the conversion instrument, the holder may be en- 
titled to receive upon conversion at any time after payment of the dividend the 
new stock in addition to that he was entitled to before the dividend. 

4. The maximum number of additional shares and the minimum price at which 
they may be issued without adjusting the conversion rate are fixed in the con- 
version instrument. There are many rather complicated methods used for adjust- 
ing the rate when necessary on account of the issuance of additional shares. As a 
further protection against dilution from the issue of subscription rights to stock, 
as well as the declaration of large stock and cash dividends, it may be provided 
that advance notice of such rights or dividends be given so that holders of the 
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convertible bonds might effect their conversions and take advantage of the offer 
of stock or payment of dividends. 

5. Holders of the conversion privilege have no rights upon the termination of 
the corporate existence of the company by merger, consolidation, dissolution, or 
otherwise, except such as are granted by the successor corporation or by existing 
statute. On this account, the trust indenture will generally require that the suc- 
cessor company recognize the conversion privilege granted by its predecessor or 
predecessors. 


FACTORS INFLUENCING CONVERSION. Holders of convertible 
bonds are not necessarily influenced to make immediate conversion by the fact 
that the current market quotation for the stock is above the conversion rate. The 
price of the bonds will rise in sympathy with the price of the stock, and so far as 
present market values are concerned there is no advantage in conversion. The 
rise in the price of the bonds is assured, as the stock advances in price, because of 
the operations of professional arbitragers who reap profits by purchasing the 
bonds, selling the stock short, and making delivery on the short contracts after 
effecting conversion. As a result of these operations, the two securities tend to 
maintain a parity relationship, at which it is immaterial whether the stock is 
purchased or the bonds are bought and converted into stock. This tendency to 
parity, however, disappears when the stock falls to a point where the investment 
value of the bond, apart from the conversion privilege, is higher than its parity 
with the low-priced stock. 

Conversion of the bonds may be forced by the issuing corporation by any of 
the following methods: 


1. Increasing the dividend rate on the common stock so that the increased income 
to the holder upon conversion will more than offset the increased risk due to 
the exchange of bonds for stock. 

2. Calling the bonds for redemption when the market value of the stock into 
which the bonds are convertible is greater than the redemption price. Bond- 
holders who do not convert then incur a loss by failing to do so. 

3. Giving attractive subscription rights or some other benefit to common stock- 
holders, which bondholders can obtain only through conversion. 


BONDS WITH WARRANTS. An obligation similar in purpose to the 
convertible bond is the bond with warrants attached that give the owner the 
right to purchase a certain amount of stock at specified prices. These prices will 
be higher than the market price of the common stock at the time the bonds are 
sold. In effect, a warrant represents a call upon the future prosperity of the com- 
pany, and its value will depend upon the expectation that the market price of the 
common stock will rise above the specified subscription price before the warrant 
expires. 

Generally, the warrants are nondetachable, that is, they may be separated 
from the bond only when the bondholder desires to exercise his right to buy stock. 
Detachable warrants may be separated from the bond and sold as separate instru- 
ments for what the market will bring. From the viewpoint of the corporation, 
the nondetachable warrant has the advantage that it may be canceled by redemp- 
tion of the bond issue, provided the bondholder has not found it to his advantage 
to exercise the right of purchase prior to redemption. 

As compared to convertible bonds, the use of bonds with warrants attached has 
the advantage from the corporation’s viewpcint of providing the company, 
through exercise of the warrants, with a possible source of additional funds to be 
used for expansicn, retirement of debt, or whatever other purpose the manage- 
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ment deems wise. Conversion does not of itself provide the company with addi- 
tional funds if no cash payment is required of bondholders in connection with 
conversion. 


Retirement of Bonded Debt 


METHODS OF RETIREMENT. Corporate bonds can be retired before or 
at maturity. Experience has shown that it is unwise to make no provision for 
retirement of bonds before they mature, since financial, economic, or corporate 
conditions may occur before then that could make an earlier refunding or repay- 
ment of the issue advantageous. Flexibility in management of a corporation’s 
long-term debt requires that the corporation have the right to call bonds for 
redemption before their maturity. 


THE CALL FEATURE. A bond issue may be made redeemable before ma- 
turity in whole or in part. If so, redemption is at the option of the issuing cor- 
poration, unless there is a provision for a sinking fund that makes a periodical 
“call” compulsory. The advantage to the debtor corporation of the optional call 
lies in the flexibility that such a provision adds to the company’s capital structure. 
The call privilege has been used advantageously by corporations for the purpose 
of (a) eliminating bond issues with unfavorable indenture provisions, (b) replacing 
short-term obligations with long-term obligations, or vice versa, (c) reducing 
debt, and (d) refunding high coupon bonds with low coupon bonds if interest 
rates decline. The last-named advantage, refunding to effect interest savings, 
has been of great value in periods of low interest rates like the 1930’s. Corpora- 
tions with noncallable issues deprive themselves of this opportunity to effect sub- 
stantial interest savings through refunding. Hence, corporations seek to make 
all bond issues callable at small or no premiums over par. 


Investors and the Call Feature. Investors strongly dislike callable bonds, 
since corporations will exercise the option to call in bonds only when it is advan- 
tageous to themselves. When bonds are called in during a period of low interest 
rates, as is often the case, investors are deprived of higher-yielding issues at a 
time when these can be replaced only with lower yields. 

This conflict of interest between issuer and investor can be resolved in two 
ways. First, investors are given call-protection, usually by a provision that a 
bond issue may not be called in for a period of years, such as 5 or 10, immediately 
after it is put out. Secondly, bonds are made callable only at premium prices, 
to reimburse the investor for the loss of his investment at a time when it cannot 
be replaced advantageously. Call prices are usually scaled down over a period of 
years, so that the premium narrows as the bond approaches maturity. For 
example, a 30-year bond issue may not be callable during the first 5 years of its 
life; it may be callable at 108 during the second 5 years; at 106 the third 5 years; 
at 104 the fourth 5 years; at 102 the fifth 5 years, and at 101 during the last 5 
years before maturity, when it becomes redeemable at par value. Because in- 
vestors seek call protection, bonds that enjoy such protection can usually be sold 
at materially lower yields than those without it. 

The indenture may provide different call prices for the small amounts of bonds 
that are being redeemed for a sinking fund and for redemption of the issue as a 
whole. Sometimes, call protection applies only or mainly to redemption of a 
whole issue, but not to redemption for a sinking fund. 


Method of Redemption. The method of redemption is described in the bond 
indenture. The usual stipulation is that notice of the redemption of callable bonds 
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be given bondholders through publication in the press from 30 to 90 days prior 
to the redemption date. If the corporation elects to pay off only a portion of the 
issue, about 10 days or so before first publication of the notice it notifies the 
trustee of the aggregate amount of bonds to be redeemed. The trustee then pro- 
ceeds, in the presence of a representative of the corporation, to draw by lot the 
numbers of the bonds to be redeemed. These numbers will appear in the public 
notice of redemption. 


AMORTIZATION THROUGH SINKING FUND. A sinking fund for 
bond retirement is a periodical appropriation of cash, paid to the trustee for the 
purpose of purchasing or otherwise redeeming bonds before maturity or retiring 
them at maturity. It is often provided that bonds may be deposited with the 
trustee in lieu of cash. Provision for the sinking fund is included in the trust 
indenture. As a rule its operation is compulsory, the corporation being under 
contractual obligation to accumulate the funds and effect the redemptions in 
accordance with the terms of the indenture. The trustee administering the sinking 
fund usually serves also as the indenture trustee. 

Experience has demonstrated both to issuers and lenders that the orderly re- 
tirement of a bond issue over its life is highly desirable for both. Corporations 
cannot know in advance that they will be in position to take care of a large bond 
maturity at a distant date, at least without serious strain. But gradual redemp- 
tion out of the corporate cash flow over the life of the issue, especially when the 
amounts redeemed each year can be adjusted to changing conditions, avoids such 
risk. As the sinking fund reduces the size of the bond issue, it becomes less 
burdensome, its quality tends to improve, and the problem of a burdensome 
maturity is avoided. 


TYPES OF SINKING FUNDS. Sinking funds may be classified by the 
manner in which the annual amounts are determined. They are: 


t 


Fixed Annual Amounts. The fixed amount may be either a fixed face amount 
of bonds or a fixed amount in dollars, the former being more common. If bonds 
purchased for the sinking fund are canceled and the interest saved is not paid into 
the fund (noncumulative sinking fund), this method has the disadvantage of plac- 
ing the heaviest debt service load upon the earlier years of the issue, since the 
interest charges decrease as the debt is retired. 


Percentage of Earnings. Since the sinking fund is designed to reduce fixed 
charges, it is quite logical that the obligation to retire debt be governed by the 
ability to pay. The usual measure of ability is net earnings. In order to provide 
for a minimum amount of debt reduction, a corporation will often provide a 
fixed annual sinking fund payment below which the fluctuating amount based on 
a percentage of earnings cannot fall. The percentage of earnings sinking fund is 
widely favored because of its flexibility. 


Per Unit of Output. In wasting asset industries, the sinking fund appropria- 
tion may be a certain number of cents per ton of coal mined or per barrel of oil 
produced. In this way, bonded debt is retired as the assets securing that debt 


are depleted. If there is no production, no sinking fund payment burdens the 
business. 


Variable Annual Amounts. The sinking fund may take the form of an in- 
creasing or a decreasing amount each year. A corporation may desire to increase 
the annual sinking fund payment each year because (a) it believes the growth of 
earning power will make it feasible or (b) so as to make the total annual outlay 
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on debt service constant. In (b), sometimes called the cumulative sinking fund 
method, bonds purchased or called are held alive in the sinking fund by the 
trustee, who collects interest on these bonds and applies it to retire additional 
bonds. Under this plan, the corporation pays-out a constant sum yearly for inter- 
est and sinking fund. 


ACQUISITION OF BONDS FOR SINKING FUND, It is usually pro- 
vided that bonds may be purchased for the sinking fund in the open market or 
privately, or as the result of tenders for which the eine advertised, at not 
more than par plus a premium. If the bonds are callable, they may be pur- 
chased at the “call” price or less, but if not so available they may be called by 
lot for the sinking fund. If bonds are not callable for the sinking fund and can- 
not be purchased at the price stipulated, it may be provided that sinking funds 
shall be invested in United States government securities or the securities of other 
corporations or in other bond issues of the same corporation, or that the sinking 
fund is to be returned to the corporation for investment in property to be pledged 
under the bonds or otherwise. 

The indenture may authorize that bonds of the same corporation Piebaccs for 
the sinking fund shall be kept alive. In this instance they will be held by the 
trustee and will continue to draw interest, which may be used to reduce the 
annual periodical sinking fund appropriation or to increase the number of bonds 
redeemed with the sinking fund. These bonds are sometimes available for reissue 
if earnings are satisfactory. Usually, if purchased bonds may be kept alive, 
they are endorsed as being held only for the sinking fund. If the redeemed bonds 
are canceled, interest on them ceases and the corporation’s interest charges are 
reduced. 

When invited by the trustee in a public announcement to make tenders or 
proposals to sell bonds, holders submit sealed offers that are accepted in an 
amount sufficient to exhaust the stated sum of cash that the trustee has avaiable 

_ at, the time. Obviously the corporation will accept the lowest offers. 


DEPOSIT OF BONDS IN SINKING FUND IN LIEU OF CASH 
PAYMENTS. Many trust indentures permit corporations to offer bonds that 
they have purchased in lieu of cash in meeting their sinking fund requirements. 
The trustees are to accept the bonds at a value fixed in the indenture, which may 
be the cost of their acquisition in the instance, of a sinking fund expressed . in 
dollars or the par value in the instance of a sinking fund of a fixed face amount. 
Such a provision enables a corporation to take advantage of prevailing low prices 
for its bonds and to hasten the reduction of fixed charges, or to accumulate a 
quantity of bonds against the sinking fund requirements of several years. 


DANGERS OF EXCESSIVE SINKING FUND CHARGES. Mandatory 
sinking fund payments become a fixed charge to the issuing corporation like inter- 
est on the bonds. Unless covered by cash flow in excess of other necessary outlays, 
sinking fund appropriations deplete a corporation’s cash resources and could be- 
come a cause of financial distress. Adaptation of sinking fund requirements to 
projections of cash flow and cash needs of the enterprise over a period of years 
will minimize this danger. 


Serial Bonds 


GENERAL CHARACTERISTICS. Serial bonds are issues that mature in 
installments on successive dates. Their purpose is similar to that of sinking fund 
bonds. Instead of contributing to a sinking fund to pay off its obligations, how- 
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ever, a corporation agrees to redeem its bonds in serial order, a certain portion 
coming due and being payable each year or at some other regular period until 
the whole amount has been retired. A default in the payment of the principal of 
any maturity constitutes a default on the entire issue, thus hastening the maturity 
of bonds not yet due. The coupon interest rate may be the same for all matu- 
rities, and in such an instance the several maturities are sold at different prices 
to return different yields. 

Serial maturities are especially adapted to the financing of assets of shorter 
life, and they are universally used in equipment trust financing. They are also 
favored by investors who want shorter maturities because of their own liquidity 
requirements, or because they expect a rise in interest rates and so do not want 
long-term maturities. 

There is some difficulty in listing serial bonds, since a different quotation will 
apply to each maturity. On the over-the-counter markets, they are usually 
quoted on a yield, rather than a price, basis. 


FIXING THE SIZE OF SERIAL MATURITIES. Serial maturities may 
be arranged on an equal amount basis or on an annuity basis. When the matu- 
rities come due in equal amounts, the corporation has a heavier burden of debt 
service in the earlier years of the issue than in the later years, since as the amount 
of bonds outstanding is reduced through the maturity of the successive install- 
ments, the interest cost is proportionately lessened. This condition is overcome 
under the annuity method of amortization. Under this plan, the principal amount 
of each successive installment is increased in proportion as required interest pay- 
ments are decreased. Principal is amortized and interest is paid by the periodical 
payment of a uniform amount, usually semi-annually. The amount of each of 
these installments is determined by the rate of interest and the term of the bond. 


CALLABLE SERIAL BONDS. Serial bonds may be made subject to re- 
demption before maturity either as a whole or in part. When callable as a whole, 
a different redemption price may apply to each serial maturity, the more distant 
maturities generally being redeemable at a higher premium than the nearby ma- 
turities. When serial issues are called in part through sinking fund operations, the 
plan may be followed of calling bonds by lot in inverse order of their maturity. 


COMPARISON OF SINKING FUND AND SERIAL BONDS. In 
weighing the choice between sinking fund and serial bonds, the following factors 
should be taken into account: 


1. Serial bonds permit lower cost borrowing when short-term interest rates are 
substantially lower than long-term. 

2. Serial bonds must be paid off at par as they mature, whereas corporations can 
buy in bonds at a discount if quoted below par in the market to satisfy sinking 
fund requirements. 

3. Debt retirement is inflexible with serial maturities, whereas the use of sinking 
funds, especially those based on earnings, makes for flexible debt retirement 
practices. Default on a sinking fund seldom precipitates bankruptcy as does 
failure to pay principal when due. 

4. Debt retirement is more certain in the case of serial issues, since bondholders 
have shown greater willingness to waive or postpone sinking fund payments 
than they have to extend maturities. 

5. Serial issues have poorer marketability as compared with sinking fund issues, 
because of the complications arising from varying maturities and yields. and 
the thin market for some maturities. 
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Refunding of Bonds 


NATURE OF OPERATION. Refunding consists of replacing one security 
issue with another. It may take the form of a direct exchange. Usually, how- 
ever, it consists of retiring an outstanding issue with the proceeds from the sale 
ofa new offering. The old issue may be wholly or only partly refunded. The re- 
funding operation may take place before maturity or at maturity. 


REFUNDING BEFORE MATURITY. An outstanding issue of bonds may 
be refunded into a new issue whenever conditions in the investment market are 
favorable and the new issue can be floated at a saving in fixed interest charges 
as compared with the old issue. Refunding before maturity may also be under- 
taken (a) to eliminate bond issues with unfavorable indenture provisions, such 
as a closed mortgage issue with an after-acquired clause or an issue with a heavy 
sinking fund or restrictive dividend covenant; or (b) to replace short-term 
obligations with long-term, or vice versa. 


Methods of Refunding. Refunding before maturity may be accomplished 
through negotiation with bondholders or the sale of a new bond issue to 
replace the existing issue. A holder of a 6% noncallable issue in a period of low 
money rates will obviously refuse an offer to refund, unless accompanied by a sub- 
stantial cash bonus. If the refunding is for a purpose other than reducing interest 
charges, bondholders might be induced to exchange their bonds by (a) improving 
the security, (b) providing a sinking fund for the new issue, (c) paying the old 
bondholder a cash bonus, (d) placing a higher interest rate on the new issue, etc. 

If a bond issue is callable, refunding can be accomplished through exercise of 
the company’s option to redeem the old bonds when the bond market is re- 
ceptive to a refunding offering, the proceeds from which will be employed to 
redeem the old issue. 


Factors in Refunding Before Maturity. In considering the advisability of 
refunding a callable bond issue before maturity so as to effect a reduction in 
interest charges, the following factors should be weighed by the corporation: 


1. Will additional restrictive covenants have to be included in the indenture of 
the new issue, which may offset to some degree the benefit of a reduction in 
interest charges? 

2. Can a more favorable maturity date be secured through refunding? 

3. What will the net dollar savings be as a result of the refunding? In this con- 
nection the following factors should be considered: 

a. The dollar cost to call the outstanding issue, after allowing for tax savings 
provided by the call premium paid upon redemption and other deductible 
expenses. 

b. Expenses of refinancing, such as the cost of registration under the Securities 
Act if the new issue is to be publicly sold; printing and engraving expenses; 
fees paid to legal counsel and trustees; and the investment bankers’ com- 
mission if this issue is to be sold publicly. With direct placements, a fee may 
be paid an investment banker who acts as intermediary. 

c. The interest rate, maturity, and selling price of the new issue. 

d. The trend of interest rates, which may indicate that the refunding should be 
delayed if a further decline in rates seems probable. 


For an example, take a corporation with a $1,000,000 bond issue outstanding 
with a 544% coupon rate, due in 25 years and callable at 105. The corporation 
has been advised that investment bankers will be able to sell a new 25-year 442% 


14-40 LONG-TERM AND INTERMEDIATE-TERM BORROWING 


issue at a price to net the company par (after registration costs, banking, and 
counsel commissions). What would the dollar savings amount to? The cost to 
call the 514% issue would be $1,050,000 before income taxes, and $1,026,000 after 
income tax savings based on a 48% tax rate. The corporation would have to sell 
$1,026,000 principal amount of 444% bonds and provide for the amortization of 
the additional principal amount of $26,000 over the 25-year life. This amortiza- 
tion or sinking fund would require an annual payment of $1,040, assuming the . 
sinking fund will retire bonds at par. Average annual interest charges on the 

new 414% issue would be $45,608 (444% of the average amount outstanding, 
which is found by taking the amount outstanding during the first and last years 
and dividing by 2, i.e., $1,026,000 plus $1,001,040 divided by 2, which equals 
$1,013,520). Hence, annual interest and amortization charges on the new 444% 
issue would average $46,648. The annual interest requirements on the 542% 
issue is $55,000. Thus, annual savings would be $8,352 before income taxes, or 
$3,844 after allowing for a 52% tax deduction for interest payments. The income 
tax paid on added net income further reduces the benefit from refunding. 


REFUNDING AT MATURITY. Refunding is commen at maturity. It may 
be necessary either because the company lacks the necessary cash to pay off the 
maturing bond issue, or because it is believed sound financial policy to continue 
borrowing and conserve cash for other uses. 

A corporation unable to sell a new issue on satisfactory terms may ask the 
bondholders to accept new bonds in lieu of the old. It may be necessary to offer 
holders of the maturing bonds an inducement to make the exchange. The offer 
of exchange of new for maturing bonds may be underwritten by an investment 
banker. ' 


EXTENSIONS. In the event a corporation is unable to refund a maturing 
obligation and lacks the cash to pay it off, the management may ask bondholders 
to extend the maturity of the issue. It may be necessary to offer bondholders 
some inducement to have them agree to an extension of maturity. Since it is 
usually to the interest of the creditors, as well as the corporation, to avoid re- 
organization proceedings, with all the expense attending them, it is often possible 
to win agreement of most holders to the extension of a maturing obligation. How- 
ever, bondholders who do not agree to the extension must be paid in cash. Exten- 
sions are discussed in conection with corporate readjustments (Sec. 21.) 

In the instance of bond issues that were placed privately with financial institu- 
tions, exchange or refunding at maturity is usually more readily arranged by 
negotiation between issuer and institutional investor. 


Term Loans 


CHARACTERISTICS. Intermediate term loans from commercial banks re- 
payable over a period of years are an important alternative to bond financing. 
Commercial banks, recognizing that even working capital loans are renewed 
indefinitely by many borrowers as new inventories and accounts receivable are 
acquired to replace those that are liquidated, look upon term loans repaid in 
installments over a period of years out of the cash flow as a more realistic form 
of financing for numerous concerns, small as well as large. 

A term loan may be fully amortized over its term or a balloon maturity equal 
to a substantial part of the loan may come due on its final date. Term loans are 
generally unsecured, and the term is usually from 5 to 10 years, but with first 
class borrowers even longer terms have been agreed to. In some instances, a cor- 
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poration arranges a term loan from one or more banks and a direct placement 
with a life insurance company or large pension fund, with payments on the latter 
starting after the bank term loan has matured. 


PURPOSES AND TERMS. The purposes of term loans are too numerous 
to mention in detail. They may be incurred for (1) the purchase of equipment 
or the acquisition of other fixed assets, (2) refinancing of funded debt or re- 
vamping of capital structures, and (3) replenishment or increasing of working 
capital. With regard to the second point, a term loan may be used to retire a 
bond issue in order to reduce interest costs, rearrange maturities, or eliminate 
restrictive provisions. Or the proceeds of the loan may be used to retire a pre- 
ferred stock issue, thus substituting tax-deductible interest payments for non- 
deductible dividends. 

In making a term loan, the bank places most emphasis on cash flow. It wants 
to be assured of the ability of the borrower to put aside regularly a sum for the 
retirement of the debt. As a measure of further protection, the bank may insist 
on restrictive covenants in the loan, such as (a) protective provisions pertaining 
to the issuance of additional debt, (b) restrictions on dividend payments, and (c) 
provisions requiring the maintenance of a certain working capital position. In 
term loans to smaller business concerns it is not uncommon to find provisions 
limiting salaries and bonuses to officers and forbidding a merger or consolidation 
without the consent of the lending bank. 


Private Placements 


WIDESPREAD USE. In the period since World War II nearly half of the 
total volume of corporate bond sales has been effected through private place- 
ments in which an entire issue is sold to one or a few institutional investors, 
mostly life insurance companies but including pension funds and eleemosynary 
institutions as well. This development has been especially important in non- 
regulated industries since most public utility and railroad issues must be sold 
through public offerings under competitive bidding. To a minor extent, common 
and preferred stock issues also have been placed privately. Although a major 
part of the total volume is accounted for by the larger corporations, many of the 
issues are relatively small, frequently under $1 million. 


PRINCIPAL ADVANTAGES. The advantages, both from the standpoint 
of lender and borrower, that have accounted for the great importance of private 
placements are: 


1. Life insurance companies, and to a lesser extent other institutional investors, 
are constantly seeking adequate suitable investment outlets for their large 
investable funds. Through direct negotiations with issuers they can obtain all 
or a large part of issues tailored to the needs of both borrowers and lenders. 
In public offerings, the investment bankers might allot insurance companies 
only limited amounts, particularly of attractive issues that are in strong 
demand. 

2. Flotation costs to the issuer may be reduced, since underwriting commissions 
need not be paid and privately placed issues need not be registered with the 
Securities and Exchange Commission. Moreover, delays due to negotiations 
with bankers and the waiting period before registration becomes effective are 
avoided. 

3. Many corporations of moderate size, particularly those that have previously 
not made public offerings of their securities, might find it difficult or even im- 


14-42 LONG-TERM AND INTERMEDIATE-TERM BORROWING 


possible to negotiate a public offering on reasonable terms when market condi- 
tions do not appear favorable. An insurance company, on the other hand, is 
ready at all times to arrange direct placements if the borrower’s statements 
demonstrate ability to service the debt out of its cash flow. 

4. If the issuing corporation should run into financial problems, adjustment of the 
terms of debt is more readily negotiated with one or a few institutional 
ereditors than with the numerous holders of a bond issue that was publicly 
distributed. 

5. The borrowing company can take down the funds borrowed only as they are © 
needed for its expansion program instead of, as in a public sale, receiving the 
entire amount at once and thus incurring interest charges on the whole issue. 
By paying a commitment fee, a borrower may obtain assurance that the neces- 
sary funds will be forthcoming at some future date under stipulated conditions. 
Sometimes a termination fee may have to be paid the lender for any part of 
the commitment not taken. 


DISADVANTAGES. The chief disadvantages of private placements are: 


1. Bonds or notes thus acquired lack marketability. They cannot be resold in the 
open market, as can publicly offered securities, since a market has not been 
established through a public offering. 

2. The issuer loses the opportunity of purchasing bonds for retirement at a dis- 
count in the open market, should interest rates rise or prices decline for other 
reasons. 

3. Future financing may be more difficult since the borrowing corporation loses 
the benefit of broad distribution of its securities, which makes them known to 
many investors. 

4. Since institutional lenders are sophisticated investors with great bargaining 
power, they may be able to exact terms that make the supposed economies to 
the borrower illusory. Furthermore, debt agreements may contain provisions 
that are more restrictive on the borrower than those in indentures of publicly 
distributed bonds. 


SERVICES OF INVESTMENT BANKERS. Frequently, investment 
bankers act as “go-betweens” in arranging a private placement and in acting as 
financial advisors in the transaction. For this service, particularly important to 
smaller corporations, the banker receives a finder’s fee that is far smaller than 
those incurred in a public distribution of securities. 


Leasing of Fixed Assets 


ALTERNATIVE TO BORROWING. Acquisition of fixed assets by leas- 
ing as an alternative to borrowing has long been common in some industries, 
such as railroads and office equipment. Many railroads acquire other lines, roll- 
ing stock, and terminal facilities through leasing. Business machine and shoe 
machinery manufacturers pioneered in direct leasing of industrial equipment. 
Since World War II, an enormous expansion of leasing of both buildings and 
equipment has taken place. The huge needs for funds confronting business, tax 
benefits, and the eager search by institutional investors, particularly life insur- 
ance companies, for investment outlets providing a greater return than high- 
grade bonds contributed to this development. A notable expansion of the 
variety as well as the volume of asset leasing has taken place. Trucks and auto- 
mobiles, airplanes and a great variety of specialized equipment are now being 
leased by many thousands of enterprises, large and small. Organization of a 
number of specialized leasing companies has accompanied the great increase in 
popularity of this alternative to debt financing. 
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SALE-AND-LEASEBACK FINANCING. In recent years this relatively 
new method of real estate and industrial financing has become widespread. The 
usual arrangement is for an institutional investor, such as a life insurance com- 
pany, to buy a property from a business concern, or to build a new one to speci- 
fications, and then lease it back to the company. The standard primary lease 
period is 20 to 30 years, during which rentals are sufficient to return the invest- 
ment with an agreed upon rate of return. The lessee can then renew the lease for 
periods of 10 years at a nominal rental. Under net leases, maintenance, insur- 
ance, taxes, etc., are the obligation of the lessee. 


ADVANTAGES TO CORPORATION OF LEASING. The leasing of 
property offers a number of advantages over ownership to a corporation: 


1. Leasing finances 100% of the cost of the assets involved, whereas only a per- 
centage of the cost of owned assets is usually borrowed to finance their acqui- 
sition. This conserves funds for working capital requirements, which have been 
undergoing rapid expansion throughout the economy. 

2. When assets are leased instead of being bought with the proceeds of a bond 
issue, restrictions imposed in bond indentures are avoided, while borrowing 
capacity is conserved for other needs in the future. 

3. To the extent that leasing lessens the need for stock financing, it helps to avoid 
dilution of the equity of stockholders. 

4. Leasing reduces both investment in fixed assets and long-term borrowing, which 
has been said to “clean up” the balance sheet of a corporation. If prospective 
creditors take lease rental charges fully into account, however, this advantage 
1S minimized. 

5. Modernization and expansion are facilitated when assets can be acquired with- 
out down payment and merely by entering into a lease agreement. 

6. Leasing may give a tax advantage, although this has become less significant as 
depreciation allowances have been liberalized. Leases may result in larger 
rental deductions from taxable income in the early years of the lease, rentals 
can include the value of land that is not subject to depreciation, and the sale 
of a building for leaseback may cause a capital loss to the selling corporation. 

7. Leasing can help simplify management and collective bargaining problems. 
When a building is leased, the management of the company stays out of the 
real estate field to this extent and reduces the number of unions with which it 
negotiates agreements. 

8. The maximum claims of lessors against a corporation undergoing reorganization 
under Chapter X is for 3 years’ future rent. 


DISADVANTAGES OF LEASING. Arguments against leasing as a sub- 
stitute for ownership and borrowing include: 


1. Higher cost, both in the form of a higher return on the lessor’s investment 
during the primary lease period and the rentals paid during the renewal 
periods after the investment has been amortized. 

2. The loss of terminal values after the end of the lease, such as appreciation of 
land and increases in values caused by inflation and lessee improvements. If 
assets are. owned, these terminal values are retained. 

3. Need for getting lessor’s approval for changes and additions to property, and 
the difficulty of financing improvements made to the property of a lessor. 

4. When assets leased for a long time become obsolete, there may be strong reluc- 
tance to abandon them when large rentals are payable for their use. 

5. The tax benefit will be challenged when the lessee is given an option to pur- 
chase at other than market value at the time of purchase. Some leases have 
been construed as sales, or have been ignored for tax purposes if they were held 
to be mere devices for charging off undue amounts against taxable income for 


depreciation under the guise of rentals. 
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EQUIPMENT LEASING. Leasing of equipment has experienced particu- 
larly rapid growth because it provides special advantages to the lessee, such as 
shifting the risk of obsolescence to the lessor. Lessors of trucks and cars enjoy 
such advantages.as mass purchasing, mass resale of used equipment, and cen- 
tralized servicing of vehicles that enable them to offer attractive rental rates in 
their leases. 

The choice between leasing and ownership and borrowing involves not only a 
comparison of the effect ofeach on cash flow and profits, but also a, weighing of — 
other factors such as freeing of management time and effect on efficiency and 
morale of company employees through such factors as prompt servicing of leased 
trucks that suffer breakdowns on the road. . 


LEASING AS JUNIOR FINANCING. One important reason why leasing 
has expanded persistently despite higher costs and other disadvantages is its 
basic role as a junior financing medium for many businesses. 

Leasing resembles subordinated debentures in that it permits a business to 
acquire a number of assets without expanding its senior debt. When petroleum 
companies obtain tankers and service stations through leases rather than borrow- 
ing, even at relatively high rentals, they safeguard their ability to resort to bond 
financing when the need arises. 

So long as managements find that leasing helps assure their ability to borrow 
readily in the future on favorable terms in needed amounts, they are likely to 
favor the use of leases for many of their asset requirements. 
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sECTION 15 


FINANCIAL PLANNING 


Definition and Scope 


CONCEPTS OF FINANCIAL PLANNING. Financial planning is a 
term frequently used in financial literature but seldom explicitly defined. Writers 
use financial planning to mean all or some of the following concepts: 


Planning for Profit. Many writers regard financial planning as synonymous 
with “planning for profit,” or analysis of the elements of income and cost with a 
view to securing a higher return on the capital invested in the enterprise. 


Budgeting. Frequently the term financial planning is used interchangeably 
with budgeting in general. 

Projections of Financial Statements to Future Dates. The net outcome of 
planning may be formulated into projected or “pro-forma” financial statements 
that enable management to evaluate both the adequacy and the realism of the 
planning. 

Preparation of a Cash Budget or Forecast. This use of the term refers to a 
projection of the cash requirements of a corporation for a specified future period 
and the funds likely to become available during the period. 

Management of Working Capital. Financial planning is regarded by some 
as being concerned primarily with efficient administration of current assets and 
the securing of the working capital of the business on desirable terms (see Sec- 
tion 16). 

Management of Fixed Capital. Some regard financial planning as consisting 
chiefly of the preparation of a capital budget and the administration of fixed 
assets, including depreciation and replacement policies (see Section 17). 


Planning the Capital Structure. When used in this sense, the term refers to 
the capitalization of a corporation, including a determination of the amount, the 
proportions, and the characteristics of bonds, preferred stock, and common stock 
to be issued. 

Formulation of Corporate Financial Policies. This use of the term is prac- 
tically coextensive with financial management of a business in its broadest sense. 

Each of these concepts of financial planning covers an important phase of 
financial management. They are not mutually exclusive, but rather constitute 
parts of a whole. 


FINANCIAL PLANNING DEFINED. For a definition that will embrace 
all of the aspects mentioned, financial planning may be described as a forward- 
looking appraisal of the financial aspects of the business program, leading to 
decisions regarding the most effective course of action to be taken over a future 
period. Its fundamental objectives are to place the enterprise in a sound financial 
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condition and to earn satisfactory profits, both for the immediate future and 
over the long run. Such planning is a primary responsibility of top management. 

Financial planning and business planning are interdependent at every stage. 
A forecast of sales, for example, cannot be made without reference to productive 
capacity, whereas production cannot be planned ahead without a reliable forecast 
of sales. But both sales and production must be planned in the light of the finan- 
cial consequences, whereas production and sales plans will determine the working — 
and fixed capital requirements.of the business. Thus, top management may de- 
cide that a profitable expansion of sales can be effected provided productive ca- 
pacity is first enlarged and modernized, but this will call for a large outlay of cash 
that could not be raised on satisfactory terms until some future period. There- 
fore, the expansion program may be deferred for purely financial reasons. 

The list of interdependent variables that enter into overall business and 
financial planning could be extended at length. Every phase of business planning 
implies financial considerations, just as every phase of business planning deter- 
mines what is sought through financial planning. It is a matter of judgment to 
select the important phases of business operation that bear most directly upon 
the financial condition and earning power of the ONES, and practical financial 
planning will be concerned chiefly with these. 

In this Section, budgeting as an overall tool of financial planning, profit. plan- 
ning, financial statement projections, and planning for long-term expansion are 
the aspects of financial planning that are considered in detail. Because of its 
importance, special attention is given to profit planning. 


COMPREHENSIVE CHARACTER OF FINANCIAL PLANNING. 
The financial condition of a business is presented in its balance sheet, whereas its 

earnings are reported in the profit and loss statement. It is logical, therefore, to 
base fener planning upon the major items appearing in these two financial 
statements. Financial planning is concerned with the impact of business policies 
and trends upon every item in the balance sheet and the profit and loss statement. 
For this purpose, a condensed version of the ect sheet could be used, as 
follows: 


ASSETS Tapas 
Current Assets Current Liabilities 
Cash and Equivalent ; ; he i 
Inventories Fixed Liabilities 
Finished Goods i 
Goods in Process Net Worth 
Raw Material Capital Stock 
Accounts Receivable 
Investments Retained Earnings 


Fixed Assets (Less Allowances) 
Other Assets 


A condensed profit and loss statement for financial planning would contain 
the following items: 


Sales 

Less Cost of Sales 
Gross Profit 

Less Selling and Administrative Expenses 
Operating Profit 

Plus Other Income 

Less Other Charges 

Net Profit Before Federal Income Taxes 
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If financial planning is thus considered to be a preview of the financial state- 
ments of a business as they will appear at a specified future date, full cognizance 
must be taken of the major influences, external and internal, that will affect these 
statements at the time. Such preplanning of a corporation’s financial condition 
and earnings will have to be based upon: 


1. Forecasting of economic conditions. 
' 2. Sales forecasts. 
3. Expected selling prices. ; 
4. Estimates of future operating costs, including material costs and wage rates. 
_5. The production schedule. 
6. Planning of product lines. 
7. Planning for profit. 
8. Planning for working capital JORG and for the effective use a working 
capital. 
Planning for capital expansion program. 
. Planning for new financing and refinancing. 
Planning for effective use of funds flowing from profits. 
Providing for contingencies. 
. Adjusting financial planning to economic. conditions. 


eee 


These elements of planning are indicative rather than inclusive. The order 
given above is merely accidental. Actually, financial planning must either be 
simultaneous for all the elements involved or the order must be adapted to the 
specific requirements of each business. 


CONTINUOUS PLANNING. Sound financial planning like other business 
planning must be kept current. It is not enough merely to formulate a good 
financial plan. The application of the plan will call for constant revisions, both 
of goals and measures, as circumstances dictate. The complexity and uncertainty 
of doing business require that financial planning be adaptable not only to a given 
anticipated level of operations, but to unexpected developments that will arise 
from time to time. Changing market demands, inventions, changes in labor and 
materials costs, and the effect of overhead costs upon profit and working capital 
require continuous revision of projections of the future financial condition of the 
business and its profits. Alternative ‘plans must be formulated so that, in the 
event unforeseen factors affect the anticipated level of operations, the company 
will not be faced with an emergency for which it is not prepared. Capital require- 
ments and costs should be estimated for various levels of production, and sales. 
Inventories and receivables applicable to different production and sales schedules 
should be projected to aid in planning working capital requirements. 


ROLE OF THE COMPUTER IN FINANCIAL PLANNING. In busi- 
ness, the initial applications of the computer have been mainly in handling routine 
office and accounting functions. Although these applications have contributed to 
a significant cost reduction, they represent only a limited ex xploitation of the full 
potential of the computer. In a survey of twenty-seven major companies with 
extensive computer experience, McKinsey & Company, Inc., found that nine 
could be considered “lead” companies that had achieved a relatively high degree 
of success in their computer operations. The “above average” performance of 
these companies was largely ascribed to their ability to put the computer. to: work 
not only on the traditional routine areas but also in helping to resolve the crucial 
decisions of the business. According to McKinsey, in the above average com- 
panies, management “. . . sees the computer-systems effort as a major economic 
resource to be used in running the business.” (Getting the Most Out of Your 
Computer, McKinsey & Company, Inc.) 
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As an aid to decision-making, the computer thus far has been primarily useful 
in areas such as manpower and production scheduling and sales forecasting. With 
few exceptions, its application to financial decisions has been more limited, but 
continued work is being done in this field, as illustrated below: 


1. Inventory Management. This is probably one of the more common in- 
stances of computer financial application. Inventory simulation, for example, has 
been employed to determine the interactions of an inventory system, to auto- _ 
matically furnish rules for operating purposes, and to pretest the effectiveness of 
these rules. 


2. Budget Management. This is another important financial application of the 
computer. Its use has provided three principal benefits: It has facilitated obtain- 
ing budgetary approval because original estimates may be readily modified to 
meet the requirements of operating, financial, and management personnel; per- 
mitted more realistic estimates by enabling more frequent revisions of approved 
budgets as new data are obtained; and provided a wider range of information be- 
cause each expenditure may be classified in a number of different ways. 


3. PERT Cost. Program Evaluation and Review Technique (PERT) was 
introduced primarily to control the time aspect of a project by improved sched- 
uling. Later, a companion cost program was developed. The key element of the 
Pert System is the network, which may be defined as a flow plan representing the 
sequence and interrelationships of all the activities and events that must be 
achieved to reach the planned objectives. Through evaluation of the network, 
improved scheduling results, which is helpful in budget management. In addition, 
time, cost, and manpower summaries can be prepared for management that show 
the rate of progress of the project and compare the plan against actual results. 
To accomplish this, data are collected from the project and processed in a com- 
puter, resulting in reports that monitor the program and pinpoint areas that re- 
quire attention. 


4. Information Analysis. Work has been done in developing computer pro- 
grams to trace the flow of financial information from original entries to final pres- 
entation. As a result, management can be provided with a summarization of up- 
dated financial information leading to the development of reporting systems that 
minimize duplications, eliminate little-used data, and facilitate retrieval of in- 
formation on any subject. “ak 


5. Capital Investments. Time-adjusted techniques are now used by a number 
of companies to evaluate alternative investment opportunities. Computer pro- 
grams have been developed for use in these methods. Such a program may employ 
as inputs earnings, depreciation, salvage values, taxes, interest on borrowed 
money, and probabilities of economic life. Based upon these input factors, the 
computer then will determine rates of return for each period of possible economic 
life and an overall average rate of return. Where it may not be feasible to ascer- 
tain the input directly, the computer can calculate year-by-year values to satisfy 
expressed requirements. For example, the computer could determine the appro- 


priate depreciation input to meet the requirement of any selected depreciation 
method. 


6. Cost Estimating. For new product development, cost estimating is indis- 
pensable in order to anticipate the price that may be charged, the size of the 
market that may be captured, and the profit that may be realized. Considerable 
time often is required to make such estimates, which cuts down upon the experi- 
menting that may be done to obtain more accurate forecasts. To eliminate this 
difficulty new methods of cost estimating are being developed that involve use of 
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the computer. It is expected that these methods will lead to the accumulation of 
a library of formulas and tables that will greatly expand the potentials of cost 
estimating. As pointed out by Marvin (N.A.A. Bulletin, Vol. 45) : 


ceo Once the library of formulas and tables reaches a point at which it covers a 
significant portion of the estimating problems of the business, the computer can make 
its contribution to the cost estimating activity with high-speed solution and summari- 
zation of estimated costs. The computer contribution can also include, and this is of 
particular importance in a research and development business, the automatic selec- 
tion of formulas from electronic storage. 


7. Securities Management. Computers have been used to obtain various 
financial-statement ratios; to determine stocks possessing minimum stipulated 
characteristics; to calculate and compare yields from a whole series of possible 
bond transactions, taking into account such variables as interest income, amortiza- 
tion, taxes, and sales proceeds; and to develop optimum portfolios that maximize 
return and minimize risk. Work is also being done at the University of Chicago 
to use the computer to make rate of return calculations that could help evaluate 
the effectiveness of various methods of making investment decisions. 


Budgeting and Financial Planning 


BUDGETING DEFINED. The terms budget, budgeting, and budgetary 
control are variously defined. Heiser (Budgeting—Principles and Practice) dis- 
eusses the looseness of the terminology and suggests several definitions that stress 
the overall nature of the budget. 


. . . the wider practice of the art has given rise to a loose terminology so that today 
the terms “budget” and “budgeting” do not mean the same thing to all people. 
Originally, the budget was understood to be a complete, over-all plan, but now one 
speaks of “sales budgets,” “expense budgets,” “capital expenditure budgets,” and the 
like. Similarly, today one speaks of “budgeting one’s time” as well as money. Spe- 
cifically, is a budget a financial document, and can the term “budgeting” be applied 
in the absence of a complete and comprehensive matching of anticipated revenue 
with anticipated expenditures? Can a management, for example, claim to practice 
budgeting if it “budgets” only certain of the company’s activities? 

The foregoing questions are important for the insight which they give into the sub- 
ject. Certain definitions, therefore, are in order... 

The author thinks of the budget as an over-all “blueprint” of a comprehensive plan 
of operations and actions, expressed in financial terms. 

Budgeting is conceived to be the preparation of a budget and its fullest use, not only 
as a device for planning and coordinating, but also for control. 

In the first definition it should be recognized that while the financial nature of the 
document is the necessary result of the fact that money is the common denominator 
of all business transactions, nevertheless, the document is only a financial reflection 
of transactions with nonmonetary things—man-hours of labor, tons of raw material, 
units of product, and so on. With reference to the common practice of applying the 
term “budget” to mere segments of the budget, as mentioned above, the author be- 
lieves that this practice, while understandable, is unfortunate in that it leads to 
confused thinking on the subject .. . 


Heckert and Willson (Business Budgeting and Control) also emphasize the need 
for including the whole business operation in the budget and point to the forward- 
looking nature of budgetary control. They define the business budget “as a coor- 
dinated plan of financial action for the enterprise. It can thus be distinguished 
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from other accounting eer chiefly because budgetary control, if properly in- 
stalled, does these things 

“a) Encompasses all ie business operations and not merely a given department 
or certain types of costs. 

“b) Relates sales income in total and by segments to the corresponding costs 
and expenses. 

“c) Establishes predetermined operating objectives and is forward looking; and 
is not restricted merely to a comparison of actual results with standard.” 


BUDGET PROCEDURE. In the light of the general policies of the enter- 
prise, the separate departments and subdivisions of the business usually prepare 
individual departmental budgets. For this they require statistical and account- 
ing data covering past results, which should be furnished them by the controller. 
The departmental budgets are then molded into a preliminary budget by the 
budget director, who in some organizations is also the controller, who submits it 
to top management for review and approval. Discussions with department heads 
may cause various sections of the budget to be bai while the overall budget is 
In preparation. 

The form and content of a budget should Be adapted to meet the need. Some 
concerns, because of the nature of their business, require detailed budgets, whereas 
others find that the ends of planning, coordination, and control are achieved with 
less detail in their budgets. 

A comprehensive budget for a manufacturing company will usually include the 
following sections: 


Sales budget. 

Production budget. 

Materials budget. 

Labor budget. 

Manufacturing expense budget. 

. Research and development budget (frequently covers several years). 
Distribution cost budget. 

Administrative expense budget. 

. Plant and equipment budget (usually prapaited for several years ahead and 
revised at least annually). 
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All of the above budgets are useful in the preparation of the following financial 
budgets: 


10. Estimated cash receipts and disbursements for each month of the budget 
period. 

11. Estimated profit and loss statement for each month, or each quarter of the 
budget period, or for the entire budget period. 

12. Estimated balance sheet as at. the end of each month, or each quarter, or the 
end of the budget period. 


These budgets are all presented to top management for final approval. 


USE OF BUDGETS IN FINANCIAL PLANNING. Financial planning 
should precede and control the formulation of a budget. A good budget is the 
result of good planning. It is possible to plan the operations of a business without 
a budget, but it is inconceivable that a budget could be prepared without prior 
planning. The budget is an expression in financial terms of the plan of operations. 

Prior to adoption of the budget, the following questions must be answered: 


1. Will the program produce the maximum profits attainable’ under the circum- 
stances? 


BUDGETING AND FINANCIAL PLANNING 15-7 


2. Will the program keep the business in sound financial condition? 

3. Do the financial resources of the business permit attainment of the contem- 
plated program? 

4. Should the plan of operations as expressed in the Bee be revised, and in 
what respects? 


TYPES OF BUDGETS. There are three principal “pee of budgets: the ap- 
P icae budget, the fixed or forecast budget, and the variable or flexible 

udget 

The appropriation budget is used primarily by organizations that do not have 
a complete budget system, but nevertheless desire to place a limit on the amount 
to be expended upon a particular activity. Appropriation budgets are used most 
frequently in connection with advertising, research and development, ete. Appro- 
priation budgets have only limited uses in business, though they are very common 
in governmental budgeting. 

Fixed or forecast. budgets establish a plan of operations in which the standard 
of measurement does not vary with actual conditions. Thus, if unit costs have 
been set at $1 on the assumption that volume of production will be 100,000 units, 
the budgeted unit costs would not vary if production should actually be only 80,000 
units. With fixed budgets, changes in the volume of sales do not alter the budget, 
but the figures remain “fixed” or “static.” They are prepared on the assumption 
that sales and production volume, production costs, and profits can be forecast 
with some degree of accuracy. In practice, however, actual results are frequently 
wide of the mark. 

Fixed budgets become of little value when the volume of operations differs 
materially from forecasts, primarily because of the influence of fixed or overhead 
expenses upon total costs with changes in the volume of business. Fixed budgets 
are gradually being replaced by flexible or variable budget systems in which unit 
costs are related to the volume of production. Gardner (Variable Budget Con- 
trol), in commenting upon the fixed or static type of budget, states: 


Static budgeting has failed in most enterprises completely to meet its objectives 
for sustained periods of time, not because looking ahead is not valuable but because 
the basis for looking ahead has not been expressed in mobile units that- keep pace 
with unpredictable changes. 

Under a static budgetary control or any fzed cross-section of expectancies we 
measure costs at a projected, or anticipated, level of activity. At that point, and 
that point alone, we know exactly what we should spend or how we stand. Unfortu- 
nately, at other points of activity we have no predetermined relationship, or at least 
not one of a current nature, nor do we have any device to interpolate between known 
static relationships. Thus we find that when the planned program changes as the 
result of unpredictable external forces, the control is distorted and uncertain. 


Only flexible budgeting provides a sound basis for financial planning, because 
it can readily be adapted to actual experience. For instance, if a forecast is based 
upon sales of 100,000 units but only 80,000 units are actually sold, total costs of 
production and of distribution would not decline by 20%. In most instances, 
the actual reduction would be less because of continuing overhead costs. It can 
normally be assumed that if sales and production volume vary from the forecasts, 
unit costs and profits also will be affected. This subject is discussed later in this 
section as an aspect of cost-volume-profit relationships. 


THE BUDGET PERIOD. The bulk of companies probably prepare annual 
budgets covering month by month changes. Shorter-term budgets are used when 
closer review is necessary, such as by companies experiencing sharp seasonal 
changes, relying heavily upon short-term borrowing, or selling low- -margin prod- 
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ucts. In order to plan for such circumstances as capital expansion, introduction 
of new products, and crystallizing dividend policies, longer-term budgets are 
often employed, particularly by the larger companies. In these instances, the 
budgets are apt to show only changes covering longer periods. Heckert and Willson 
cite typical practices in long-range budgeting as follows (Business Budgeting and 
Control) : 


Irstxyear ...cchacecctre ates cose terriers Monthly budgets 

SeCOnG yVeatiw ca here cert Rrra Quarterly or semi-annual budgets 
Thirdisy Garis) 5 asec ree hear see Semi-annual or annual budgets 
Fourth and fifth, etc. years ............ Annual budgets. 


Budgets that are prepared 1 year in advance are likely to be revised at least 
each quarter. For more accurate budgeting, more frequent revisions are used and 
some companies budget progressively, such as by dropping and adding 1 month. 
The budget period also is discussed in Section 16 under cash budgeting and in 
Section 17 under planning of capital expenditures. 


Planning for Profit 


CONCEPTS OF PROFIT. Economists have long been concerned with the 
concept of profit and have formulated theories to explain its existence. In the 
early nineteenth century, the notion was developed that profits represented the re- 
turn to the entrepreneur for the services he rendered in coordinating the activities 
of the other factors of production. With the rise of the large corporation and the 
separation of ownership and management, the administrative responsibility of 
the enterprise became lodged in the management rather than the ownership group. 
This shift was accompanied by a decline in the importance of the payment theory 
of profit and the rise of the concept of profit as a reward for incurring risks or un- 
certainties, an important aspect of which is the return to entrepreneurs for inno- 
vation. 


Measuring Profit. Whatever may be the merits of the theories, profit repre- 
sents an important driving force that underlies the activities of business firms, 
forms the basis of dividends to stockholders as well as taxes to governments, and 
is a major factor entering into the valuation of the firm. Accordingly, it becomes 
important to provide a quantitative dollar measurement of profit. For this pur- 
pose, the economist views it as a surplus in excess of all costs, which he defines 
broadly, and measures it by the increase in the value of an enterprise from 
period to period, after allowing for dividend distributions and capital receipts. 
This gain in value is the result not only of operations but also of changes in asset 
values, gauged by capitalizing expected future net income. Thus, economic profit 
emphasizes the balance sheet, expectations, and real dollars adjusted for changes 
in the value of the price level. 

Although the economist’s view has influenced business practice in various ways, 
particularly in capital-investment decisions, management generally determines 
profit in accordance with the accounting definition, which is oriented toward the 
income statement. Thus the accountant measures profit as the difference be- 
tween revenue and the costs used to produce the revenue. To arrive at a 
figure for any interval of time, various allocation decisions are necessary. On the 
revenue side, for example, a construction contract may extend over several periods, 
requiring a determination of the portion pertaining to the period in question; on 
the cost side, an allocation must be made of costs applicable to revenues of the 
current period and costs related to revenues of other periods. For any particular 
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financial period, therefore, the profit reported depends upon the portion of the 
total revenue flows recognized in the period as well as the costs considered appli- 
cable to these revenues and included in the period’s financial statement. The differ- 
ence represents the profit, which reverts to the benefit of the proprietors of the 
enterprise and is reflected in the change that takes place in their ownership inter- 
ests, after allowing for any amounts withdrawn. 


Profit as a Tool of Management. Because qualitative factors of judgment and 
objectives are often important in measuring profit, the same accounting conven- 
tions may not be appropriate in different instances. Within the framework of ac- 
counting consistency, there are many opportunities for allocation decisions to 
influence the reported profits. Management may report one profit to its stock- 
holders, another to the Internal Revenue Service, and employ still another for 
internal analysis. Moreover, within certain limits, and depending upon the objec- 
tive in view, management may report either a higher or a lower level of profit. 
For example, it may desire profits that appear conservative in order to discourage 
pressure for dividends, or profits that appear liberal to facilitate a new financing. 

Along these lines, Bows (N.A.A. Bulletin, Vol. 42) has noted that “Internal 
accounting must be flexible and geared to the particular management and busi- 
ness, and should be subject to constant changes to meet their needs.” Comment- 
ing in the same vein, he points out the pressures on a management with a con- 
servative policy, and correspondingly conservative earnings, to match the more 
liberal policy of a competitor. 


. . . Obviously, just looking at the problem from a competitive standpoint, it is 
completely unfair for one company which is not realistic in its practices to take ad- 
vantage of its competition by utilizing all the loopholes in the rules to obtain the 
highest reported earnings. Yet, if we do not shut the door, sound business practice 
will lose—because realistic management will be criticized if its earnings are not up 
to its competition. How long can the management of Company A stand by and let 
B’s management make better deals for its shareholders? C.P.A.’s see time and time 
again examples of companies which have been realistic in their practices forced to 
adopt less conservative procedures to overcome stockholder or director criticism of 
reported earnings. 


OBJECTIVES OF PROFIT PLANNING. Profit planning is the name 
given to the use of forecasts of profits for the purpose of 


1. Increasing the earnings of the enterprise, while 
2. Preserving the integrity of the capital investment. 


The chief benefit derived from planning profits usually is the analysis that it 
entails of the financial aspects of the production and distribution policies of the 
business, to measure their impact upon earning power. Planning for profit is suc- 
cessful only when it also assures preservation of the invested capital of the 
business. The earnings reported by the accountant for any given year are, at 
best, an approximation based upon accounting conventions. True profitability 
can be determined only over a period of years. A business that enjoys a profit of 
20% on the investment for 5 years is not successful if it is then forced to liquidate 
and returns little or nothing to stockholders, It follows, therefore, that adequate 
maintenance of plant and equipment, and the accumulation of an adequate fund 
to finance their replacement, are necessary for the preservation of a concern’s 
capital investment. In much the same way, inadequate development of markets 
for a company’s products through advertising may permit competitors to ease 
out the enterprise and usurp its position in the industry. Failure to carry on 
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essential research that will maintain a company’s competitive position also may 
. result not only in reduced profits for later years but in a gradual whittling away 
of the capital value of the business, which is determined chiefly by its capitalized 
earning power. 

Boosting current profits at the expense of the future is futile. For example, a 
mining company that extracts only high-grade, low-cost ores from a particular 
vein might show a very substantial current profit, but over a period of years total 
profits would be cut should it prove unprofitable to return to that vein for the 
lower-grade, higher-cost ores. But if both types of ore had been extracted simulta- 
neously, the low-grade ore might have been salable at considerable aggregate 
profit. 


SCOPE OF PROFIT PLANNING. Since profit planning is the expression 
of a:company’s methods for achieving its profit objectives, it embraces all the ac- 
tivities of a firm, from research through manufacturing to sales. To permit man- 
agement to evaluate the effort required and to take advance measures to forestall 
possible blocks, the plan must indicate all the major steps necessary to attain the 
stipulated objectives. Thus, the plan incorporates sales forecasting, budgeting, 
and asset control procedures. The controller of a large company has described 
the widespread scope of profit planning as follows (Voller, N:A.A. Bulletin, 
Vol. 42): Lb ait 


Profit planning includes a complete financial and operational plan for all phases and 
facets of the business. It therefore encompasses budgeting programs for control of 
expenses, sales forecasting and sales planning programs, planning and programming 
additions to or deletions from working capital and plant investment, and a review of 
all factors which have an impact on return on investment, both from a short-term 
viewpoint of one year and longer periods of time. The profit planning function must 
not be merely. financial in scope. It must disclose the methods and programs by 
which the financial goals set forth are to be achieved. 

This type of program is usually started by the chief accounting officer because of 
the multitude of facts that are available to him. Usually, as a starting point, budgetary 
control programs are installed in some form or another and from this point the plan- 
ning function evolves. 

Once the plan is defined the development of a formal or informal format is the 
next step. The information necessary to the plan can be rigidly defined or broadly 
outhned. This must be done whether there is extensive participation or not. A check 
list and time schedule of some type must be prepared. The format is developed 
starting with estimated sales, manufacturing costs and capacities, service expenses, ad- 
ministrative, selling and engineering expenses, long-term debt expenses, etc. In addi- 
tion to these basic profit and loss factors, programs and plans must be established for 
each individual function. ; 


To develop plans of this scope careful scheduling is necessary because often 
one segment of a plan cannot be undertaken until a preceding one is completed. 
Moreover, revisions may become necessary as the various portions are put into 
place and the interaction of the different phases of the company’s operations upon 
each other are evaluated. In effect, therefore, the planning is undertaken on a 
continuous basis although it is important to observe target dates for the com- 
pletion of certain phases. One corporation vice-president has described these 
operations as follows (Keller, N.A.A. Bulletin, Vol. 44): 


In February, I received from our ¢ontroller’s office the scheduled dates on which 
the 1963 sales budget and operating budget for the international operations of the 
Armstrong Cork Company were to be reviewed with the company forecasting com- 
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mittee. The other operations managers received their schedules on the same date. 
Thus, it is evident that profit planning is a well-organized and definitely scheduled 
function in our company. In effect, it is a continuous process. 

In the Armstrong Cork Company, the responsibility for profit and return on capital 
employed is placed with the vice-presidents and general managers of the four operat- 
ing units of the company (one of which includes international operations) . . a 
_ Obviously, detailed work on profit planning for 1963 did not begin immediately 
after the February notice from the controller of the budget completion dates. But 
programming the program did. With the combined sales forecast to be completed 
on October 19 and the operating budget on December 17, a schedule was set for each 
‘of our units so we could meet these dates. These time schedules are detailed for every 
step, from the completion of process specifications. to after-tax profits by product 
lines. When the budgets of each unit are received in the general office, they must be 
consolidated, inter-company transactions eliminated, and analyses and interpretations 
prepared prior to the forecasting committee review. This means that, after allowing 
for mailing time, each unit must have its work completed about eighteen days before 
the review dates. ... 

The basic schedules are set by the controller of international operations, and he 
then has each company controller develop a more detailed schedule for his company. 
The work begins in August with the finalization of standard process specifications by 
the manufacturing companies. They follow this with the development of unit mate- 
rial and labor standards and basic data for expense budgets. While this is in process, 
the marketing managers.are working on their unit sales budgets. Unit standard costs 
and factory expense budgets are completed by the time the sales budgets are ap- 
proved. The factory cost of sales is established by the budgeted sales volume and 
selling and administrative expense budgets completed between the date of comple- 
tion of the sales budget and final operating budget. 

Thus, detailed profit planning begins in August, and the work intensifies until the 
final plans are consolidated and approved as the international operation’s operating 
budget about the middle of December. 


MEASURING RESULTS AGAINST OBJECTIVES. The plan is geared 
to an approved profit objective. The stipulated objective, in turn, is broken down 
into subobjectives for the various units of the company. In appraising progress 
of the plan, it is important that results be judged against the profit objective 
rather than against other standards, such as historic performance. To pinpoint 
responsibility for these results, each unit manager assigned a segment of the 
plan reports regularly the performance of his unit in meeting plan objectives. To 
the extent that variances occur, these must be explained so that top management 
may judge their significance. It is important for top management to know whether 
the variances were beyond the control of the responsible head, such as those caused 
by changes in wage rates or material price changes; were within his control, such 
as higher costs resulting from overtime necessitated by poor scheduling; or were 
temporary in nature, such as lowered sales caused by unseasonable weather. The 
Director of Management Services, Westinghouse Electric Corporation, has de- 
scribed this aspect of profit planning (Evans, N.A.A. Bulletin, Vol. 40): 


Reports of actual results for management purposes should first of all be tied to 
plans and objectives which were previously established. The very best measure of 
performance in a given period of time is the plan which was established at the begin~ 
ning of that period:of time. Too often we are content. to devote hours and days to 
the development of plans and objectives, then never relate actual results to the ob- 
jective to determine how good our plan was or how effective we were in carrying it 
out. We fall back on comparisons of last year against this year or against some long- 
term arbitrary ratios to measure how well we have done our job. A report of actual 
results which does not make a comparison with the established objectives for the 
period in question is almost useless as a control device. 
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Fig. 1. Form of operating report in a profit plan. 
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Secondly, reports of actual results should reveal the basic reasons why performance 
has deviated from objective or from a previous actual level in terms of the major 
influencing factors at work. These major influencing factors would include such 
things as wage rate and material price changes, physical volume of sales, realized sales 
price, mix of product and cost of expense control. In individual situations, other 
factors may be deemed to be of vital importance and require segregation. It means 
little or nothing to operating management to know if they have failed to meet a given 
objective, unless it knows why it failed in terms which can be measured and under- 
stood and which can guide the way to future action. 

Finally, reports of actual results against plan should be drawn in terms of individual 
responsibilities. A business firm is an organization of individuals. The president 
delegates pieces of his over-all responsibility to those members of his management 
team reporting directly to him. These men further delegate responsibility, naming 
specific individuals to be responsible for specific results. If the accounting system does 
not produce reports of actual results against objective in terms of the individuals re- 
sponsible, top management is at a loss to know how to institute corrective action. 


These elements of reporting in a profit plan are illustrated in Fig. 1. In this 
instance, a division manager is reporting the results of the month’s operations to 
top management; the division manager thus has the responsibility for the effec- 
tiveness of the performance and for explaining departures from plan. The report 
covers an analysis of sales, manufacturing and service activity costs, and capacity 
costs, as well as a summary of year-to-date results. In each instance actual per- 
formance is measured against those called for under the profit plan. Provision 
also is made to explain major variances. (Voller, N.A.A. Bulletin, Vol. 42.) 


Maintaining Interest of All Levels of Management. This means of regular 

reporting not only permits top management to follow the course of the plan and 
evaluate its effectiveness but also helps insure the continuous interest and par- 
ticipation of all levels of management. An effective profit-planning program 
necessitates the interest and cooperation of the entire staff. It is important, there- 
fore, for subordinates to recognize that higher levels of management are vitally 
interested in the comparison of performance against plan and in the measures 
being taken to produce better results. Recognition of the significance of profit- 
improvement achievements as an accepted company philosophy is a helpful stimu- 
lant to bring about the continued cooperation necessary to effect a successful 
program of this type. The importance and means of assuring concern for profit- 
improvement at every level of management has been summarized as follows 
(Hoffman, Harvard Business Review, Vol. 41): 
_.. motivation of supervisors and managers toward increased profit improvement 
efforts requires that bosses down the line be interested, not only in dollars saved and 
numbers of improvements installed, but also in the time and effort subordinates are 
siving to the study of operations and the design of improvements. In both principle 
and practice it is important that supervisors and managers be held responsible for 
the profit improvement record of their units, with staff units (if there are any) play- 
ing the role not of initiator but of “resource.” 


A good system of formal controls developed by the managers who use them, and a 
elear specific statement of profit improvement philosophy developed by top manage- 
ment, can also be helpful if the proper atmosphere of day-to-day emphasis on profit 
improvement has first been established. 


RATE OF RETURN AS A GAUGE OF PERFORMANCE. The mag- 
nitude of profit by itself means little unless gauged against some input base. A 
small profit that is the outcome of a modest investment may reflect a better per- 
formance than a large profit flowing from a large dollar mput. Accordingly, a 
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widely used measure of managerial effectiveness is the rate of return on invest- 
ment. In its Executive Committee Control Charts (Treasurer’s Department, 
E. I. DuPont de Nemours and Co.), Du Pont states its belief “. . . that a manu- 
facturing enterprise can best measure and judge the effectiveness of its efforts in 
terms of return on investment.” (For purposes of evaluating alternative invest- 
ment opportunities, the payback or some form of time-adjusted method of deter- 
mining rate of return is also used. See Section 17.) The return on investment 
is calculated by dividing earnings for the period by the investment base, but there 
is substantial disagreement on what profit or investment base to use. The Na- 
tional Association of Accountants has thrown light on industry practice in these 
respects by means of a survey of 44 field interviews with companies that use rate 
of return as a management tool (N.A.A. Research Report No. 35). 


Determining Earnings. The N.A.A. points out that the definition of earnings 
should correspond with the definition of investment. As a result, when return on 
assets is used, only income from the assets comprising the investment base should 
be included; when return on equity is employed, only income applicable to the 
equity interest should be counted. In practice, many companies include dividends 
and interest in earnings to measure return on investment; in other cases only 
operating earnings are used. The exclusion of dividend, interest, and “other” in- 
come is justified on the grounds that the resulting figure is more comparable to 
that used by divisions and better represents operating performance. Similarly, 
many companies exclude interest expense because it is felt that operating manage- 
ment should not be held responsible for financial expenses. Other firms deduct 
interest before determining their rate of return, possibly because the practice is 
more conservative, although the N.A.A. points out that such a rate might better 
be described as a “return to stockholders on total assets.” 

The extent of management responsibility also arises in the decision whether to 
use earnings after or before income taxes. Firms employing the pretax figure 
apparently feel that taxes are beyond the control of management or that exten- 
sive tax carry-forwards could make aftertax figures misleading. Companies de- 
ducting income taxes point out that taxes are an accepted cost and that investors 
are more interested in the aftertax figure. Most companies deduct depreciation 
in ascertaining the amount of earnings to use in the calculation, even though they 
may count assets at gross. ; 


The Investment Base. As a gauge of management performance, companies 
ordinarily employ total assets as the investment base because management has 
this total at its disposal. As refinements of this approach, some companies use 
operating assets to match operating earnings, or they may go even further and 
exclude assets that are not expected to earn a return, such as excess cash or assets 
equivalent to the tax liability. Sometimes, equity plus long-term debt serves as 
the investment base, since this represents permanent capital as contrasted with the 
assets provided by short-term creditors. If there is reason to stress the equity 
interest, as in a closely held corporation, the return may be calculated on the 
amount of stockholders’ capital in the business. The same company may use 
different figures in the investment base for different purposes; for example, total 
assets may be used when an evaluation of management performance is desired, 
whereas one of the other bases may appear preferable for comparison with 
other companies. 

When assets are used as the investment base, a major area of disagreement is 
whether they should be gross or net of depreciation. Those favoring gross assets 
contend that depreciation should not enter into a valuation base because its de- 
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termination often has nothing to do with value; the various methods permissible 
in determining depreciation could distort comparative results; a fully depreciated 
asset may still make a contribution toward production, although if the efficiency 
of the older assets has been deteriorating, this fact would be reflected in reduced 
earnings; and deducting depreciation could inflate considerably reported rates of 
return. Those arguing for net assets claim that measurement of performance 
should not be affected by the age of the assets and their value should therefore 
be adjusted through depreciation; a net figure is also more consistent with re- 
porting practices; depreciation allowances represent charge-offs that already have 
been reinvested in the business thereby relieving the old assets from the necessity 
of earning a return; and, in any event, it is inconsistent to relate a profit figure 
from which depreciation has been deducted to an investment figure from which 
accumulated depreciation has not been deducted. 


Inclusion of Leases in the Investment Base. Accountants disagree on the 
extent to which leases should be reflected in financial statements. Both the Amer- 
ican Institute of Certified Public Accountants and the S.E.C. have indicated that 
if it is clear that a transaction is in substance a purchase, the leased property 
should be counted among the assets of the lessee, with appropriate accounting for 
the corresponding liability. Myers (cited by Moonitz, Harvard Business Review, 
Vol. 41), in a research study made at the instance of the A.I.C.P.A., concluded that 
“to the extent, then, that the rental payments represent a means of financing the 
acquisition of property rights which the lessee has in his possession and under his 
control, the transaction constitutes the acquisition of an asset with a related obli- 
gation to pay for it.” Cook (Harvard Business Review, Vol. 41), on the other 
hand, contends that financial statements are not intended to portray every rele- 
vant fact about the future of an enterprise and that to capitalize arbitrary 
amounts in the balance sheet represents a dangerous approach that departs from 
the cost principle of accounting. 

In practice it is uncommon for balance sheets to include leases even when they 
are substantially a purchase. Regardless of accounting policy, however, in de- 
termining the total amount of assets that may serve as the investment base or, 
correspondingly, in measuring the fixed-charge relative to the equity segment of 
the liability side of the balance sheet, a number of financial analysts have indicated 
the need for some adjustment. Gant (Harvard Business Review, Vol. 37) pro- 
poses, as one approach being adopted to an increasing extent, the capitalizing 
of annual lease rentals at some arbitrary rate—say about 6% to 8%. Graham, 
Dodd, and Cottle (Security Analysis: Principles and Techniques) suggest that in 
the chain-store field, where many enterprises rent while others own their store 
locations, one-third of the annual rentals for building space paid by chain and 
department stores be regarded as fixed charges and the capitalized value of these 
rentals, say at 444%, should be regarded as funded debt in computing stock- 
equity ratios. 

COMPONENTS OF THE RATE OF RETURN. For purposes of profit 
planning, the rate of return on investment represents the end-result of the com- 
pany’s activities. This rate, in turn, initially may be broken down into two basic 
components, earnings as a per cent of sales and the turnover of investment. 
Earnings as a per cent of sales is calculated by dividing earnings by sales whereas 
capital turnover is calculated by dividing sales by total investment. The product 
of these two ratios produces the rate of return on investment. 


Harnings Sales 
Sales Total Investment 


ROI = 


15-16 FINANCIAL PLANNING 


Earnings may be decomposed into sales minus cost of sales, and cost of sales 
into the mill cost of sales plus selling and administrative expenses. Total invest- 
ment, in turn, may be broken down into working capital plus permanent invest- 
ment, and working capital into inventories, accounts receivable, and cash. Du 
Pont has expressed these relationships in chart form, as shown in Fig. 2, and in- 
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Fig. 2. Formula chart. Relationship of factors affecting pattern of investment. 


corporates it into the chart system used by the company’s Executive Committee in 
reviewing with each general manager the results of his department’s operations. 
The company points out that “The formula is set up in this manner so that the 
separate effects of Earnings as percent of Sales and Turnover upon Return on 
Investment can be determined. Earnings as percent of Sales reflects the success 
(or lack of success) in maintaining satisfactory control of costs. Turnover reflects 
the rapidity with which the capital committed to the operation is being worked. 
Thus the manager of an operating investment can improve his Return by reduc- 
ing costs or working existing investment harder, both of which factors are within 
his control.” 


USING RATE OF RETURN TO EVALUATE DIVISIONS. The 
growth of semi-autonomous divisions within a broad corporate framework has 
centered attention on the need to rate the results of these divisions. Management 
has employed various devices for this purpose, including qualitative judgment, 
the trend of sales, the percentage of the market captured, and the number of new 
products introduced. Since each of these factors reflects a different aspect of 
operations, the firm may use some combination of the factors giving particular 
stress to the one that appears most significant to its activity. For example, 
pharmaceutical companies may pay particular attention to the new products 
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emerging from their research efforts. In general, however, these are supplementary 
devices, and the principal measure ordinarily used is the division’s rate of return 
on investment. As Dearden has stated, “. . . in most decentralized profit-center 
systems the rate of return earned by a division is the most influential factor in 
evaluating performance. It is doubly important, therefore, that the rate repre- 
sent the effectiveness of management action as accurately as possible.” (Dearden, 
Harvard Business Review, Vol. 39.) 

The effort to give divisional management adequate independence while retain- 
ing the division’s role as part of an overall corporate effort leads to special prob- 
lems in determining and judging the significance of the division’s rate of return. 
These problems include the method of allocating headquarters’ services, how inter- 
divisional transfers of goods and services will be handled, allowing for differences 
in the economic environment where the various divisions operate, adjusting for 
difficulties the divisional manager may have inherited from his predecessor, and 
allowing for the fact that the effectiveness of the division’s activities may not be 
reflected in the current year’s operations but may be deferred to the future. The 
decisions made to resolve these problems depend heavily upon the conditions and 
characteristics of the individual firm. These decisions, however, must recognize 
the need for determining and using the divisional rate of return in a way that 
reduces the possibility that the divisional manager will take steps that improve 
the division’s rate at the expense of that of the corporation. This point has been 
stressed by Dearden: “It is vital to the effective operation of a decentralized 
profit-control system ... that action taken by a local manager to improve the 
division’s rate of return also improve the company’s rate of return to a corre- 
sponding degree. Otherwise, the system will be motivating the divisional manager 
to take action that, from a corporation-wide viewpoint, is unprofitable.” 


COST-VOLUME-PROFIT RELATIONSHIPS. In discussing this sub- 
ject, the N.A.A. (N.A.A. Research Report No. 37) has stated that, “volume is 
. one of the key factors which must be considered in profit planning.” This 
point of view is reflected in the considerable attention given by business firms to 
determining the effect on profits of proposed volume changes. In planning the ac- 
tivities of a firm, it is profitable to schedule the production of an additional unit 
of a product so long as its marginal revenue is positive; that is, as long as the 
revenue from producing an additional unit exceeds the cost of production. Be- 
cause the relationship between cost and volume underlies the whole area of profit 
planning it has been the subject of study by both economists and financial analysts 
for a long period of time. In their approaches, however, the economist and the 
financial analyst have taken different views of the shape of the marginal cost 
curve. 

By and large, the economist has visualized a marginal cost curve that changes 
over time, depending upon such factors as the length of the period involved and 
changes in the proportion of variable and fixed costs. Accordingly, his general 
proposition is that it is profitable to expand output while marginal revenue is 
greater than marginal cost. As stated by Samuelson, “As long as a step toward 
extra output gives us more marginal revenue than marginal cost, our profit is in- 
creasing and we continue to produce more output. But whenever marginal cost 


exceeds marginal revenue, we contract output. . . . Best-profit equilibrium is 
where marginal cost and marginal revenue are equal. Here alone is the optimal 
situation of maximum profits.” (Samuelson, Economics—An Introductory 


Analysis.) id 
On the other hand, the financial analyst generally recognizes that within a 
given level of capacity, the growth in total costs as a result of an expansion in 
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production is traceable to an increase in variable costs. Variable costs, in turn, 
tend to move directly and proportionately with production and, therefore, the 
variable cost per unit, which may be compared with the economist’s marginal 
cost, is constant. Thus, the N.A.A. has defined variable costs as follows (N.A.A. 
Research Report 37): 


Usage of capacity to make and to sell goods or services requires that additional 
costs be incurred. Such costs of producing and selling tend to vary directly and pro- 
portionately with sales. For this reason, the term variable cost is often used as a 
synonym for direct cost. 


The divergence between the two concepts has been noted by Dean (Dean, Man- 
agerial Heonomics), as follows: 


Economists have long speculated about the shape of the relationship of cost to 
output, since it plays a key role in determining the theoretically optimum level of 
production. The accepted doctrine has been that marginal costs rise continuously as 
output rate increases above some given level, and that the resulting average cost curve 
has a U-shaped relation to output. In contrast with this doctrine, businessmen have 
quite generally supposed that marginal cost is constant, at least over the output range 
of normal experience. 


It is difficult to reconcile these points of view because of the lack of suitable 
cost studies of a sufficiently large number of cases. But, after considering the 
problem, at least one writer has concluded that the financial analyst’s notion of 
constant variable costs per unit is more accurate. (Burchard, N.A.A. Bulletin, 
Vol. 42.) 


Are variable costs of the firm constant or increasing? That is the question that 
causes the basic disagreement between the two analyses. The pursuit of profits takes 
different paths. If variable costs are increasing, to maximize profit, management must 
locate the volume where marginal cost and marginal revenue are equal. If variable 
costs are constant, full capacity automatically provides the maximum profit; the im- 
portant operating facts for management to know are the break-even volume and the 
degree of its fixed costs. The difference between the two analyses is fundamental. 
They are not compatible. 


Variable costs for the Reliance Company (an actual firm with an assumed name) 
are constant. Since this is so, the cost of producing an additional unit is the same; 
that is, marginal cost is also constant . . . This fact of constant marginal cost is borne 
out in the accounting records examined by this writer over the years. 


Whatever may be the theoretical merit of the economist’s point of view, in 
practice firms have found it desirable for purpose of profit planning to define a 
category of costs that varies directly with volume. As stated by one firm sur- 
veyed by the N.A.A. (N.A.A. Research Report No. 37), “this definition was 
chosen because it fills our need for clear-cut costs in analyzing results of opera- 
tions and in making short-run decisions on product pricing.” 


DECOMPOSING COSTS. In studies of cost-volume-profit relationships, 
costs are generally divided into the following categories: 


1. Variable costs and expenses—which are almost directly related to volume and 
include such costs as direct labor, direct material, and compensation insurance. 

2. Fixed expenses—which remain fixed in amount regardless of volume. Exam- 
ples of fixed expenses are property taxes, fire insurance, executive salaries, inter- 
est on bonds, and depreciation charged on a time basis. 
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3. Semivariable expenses—which vary, but not proportionately, with volume. 
Examples are light and power and salesmen’s commissions paid on a guaranteed 
minimum basis. Sometimes these expenses vary with policy rather than volume 
changes. 


To provide this type of breakdown, costs generally are analyzed relative to some 
measure of output. 


Choosing a Measure of Volume. The volume unit employed to measure how 
costs change depends upon the nature of the decision being made and the cost 
records of the company. The N.A.A. has set up four major criteria to consider in 
selecting such a unit (N.A.A. Research Series No. 16). 

1. The unit must reflect changes in the activity that induces the cost variations. 
In factory departments, for example, the measure of production might be labor 
hours, labor dollars, machine hours, or some physical product unit, applied if 
considered desirable to each department separately. In marketing, different units 
are needed for different functions and, therefore, such measures might be selected 
as calls made by salesmen, number of orders or, in the case of warehousing costs, 
weight of goods handled. 

2. To the extent possible, the unit selected should measure only volume 
changes. In the case of dollar sales, as an illustration, changes in selling price 
would influence the reported figures as well as changes in physical volume; in the 
case of labor dollars, wage rates could cause shifts in reported levels rather than 
the number of hours worked. To obviate such distortions, standard selling prices 
and standard costs may be employed. 

3. The unit should be simple and readily understood. For this reason, sales 
dollars or labor dollars may prove more satisfactory in the long run than a 
weighted activity index. 

4, The unit selected should emerge from statistics already collected rather than 
requiring additional clerical expense. 


Methods Employed To Decompose Costs. The N.A.A. survey found that 
companies tended to use three principal methods to separate costs into their 
fixed and variable components. 


1. Inspection of the chart of accounts. This is usually the starting procedure and 
if sufficiently detailed records are available many of the accounts may be 
classified on this basis. The general procedure is first to assign accounts to de- 
partments and then to classify them as variable or fixed depending upon the 
function done by each department. It may be found that an account that is 
direct in one department is a fixed cost of another. 

2. Statistical analysis through such methods as scatter charts or regression equa- 
tions—Although these methods are often described in the professional litera- 
ture, the N.A.A. found that they were not widely used in practice. The reason 
usually mentioned for this is that such methods are more useful for the analysis 
of historical costs rather than applicable to the current situation. Sometimes, 
the historical analysis sets the basis for future classifications. 

3. Industrial engineering studies—It is not uncommon for plant industrial engi- 
neers and plant controllers to work together in determining cost classifications. 
This method entails a careful study of what physical volume of supplies, em- 
ployees, or services should be allowed at different output levels. 


Once cost breakdowns have been established, they are periodically reviewed to 
determine if operational or organizational changes require adjustments or shifts 
in the classifications. The cost breakdowns, in turn, provide the foundation for 
three major areas of profit planning: break-even analysis, direct costing, and the 


flexible budget. 
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BREAK-EVEN ANALYSIS IN PROFIT PLANNING. The break-even 
volume of sales occurs at that level that produces a margin of income above 
variable costs that equals the amount of fixed costs incurred during the period. In 
terms of dollars, the break-even point may be calculated from the following 
formula: 


Fixed Costs 
Variable Costs 
1 
Sales 


Dollar Sales at Break Even = 


In terms of units, it may be calculated from the following formula: 


Fixed Costs 


Pa Re ar scone aes Sales Price per Unit — Variable Costs per Unit 


A high break-even point suggests that the base underlying a company’s earnings 
is precarious. To reduce the level, the selling price may be raised, variable costs 
cut, or fixed costs reduced. If the gap is wide between the sales price and vari- 
able costs per unit, a change in either of these two factors will have a relatively 
modest influence on the break-even level, and more efforts might be concentrated 
on lowering fixed costs. If the gap is narrow either raising the sales price or re- 
ducing variable costs could have a sharp effect on the break-even level. Which 
course to adopt in this instance would depend upon such factors as competitive 
market conditions, the elasticity of consumer demand, and the company’s 
efficiency of operations. : 


The Break-Even Chart. A break-even chart is often used in profit planning. 
Fig. 3 is a chart prepared by Brelsford (A.M.A. Fin. Mgt. Ser. No. 87) for this 
purpose. The break-even point on the chart shows the level of sales at which 
operations produce neither a profit nor a loss. Break-even charts must be pre- 
pared with great care, as an error in estimating fixed and variable costs could 
greatly distort the break-even point and lead to faulty policy decisions. Break- 
even charts can be prepared to enlighten management on various phases of profit 
planning, such as the effect of changes in costs upon profits. 


Using Break-Even Analysis. Break-even analysis often is linked with the type 
of chart presentation shown in Fig. 3. As a means of chart presentation, there 
is considerable difference of opinion as to the usefulness of the device. As a tech- 
nique of analysis, which emphasizes the marginal approach, there is wide agree- 
ment on its importance. The controller of one large corporation has stated: 
“This entire field of ‘profit planning’ has become associated with the break-even 
analysis, or the cost-volume-profit interrelationship. ... If your company is 
typical, there are many useful ways of putting cost-volume-profit analysis to 
work” (Willson, N.A.A. Bulletin, Vol. 41). 

In discussing the means available to business executives to control overall busi- 
ness costs and maximize earnings, Rucker states that “. . . one of the most help- 
ful means is break-even point control.” He cites how one manufacturer of a large 
line of textiles sold nationally analyzed the cause of the firm’s inadequate earnings 
by classifying the different product lines into those with an operating margin 
below and those above the company average. It was found that the first group 
accounted for about two thirds of the physical volume but less than one third of 
the total dollar operating margin. By shifting the emphasis from the high unit- 
cost products to those with higher-than-average operating margins, the firm was 
able to lift its pretax profit about 100% in 9 months even though the physical 
volume of sales declined slightly (Rucker, Harvard Business Review, Vol. 33). In 
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a different context, to analyze the advisability of refunding a bond issue before 
maturity, Spiller, has suggested a method of calculating a break-even refunding 
rate that takes into account the timing of cash flows (Financial Executive, Vol. 
XXXII). 

Robbins and Foster have summarized the various uses of the break-even 
analysis in profit planning as follows (The Journal of Finance, Vol. XII): 


As an aid in budgeting, they (financial analysts) show the pre-tax profits generated. 
at various volume levels above the break-even point output base; management may 
then determine at a glance the expected profits relative to the break-even point at the 
budgeted volume and the effect of variations from this figure. A safety factor meas- 
ure may be constructed by determining the relationship between actual production 
and the volume at break-even. Relative efficiency may be checked by comparing the 
dates during each year when break-even production is reached. 

More importantly, however, when the ties that link break-even investigations with 
the chart form are cut and the traditional emphasis on determining the point of no- 
return is lifted, the technique is broadened to cover a variety of volume-cost relation- 
ships. By directing attention to cost differentials rather than totals, it throws light 
on the profitability of product lines. Decisions to abandon items that show losses on 
the basis of total costs may be waived so long as they provide income balances over 
variable costs that contribute toward the recovery of fixed costs. 

The variable-fixed cost break-down facilitates translating pricing problems affecting 
individual products into policy action. In appraising the advisability of introducing 
price cuts recommended by the sales department, for example, the availability of such 
data makes it easy to determine the increase in sales volume necessary to compensate 
for the reduction. With respect to the long-range viewpoint, this information is em- 
ployed to gauge the influence of physical expansion on costs and profits. In these 
cases, the changes in plant facilities lead to shifts in the levels of fixed costs which 
must be taken into account in the analysis. The technique also provides an adminis- 
trative tool to control costs and to establish benchmarks in developing operating 
policies. 


FLEXIBLE BUDGETING IN PROFIT PLANNING. The sales fore- 
cast links together the individual budgets of a business. Accordingly, if the’ esti- 
mate is inaccurate, the usefulness of the budget in profit planning is reduced 
because cost allowances based upon production schedules associated with projected 
sales might bear little resemblance to those that would have been established based 
upon output actually achieved. The flexible budget provides the means of over- 
coming this deficiency by gearing cost allowances to varying volumes of business. 
The Accountants’ Handbook describes this advantage as follows (Wixon, Ac- 
countants’ Handbook) : 


The preparation of a flexible budget, in reality, involves the construction of separate 
budgets for each volume of production ranging from 60 to 100% of capacity. Under 
flexible budgeting the cost-volume relationship of each element of manufacturing 
overhead is studied by departments in order to establish allowable expenditures for 
each level of production. The flexible budget is thus more effective than a fixed 
budget in controlling costs since it provides a periodic comparison of actual costs in- 
curred with predetermined costs at the volume of activity experienced. 


Interpreting the Flexible Budget. Although the flexible budget principle 
pertains to all the component budgets, its widest application is in controlling 
manufacturing expenses. In cost accounting, these expenses are distributed to 
products during the period by means of predetermined rates representing the 
relationship between total estimated manufacturing expenses and some measure 
of normal production. During the course of a period, manufacturing expenses are 
absorbed into inventory by applying the predetermined rates to actual produc- 
tion. Since the manufacturing expenses experienced by each department are also 
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being recorded, at the close of the period the accounts indicate the extent to which 
the calculated manufacturing expenses differ from the actual. The calculated ex- 
penses are said to be overabsorbed when they are greater and underabsorbed 
when they are less than the actual expense. In order to evaluate the results of 
the period, it is important to analyze the composition of this variance. The basic 
division is into a controllable and volume variance: The controllable variance indi- 
cates whether a foreman spent more or less than the budget for the level of ac- 
tivity achieved; the volume variance reveals the degree to which plant capacity 
was not utilized (Wixon, Accountants’ Handbook). 


Installing the Flexible Budget. Flexible budgets are prepared so as to permit 
revision of estimates of operating costs and profits with changes in sales and 
production volume. Then, failure to attain the volume of sales used in the sales 
budget, which necessitates alterations in the production schedule, would not 
vitiate the value of production and distribution cost budgets. This flexibility is 
obtained by developing for each cost center a formula that shows how costs 
change with volume; the formula contains a constant cost factor and a variable 
factor related to the measure of volume selected. By inserting the applicable 
volume into the formula, costs pertaining to that volume are obtained. The prac- 
tice of one company in this respect is described as follows by Welsch (N.A.C.A. 
Bulletin, Vol. 34, now called N.A.A. Bulletin) : 


The flexible budget consists of a series of formulas, one series for each department. 
Each series has a formula for each account in the department or cost center. The 
formula for each account indicates a fixed amount and/or a variable rate. The fixed 
allowance is a monthly dollar amount independent of activity. The variable portion 
of the formula is a variable rate carried to three decimal places, being related to a 
‘base’ expressive of volume. Generally speaking, the productive departments use 
departmental direct labor hours as a base, nonproductive factory departments use 
total direct labor hours, and selling and administrative departments use net sales 
dollars. 

Applying the formulas to the volume for the department will give the budget allow- 
ance for each account in that department. 


The Chief of the Variable Budget Group of another company points out that 
the installation of a broad variable budget program built around a standard of 
requirements necessitates considerable time for completion. Accordingly, at 
Hughes Aircraft the installation of such a program is divided into three phases 
for clarity and planning: 

PHASE 1—Provides for quick control by applying variable budgets to the indirect 
labor, by functional group, based on existing functions and methods. 

PHASE I]—Requires a complete evaluation of functions, methods and procedures 
for the purpose of streamlining operations. It also calls for the application of work- 
measurement methods to all indirect functions. 

PHASE II]—Requires variable budgets to be set for all other indirect expenses. In 
this phase, the variable budgets and burden rates are reconciled, break-even charts 
prepared, and cost and profit-analysis methods put into effect. (Featherstone, The 
Controller, now called Financial Executive, Vol. 27.) 


DIRECT COSTING IN PROFIT PLANNING. In the conventional in- 
come statement overabsorption of expenses tends to increase profit whereas 
underabsorption reduces it. Since over- or underabsorption is related to the out- 
put attained in this form of statement, profit is influenced not only by the volume 
of sales and efficiency of operations but also by the rate of factory production. To 
obviate such difficulties, an increasing number of companies began to adopt direct 
costing in the early 1950’s. This method is described as direct costing because only 
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direct materials, direct labor, and the variable portion of overhead are counted in 
inventory valuation, whereas the remaining expenses are considered a period or 
fixed cost. Periodic financial statements developed in this fashion maintain the 
relation between profit and sales and conform more closely to the marginal-income 
concept found in break-even analysis and flexible budgeting. 


Direct Costing and Management. The income statement is one of the most 
important statements used by management in evaluating and planning the course 
of an enterprise. Cost-volume-profit relationships have become a major technique 
for profit planning. The direct-costing income statement makes use of the cost- 
volume-profit concept by highlighting marginal income and segregating fixed costs 
that do not change from period to period. Thus, this form of income statement 
facilitates managerial planning. 

Fig. 4 summarizes a typical direct-costing income statement taken from the 
Accountants’ Cost Handbook (edited by Dickey.) 


Product A Product B Product C 


(100 sales (250 sales (600 sales 
units) units) units) Total 
Sadler. osschenie Bete semis $1,000 $2,000 $3,000 $6,000 
Variable Cost of Sales 
Matenialsy, saay. sa heanmtecie 200 300 . 300 800 
DirectPlaborn «lf aiee sched: 300 300 900 1,500 
Manufacturing overhead ... 400 500 600 1,500 
ME Ota eerste ae Cee ee $ 900 $1,100 $1,800 $3,800 
Variable manufacturing margin $ 100 $ 900 $1,200 $2,200 
Variable selling and G & A 
COSES ois oni 2 ec n ee ere 200 100 300 600 
Marginal income (loss)........ $ (100) $ 800 $ 900 $1,600 
Direct Fixed Costs 
Manutacburine sca yacee een 50 150 300 500 
pelling and Gy & AV oer ae 50 100 150 300 
Total ies ds «eee $ 100 $ 250 $ 450 $ 800 
Profit (or loss) after direct 
COB xe ramdeeee eee -.-« (200) $ 550 $ 450 $ 800 
Apportioned Fixed Costs 
Manutacturine ae oe. a eee $ 100 $ 150 $ 150 $ 400 
Selling and Gand A......... 50 100 150 300 
oval NOEL Ee OLE ae ee $ 150 $ 250 $ 300 $ 700 
Net operating profit (loss).... $ (350) $ 300 $ 150 $ 100 


Fig. 4. Direct costing annual income statement by product class. 


The statement makes clear that Product C contributes the most to company 
profits, Product B is profitable but makes a smaller contribution, while Product 
A detracts from profits since it shows a marginal loss of $100. The Accountants’ 


Cost Handbook also contains a detailed discussion of the accounting aspects of 
direct costing. 


Direct Costing in Practice. In its study of 50 companies, the N.A.A. em- 
ployed depth interviews to determine how direct costing was used, why the 
specific methods were selected, and the results that took place. (N.A.A. Research 
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Report No. 37). It obtained numerous examples of the benefits cited by the 
companies for the application of direct costing to profit planning. Based upon 
these examples, it grouped the uses of direct costing in profit planning under the 
following major categories: 


Evaluating profit consequences of volume changes 
Projecting profit results from change in sales mix 
Decision making in the manufacturing area 

Make or buy decisions 


The N.A.A. study also points out that profits depend upon a suitable balance 
of selling prices, mix, volume, and costs. It then cites the following list of pricing 
problems to which direct costing was applied by companies participating in the 
study (p. 45): 


Pricing individual products. 

Finding the most profitable products. 

Identifying products needing attention for profit improvement. 
Improving sales mix. 

Evaluating proposals to increase profits by increasing volume. 

Deciding how far to go in meeting competitive prices. 

. Improving understanding of costs by management responsible for pricing. 


SCTE LS CONS a 


The breakdown of costs into their fixed and variable components and the deter- 
mination of marginal income as part of a regularly prepared income statement 
focuses management’s attention on this form of analysis. As a result, it makes 
profit analysis more meaningful by revealing the more critical product areas. 
Davis has summarized these benefits of direct costing as follows (N.A.A. Bulle- 
tin, Vol. 42): 


In addition to specific decisions, direct costing aids profit planning, since the neces- 
sary data is readily obtainable from the regular financial statements. It likewise en- 
ables management to select objectives realistically and then make decisions with 
confidence that the objective will be attained. The making of profits is one of the 
primary objectives of any business. Under direct costing, profit is meticulously 
planned in advance. It is never thought of as some indeterminate result which arises 
as a left-over at the end of a fiscal period. The separation of fixed and variable costs 
furnishes all the requirements for successful profit planning by establishing budgets 
for period costs and delineating the profit-making power of various products, 
processes, territories, ete. 

Further in this connection the marginal income figure which direct costing provides 
pinpoints the areas where management efforts should be concentrated and where 
unprofitable items should be eliminated. This is especially true when output has 
reached near-capacity levels. Careful selection from among alternate courses of 
action in these circumstances results in a maximization of profits. 


From the managerial point of view, therefore, it is contended that the direct- 
costing income statement provides the information required for decision-making 
in a more usable and understandable form. Thus, direct costing, along with 
break-even analysis and flexible budgeting, stands as a major element in cost- 
volume-profit determination. 


Financial Statement Projections 


TYPES OF PRO-FORMA STATEMENTS. Financial statements intended 
to portray the effects of future circumstances are often described as pro-forma 
statements. These may be divided into two general categories: 

In the first, the future circumstances refer to structural changes where the 
effects may be gauged with some degree of certainty. A company that is con- 
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templating a refinancing, for example, may reflect in a pro-forma balance sheet 
and income statement the results of substituting the new for the old securities. 
Or a company may want to show its stockholders pro-forma statements as they 
might appear following a proposed acquisition. Because of their importance, the 
S.E.C. requires that companies clearly indicate the bases employed in preparing 
pro-forma statements purporting to give effect to the receipt and application of 
any part of the proceeds from the sale or exchange of securities. 

In the second category of pro-forma statements, the future events involve eco- 
nomic projections the influence of which is more difficult to gauge. A company, 
for example, may reveal the projected results of a future capital expansion pro- 
gram in a pro-forma income statement and balance sheet. Since business decisions 
are based on management’s judgment of the influence of future events on a com- 
pany’s financial condition, such forecasted statements are important aspects of 
profit planning, 


PROFIT AND LOSS FORECASTS. Profit planning for shorter periods is 
usually based on profit and loss statements by months. Long-term profit forecasts 
are normally prepared for 6- or 12-month intervals after the first year. 

The form of the estimated profit and loss statement should correspond to that 
which the company uses in its regular financial statements, to facilitate the work. 
It is usually desirable to round off even hundred dollars. 

Fig. 5 gives an estimated profit and loss statement or operating forecast pre- 
pared by Brelsford. It should be noted that cost of sales has been calculated from 
standard costs, and variations for material, labor, and manufacturing expenses 
have been estimated. 

Concerns that produce a large number of products prepare estimated profit 
and loss statements by products or product group. Thus, one large company 
prepares 20 estimated profit and loss statements by products monthly. 


BALANCE SHEET PROJECTIONS. A projection of a concern’s balance 
sheet gives a preview of the company’s financial condition on a specified future 
date, based on the plan of operations adopted. Among uses made of balance 
sheet forecasting are: ag 


1. To note the flow of reinvested profits into current and fixed assets. 

2. To aid in adapting operations to seasonal variations. 

3. To determine financing requirements and desirable methods of financing, par- 
ticularly as between short-term borrowing, bond sales, stock flotations, and 
reinvested earnings. 

4. To check on the accuracy of operating budgets. 

5. To aid in planning capital expansion. 

6. To forecast cash balances and requirements. 

7. To facilitate profit planning designed to secure an adequate return on the in- 
vestment in the enterprise. 

8. To determine the effects of financial policies. 

9. To maintain the ratio of current assets to current liabilities, and other financial 
ratios, at a desirable level. 


Period of Balance Sheet Projection. Many companies prepare balance sheet 
projections on a monthly basis. Unless the projection is used to forecast cash 
balances, it is usually sufficient to project for periods of 2 or 3 months. Some 
concerns prepare a single balance sheet projection for the whole budget period, at 
6-month intervals. If operations are unstable and projections are difficult to make 
in consequence, some businesses refrain from preparing a projected balance sheet 
until the forecast period is well under way and the ability to adhere to the budget 
is demonstrated by actual results. 
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The projected balance sheet ordinarily has the same form and content as the 
regular balance sheet of the company to facilitate preparation and interpreta- 
tion, though frequently it is condensed to show only more significant items. Fig. 
6 shows a projected balance sheet. If a complete budgetary system is in use, the 
additional work involved in preparing projected balance sheets is usually slight 
because most of the projected items are to be found in the several sections of the 
budget. Only a few, such as deferred charges, must be projected. Accounts re- 
ceivable, for instance, are estimated by adding to the opening balance of accounts 
receivable the amount of the estimated sales on account, and deducting therefrom 
estimated collections during the period. Similarly, the other balance sheet items 
are projected on the basis of data contained in the sales, cost, and expense budgets. 

Inasmuch as the budget, together with a forecast of the balance sheet, will 
normally be presented to top management prior to the beginning of the period 
to which it applies, it is usually necessary to estimate also the balance sheet as it 
will be at the beginning of the period. The actual beginning balance sheet can 
then be substituted in the forecast at a later date. Since the projected balance 
sheet is an estimate, it is usually desirable to present all figures in round hundred 
dollars to ease computations and to emphasize that the figures are only estimates. 

To facilitate financial planning, all liabilities should be shown on the balance 
sheet forecast. Thus, Federal income taxes payable on the year’s income should 
be listed among current liabilities as a “provision for Federal income taxes,” on the 
basis of the profit forecast in the Estimated Profit and Loss Statement. If the 
balance sheet is being prepared a year in advance, the tax liability should be 
computed on the basis of current rates of taxation. If evidence of change is 
reasonably clear-cut, a footnote reference as to its effect may be desirable. Estab- 
lishment of provision for taxes that will not be payable until after the close of the 
period places a corresponding amount of current assets at the disposal of the 
business. Adequate allowances should be set up for contingencies that may arise 
during the forecast period. 


Review of Balance Sheet Projection. The basic purpose of predetermining 
balance. sheets for future periods is to test in advance the consequences of the 
financial program under consideration. Each item of the balance sheet projection 
should be compared with the beginning balance sheet to uncover unhealthy or 
undesirable trends, as a guide to financial planning. By applying the same type 
of ratio and trend analysis to the elements of the balance sheet projection as will 
be used subsequently by a banker or other creditor, the management can take 


corrective action in time. 


RETAINED EARNINGS PROJECTION. A forecast of retained earnings 
should accompany the projected balance sheet. Typical of such a forecast is the 


following: 
RETAINED EARNINGS FORECAST 
for Year Ending December 31, 19X5 


Estimated retained earnings, December 31, 19X4.... bas A eR 
Pltsvestimatedse prontsm toner: oreiews sutoctsrsetacr Mirna cere or oeecte 


Less: 
Provision for disputed Federal income tax ........ 0 «...-.. eee, 


Dividend on common stock ($2 per share)........  ..---------- 
Dividend on preferred stock ($1.50 per share) ..... ... ....-... 
Hstimatcdmnere iscminemetalned weanililes muse atsrr mast MN Gt scnirniio we hae ciety a 


Estimated retained earnings, December 31, 19X5.... ............ Dee ae ac 
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Such a forecast is of value in formulating and testing dividend policy, evaluating 
the capital structure, and measuring the impact of mergers and other develop- 
ments upon the net worth position of the enterprise. 


Financial Planning for Long-Term Expansion 


NEED FOR PLANNING IN EXPANSION. Coordinated planning is 
necessary for expansion on a sound financial basis. The objective of such expan-. 
sion is to increase, or at least to maintain, profits without jeopardizing the finan- 
cial stability and strength of the enterprise. Expansion proposals that do not 
further this objective should not be undertaken. (See also discussion in Sections 
16, 17, and 20.) 

Long-term planning necessarily involves a wider margin of error than monthly 
or annual forecasts. It is the more important, therefore, that they be based on 
conservative appraisals of the outlook. A sudden spurt in demand is not sufficient 
basis for expanding productive capacity, unless it is likely to continue. A sales 
forecast covering several years is a very difficult undertaking, even for staple 
products. Similarly, estimates of the cost of current and fixed assets required to 
carry on a larger volume of business may prove wide of the mark. Estimates used 
in any long-term expansion plan should be revised periodically. 

There are exceptional occasions, as in the instance of aircraft manufacturers 
following World War II, when it became necessary to plan for contraction rather 
than expansion. Similar techniques are applicable. 


FACTORS ENTERING INTO EXPANSION PLANNING. The follow- 
ing factors must be considered in planning long-term expansion: 


The long-term goal of the company. 
Forecast of economic conditions over the period. 
Long-term forecasts of demand and selling prices. 
. Possibility of meeting anticipated larger demands without expansion. 
Required expansion of plant and equipment to meet estimated sales demands. 
. Cash outlay for such expansion of plant and equipment, by years. 
. Production costs at increased volume. 
Selling and advertising appropriations required each year to dispose of increased 
output. 
9. Increase in working capital required to finance additional production. 
10. Summary of cash required each year for 
a. Plant and equipment outlays. 
b. Increase in working capital. 
c. Selling and advertising expenses. 
11. Profits estimates. 
12. Ability to finance requirements. 


Long-Term Goal of the Company. As an essential guide to planning of ex- 
pansion, top management should ask itself where it wants to lead the enterprise 
during the next “X” number of years. What does it hope will be the status of the 
business at the end of that period? Frequently it will be found that there is wide 
difference of opinion among executives and directors as to such ultimate goals. It 
is helpful to put the answers to this question on paper in terms of ultimate desired 
sales volume, competitive status in the industry, character and quality of prod- 
ucts, unit costs, and profits. 


Forecast of Economic Conditions. Plant expansion that is started at a peak 
of business prosperity may not be completed until after a depression has set in, 
so that increased capacity may become available at a time when sales and prices 
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are declining. Also, costs of construction are highest during a period of prosperity. 
Other things being equal, therefore, it is best to expand in less prosperous 
periods when construction costs are low. If conditions are not propitious for the 
issuance of securities at such times, it may be necessary to use cash on hand or 
short-term borrowings to finance the expansion, bonds or stock being sold later 
when the capital markets become more favorable. Businesses whose financial 
positions are relatively weak obviously should not. undertake expansion on this 
basis, for they may become financially embarrassed if the depression persists and 
security markets remain unfavorable for new financing by them. 


Long-Term Forecasts of Demand and Selling Prices. The success of ex- 
pansion is often dependent mainly upon the accuracy of a long-term sales fore- 
cast. To check such a forecast, the management will want to know: 


1. Whether increased demand is temporary, or whether it will continue for a 
longer period of years. 

2. If demand can be stimulated further by larger selling and advertising outlays. 

3. What will be the probable trend of selling prices? Sales income is the product 
of volume and prices. A relatively small decline in selling prices may offset a 
considerable expansion in unit sales. 

4. What are competitive conditions? An expanding trend in demand for one 
concern may be checked by larger output of competitors, the entry of new 
producers into the business, more imports or inroads by substitute products 
into total consumption. 


Graphic charts may be of considerable assistance in projecting sales as a guide 
to expansion plans. 


Larger Sales Without Expansion. Consideration should be given as a matter 
of course to the possibility of meeting a larger demand for the company’s products 
by adding another shift, by stepping up efficiency, and by more rapid turnover 
_ of working capital. Such expedients are particularly desirable if the stability of 

demand in the future appears questionable. 


Estimating Expansion Required. The need for additional productive capacity 
should be related to factors such as the number. of machines, floor space, or time 
units required. For example, if a plant has 6,000 machines, each capable of 
producing 100 units per year, at 80% of capacity (to allow for breakdowns, re- 
tooling, etc.) maximum annual output is 480,000 units. If the sales forecasts for 
the next 3 years are 475,000 units, 525,000 units, and 600,000 units, it is evident 
that consideration must be given to plant expansion some time in the following 
year. This is a mere rule-of-thumb procedure, but it is helpful in making expan- 
sion requirements more concrete. Such coordination of plant needs with sales 
forecasts is done by top management in close consultation with the production 
and sales managers, engineers, and market experts. 

Whenever possible, expansion of plant and equipment should be carried on in 
sections or units. Thus, expansion of a chemical plant might call for two sepa- 
rate units, each capable of producing 100,000 gallons, rather than a single new 
unit producing 200,000 gallons. Should demand fall short of expectations later, it 
is then possible to scale down the expansion program or to operate one umit at 
capacity and close the other if both are actually constructed. Also, each unit can 
be put into operation as rapidly as it is completed, so that it can begin to add to 
profits with a minimum of delay. 


Production Costs at Increased Volume. Since the effect on profits is the 
ultimate guide to expansion, the latter’s effect on production costs, including 
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depreciation on new plant and equipment, should be weighed carefully. A larger 
plant may raise overhead costs so that the break-even point in operations 1s 
lifted to a serious extent. Thus, if an increase in capacity of 50% is contem- 
plated, costs might be calculated for actual sales increases of 15%, 30%, and 
50%. These computations may indicate that a particular expansion program 
would add to profits only when a sales rise of almost the full 50% is achieved. 


Selling and Advertising Costs. Selling and advertising expenses to dispose. 
of additional production should be projected in advance. Sometimes only a 
temporary increase in such outlays is required. At other times a permanent 
expansion of such expenses is needed, making expansion of dubious wisdom. 


Increased Working Capital Requirements. Expansion will add to cash re- 
quired to finance current operations, as well as to inventories and receivables. 
Failure to provide for such additional current asset needs could lead to financial 
embarrassment. 


Financial Requirements of Expansion. The financial requirements of a plant 
expansion program are the total of: 


. Outlays required for expansion of plant and equipment. 

. Increased working capital needs. 

. Special appropriations for selling and advertising campaigns. 

. Operating losses that may be incurred on new facilities pending the time they 
are placed on a profitable basis. 


PRwnde 


The board of directors will decide how this sum shall be provided, if the expan- 
sion program is approved. It can be financed, at least temporarily, from depreci- 
ation and reinvested earnings, as well as by borrowing and the sale of capital 
stock. If a business has a large cash balance for contingencies, this may be drawn 
upon for the purpose. 

A typical summary calculation of the financial requirements of an expansion 
program follows: 


CALCULATION OF FINANCIAL REQUIREMENTS FOR EXPANSION OF PLANT AND 
EQuiIPpMENT, 1965-67 


Less Cash 
Obtainable 
Special from 
Selling Depreciation 
Capital Increased and Ad- Allowances 
Outlay Working _-vertising Total and Cash 
for Plant Capital Appropri- Require- Estimated §Require- 
Year Expansion Required ations ments Profits ments 
1965.... $1,500,000 $125,000 $150,000 $1,775,000 $200,000 $1,575,000 
1966.... 1,250,000 100,000 100,000 1,450,000 400,000 1,050,000 
1967.... 1,250,000 75,000 100,000 1,425,000 550,000 875,000 


It will be noted from the above table that cash requirements to finance ex- 
pansion are estimated at $1,575,000 for 1965, $1,050,000 for 1966, and $875,000 
in 1967. Arrangements can be made to raise the sums required in time from 
internal or external sources, on the basis of this computation. 

When one considers that the estimates used are at best only intelligent guesses, 
it is advisable to add a margin of safety. But this does not justify indiscriminate 
use of “10% for the margin of error.” Optimists are inclined to add 10% to sales 
forecasts and to deduct 10% from cost estimates. Pessimists reverse the process, 
adding 10% to costs and deducting 10% from sales estimates. If estimates have 
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passed through three or four echelons before reaching the top management for 
final approval, several allowances may have been made for this “10% margin of 
error,” without disclosure thereof on the estimates themselves. 


Profitability of Contemplated Expansion. Profit and loss projections can 
show the effect of contemplated expansion upon earnings. These reflect estimates 
of sales and costs following expansion, including such items as: 


. Additional depreciation of fixed assets. 

. Repairs and maintenance of new equipment. 

. Property taxes, insurance, etc. 

General and administrative expenses. 

. Income taxes on the additional profits to result from expansion. 


aR wwe 


If bonds are to be issued to finance the expansion, interest on and retirement 
of the bonds must be allowed for. If new stock is to be sold for this purpose, 
the resulting additional earnings should be sufficient to pay dividends and leave 
an extra margin of profit to the old stockholders who, in the final analysis, are 
assuming a substantial risk in undertaking the expansion of facilities. If expan- 
sion is financed by the reinvestment of earnings, these ploughed-back profits 
constitute an additional investment on the part of the stockholders, who should 
expect a reasonable profit thereon. 


Business Conditions and Financial Planning 


INFLUENCE OF EXTERNAL FACTORS. Financial planning must be 
adapted not only to internal factors of the business, but equally to external eco- 
nomic conditions. External conditions may have a more potent influence upon 
sales at any given time than the ability of management or the quality of the 
product. It is seldom that management deteriorates rapidly, but economic con- 
ditions can violently affect sales and profits. 

Financial planning involves: 


1. A-forecast of economic conditions for a future period. 
2. An appraisal of how the business may be affected thereby. 
3. Adjustment of financial policies accordingly. 


FORECASTING BUSINESS CONDITIONS. Economists recognize 
three major types of business fluctuations. First, there is the long-term trend, 
which may extend over a period of many years; second, the business cycle; and 
third, seasonal variations within the year. The first step in planning is to prepare 
a forecast of economic conditions. The long-term trend is of particular impor- 
tance for newer “growth” industries and others that have passed their prime and 
are declining. Cyclical forecasts beyond 2 or 3 years are of limited value, as a 
rule. But for each forecast an appraisal of the stage of the business cycle, a 
forecast of its duration, and a prediction of the ensuing phase of the cycle are 
valuable. 

The practice of one large corporation in adjusting its internal planning to a 
forecast of economic conditions is described as follows (Vaughn, N.A.C.A. Bulletin, 


Vol. 33): 


Our central statistical department constantly follows and analyzes a great many 
economic indicators related to general domestic business conditions such as: gross 
national product, personal income, personal consumer expenditures, business expendi- 
tures for plant and equipment, Federal Reserve Board Index of industrial production, 
wholesale and retail price indexes, and a host of others. Their analysis shows how the 
trends in these values and indexes have been found over the years to correspond with, 
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or vary from, the pattern of our own company’s sales, both in the aggregate and by 

roduct groups and lines. ; 
i In etre of each year, the current status of these economic trends, together 
with other factors and conditions to be reckoned with, are presented to management 
by the head of our statistical department. Based on his recommendations and after 
discussion with management, general business assumptions for use in the preparation 
of the various budgets for the coming year and for the ensuing four years are agreed 
upon. 


ADJUSTING THE BUSINESS TO ECONOMIC CONDITIONS. In 
adjusting financial planning to the business cycle, particular attention should be 
given to the following aspects: 


Cash for contingencies. 

Size and composition of inventories. 
Accounts receivable and credit policies. 
Provisions for contingencies. 

Amounts and maturity dates of bank loans. 
Fixed charges for long-term obligations. 
Relation of fixed to total costs. 

Purchases of materials and equipment. 


Maintenance of a good current ratio (ratio of current assets to current lia- 
bilities) is not sufficient to guard against the effects of adverse business develop- 
ments. If collections of accounts receivable become slow and inventories cannot 
be disposed of because of an oncoming depression, a business: may find its cash 
insufficient to meet current obligations. But if cash and government securities 


are accumulated during prosperity, the enterprise is prepared for unfavorable 
developments. 


Size and Composition of Inventories. A good system of inventory control 
will assist in relating finished goods inventory to varying sales prospects, and in- 
ventories of raw materials and goods in process to shifting production schedules. 
Coordination of production to sales is important at all times, but particularly 
so during the latter part of a period of prosperity and the period of liquidation 
that follows, when the risk of inventory losses is greatest. 


Accounts Receivable and Credit Policies. Loose credit policies during pe- 
riods of prosperity will result in poor experience with accounts receivable during 
the subsequent recession. Credit policies should be tightened during prosperous 
periods when orders are more plentiful, whereas credit policies can be liberalized 


to some extent during a depression, when weaker concerns have been weeded out 
and more orders are needed. 


Provisions for Contingencies. During periods of prosperity, provision may 
be made for contingencies that often arise during a period of liquidation and de- 
pression by setting aside reserves out of retained earnings. Such action will restrict 
the size of the retained earnings available for dividend declarations, and thus 
conserve the resources of the enterprise. There is a current tendency, however, 
to avoid use of general purpose contingency reserves. The Accountants’ Hand- 
book (Wixon, ed.) states that “ ... segregation of retained earnings to give 
some recognition to possible losses is warranted—if at all—only where a specific 


condition exists or is in prospect which may lead to loss, and the amount of the 
loss may be estimated at least roughly.” 


Amounts and Maturity Dates of Bank Loans. Every effort should be made 


to repay bank loans during periods of prosperity, except for borrowing to finance 
purely seasonal requirements. 
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Fixed Charges On Long-Term Obligations. Fixed charges must be paid 
not only during prosperity, when this constitutes no problem, but also during a 
depression. Refinancing of obligations should be sought when capital markets 
are favorable to reduce annual interest and sinking fund requirements. 


Relation of Fixed to Total Costs. If fixed or overhead costs are high in 
relation to total costs, the business is vulnerable in a period of declining sales. A 
relatively small decrease in volume could then result in operating losses. A solu- 
tion may be found through reductions in overhead. If this requires new facilities, 
these may be acquired from earnings or stock sales in prosperity. 


Purchases of Materials and Equipment. If the financial condition of the 
enterprise permits, purchases of materials, parts, and equipment should be 
stepped up in depression periods to take advantage of low prices that usually 
prevail at that time. Needless to say, such a purchasing policy should carefully 
avoid the risk of acquiring unsalable stock piles of obsolete and out-of-style goods. 
Conversely, inventories should be held down as far as feasible when prices are 
high, and raw material inventories should be hedged if feasible. Many businesses 
have found, however, that efforts to forecast commodity price changes involve a 
high degree of error, and so prefer to adjust purchasing to production schedules, 
rather than to prognostications of price movements. 


Organization for Financial Planning 


RESPONSIBILITY FOR FINANCIAL PLANNING. Financial plan- 
ning is a function of top management. Responsibility for such planning must 
rest with those who have the authority to make major decisions and whose posi- 
tion gives them the overall view of the business that is essential to proper financial 
planning. 

Financial planning may be divided into major and minor planning. Major 
- financial plans are drawn up or approved by top management. These lay down 
the broad objectives that serve as a guide to lower echelons of managerial author- 
ity in the preparation of minor financial plans. 

Financial planning may start either at a high level, such as the board of direc- 
tors or the chief executive, and be turned over to a committee or to an official 
like the controller for development and completion, or it may begin with the 
controller or treasurer and travel upward either to the chief executive, the board 
of directors, or a committee of the board. 

Corporate financial planning is a responsibility of: 


The board of directors. 

Committees of the board. 

The chief operating officer. 

The chief financial officer, who may be a vice-president in charge of finance, 
or the treasurer, or the controller. 


pa 


Active operating responsibility for financial planning is frequently placed 
with the chairman of the finance committee, a vice-president in charge of finance, 
the treasurer, or the controller. In smaller companies, the president may perform 
the functions of the chief financial officer. 


Duties of Financial Vice-President, Treasurer, and Controller. Duties of 
the treasurer and the controller vary to a great extent among corporations, one 
or the other being the superior officer, depending upon the organizational setup, 
the ramifications of the concern’s activities, and the forcefulness and reputation for 
financial acumen of the individuals concerned. The controller may be appointed 
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by the president or elected by the board of directors. In some instances, the 
treasurer or the controller may also be the vice-president in charge of finance. 
Based upon a survey of 278 corporations, the A.M.A. has summarized these fune- 
tions of the three major finance officers as follows (AMA Research Study 55) : 


In general, one can conclude from AMA’s questionnaire research, the treasurer is 
largely responsible for obtaining capital from external sources and for possessing and 
managing the cash, valuables, and property of the firm. This latter is often referred. 
to as his “custodial” function. The controller is charged with maintaining the com- 
pany’s financial health through “inspection” activities—accounting and auditing. The 
controller “controls” the disbursement of money so that it is used honestly, efficiently, 
and according to previously determined policy. The vice president of finance (if the 
firm has one) is most often a policy-making manager who forms a link between other 
top company managers and the financial activities of the company. One of his prin- 
cipal duties is supervising the treasurer and the controller. 

In other words, the treasurer and his organization obtain capital and possess money 
and valuables; the controller, through his inspection, review, and planning activities, 
sees that this money is used correctly and honestly. One may say, therefore, that the 
average corporation employs both a treasurer and a controller as a “check and bal- 
ance” arrangement. The inspection duties of the controller and the custodial duties 
of the treasurer are logically separated so that less chance of theft and other irregu- 
larities exists. Strangely enough, this idea is not often stated in print, but it is per- 
fectly plain in the responses of many of the participants in this report. The vice 
president of finance, in a very large corporation, fits in logically as a buffer between 
the treasurer and the controller. In such large firms accounting: and auditing (and 
many other duties) so occupy the time of the controller that he cannot participate 
adequately in general financial management. The custodial and external financial 
duties of the treasurer are likewise greatly expanded in the very large firm. In such 
a case the third financial officer becomes more necessary. 


The director of the budget in a corporation is usually made responsible to the 
chief financial officer, although he sometimes reports directly to the president. 


FINANCIAL PLANNING FUNCTIONS OF THE BOARD OF DI- 
RECTORS. The functions of the board of directors in financial planning may 
be specified in the corporate by-laws, but this is not usual. The broad responsi- 
bilities that the law places upon the board of directors, however, necessarily 
imply that they will assume this task. Holden, Fish, and Smith (Top-Manage- 
ment Organization and Control) report: 


In substantially all the companies reviewed, the board of directors establishes 
broad basic policies, handles major financial matters, selects the officers and sets 
their salaries, and takes care of other matters of a similar character. In addition, it 
receives reports from the management on the company’s operation since the last 
meeting, and passes judgment as to whether, in view of circumstances, the results are 
satisfactory. 


Gordon, in a study published by the Brookings Institution (Business Leader- 
ship in the Large Corporation), commented on the above statement as follows: 


How much of the activities that these writers attribute to directors represents actual 
practice in the particular companies that were studied, and how much is merely a 
summary of what was found in the companies’ by-laws, we are not in a position to say. 
We should suppose, from our own study, that this part of their analysis reflects condi- 
tions as they are supposed to be rather than conditions as they actually are. 


Gordon, reporting the results of his own study, states: 


... executives rather than directors make the bulk of decisions which enter into 
she leadership function in the large corporation. This is particularly true of initiation. 
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Origination and formulation of proposals almost invariably come from the executive 
group, and directors, insofar as they participate at all in the decision-making function, 
do so through their power to veto or approve decisions laid before them by the chief 
executive. By virtue of this fact, the creative and dynamic elements of business 
leadership cannot be expected to develop out of the deliberations and activities of the 
board as a formal group . . . but absence of initiation by the board holds today in 
the larger corporation even for major financial matters, including investment policy 
and expansion programs. However real in some cases may be the board’s veto power 
over the chief executive’s recommendations in these fields, the initiation—seeing the 
need for action and formulation of a plan—comes from the executive group, even on 
the broadest financial questions. 


The extent to which the board of directors dominates financial planning in 
practice varies widely. Some boards leave such planning almost entirely to 
operating officials. In other instances, the board consists in large part of these 
operating officials. Frequently the board discusses basic long-term objectives 
of the enterprise, setting financial goals for the officers to achieve. 

The board of directors is responsible, in any event, for dividend policies, the 
establishment of allowances out of retained earnings, and changes in capital struc- 
ture. The by-laws of most corporations provide that appropriations above a 
specified sum for capital expansion or rehabilitation of plant and equipment must 
be approved by the board. Holden, Fish, and Smith found that “the determina- 
tion of the amount and sources of working capital is a board function in approxi- 
mately one-half of the companies and a management function in the remainder. 
There are by-law provisions in several cases which stipulate this action as a 
board function. In one instance a by-law provision even specified the actual 
amount of money to be reserved as working capital.” With reference to sub- 
sidiaries, they found that “in only one-fourth of the companies are financial 
relationships with subsidiary or affiliated companies a matter for board considera- 
tion. Where the management has authority for this function, a few companies state 
that the board sets limits for loans or credits within which management has 
complete freedom of action.” 

By-laws may provide that the board of directors should select the banks in 
which the corporation will maintain its accounts. Pension and _ profit-sharing 
plans are almost invariably subject to board approval, as is usually the case 
with fixing compensation of corporate officers. 


Financial Executives on the Board of Directors. Financial executives are 
frequently included on the board of directors, and so participate in financial 
planning in a dual capacity. 

The National Industrial Conference Board (Business Policy Study No. 103), 
in a survey of 456 manufacturing companies, found the following representation 
of financial executives on boards of directors: 


Number of 

Position Companies 
Vice-Presidents, Finance 31 
Secretaries 79 
Secretary and Treasurers 99 
Secretary and Controllers 4 
Treasurers 106 
Controllers * 


Financial, other 12 
“4 282 


15-38 FINANCIAL PLANNING 


If operating financial executives are on the board, the latter keeps in closer 
touch with financial planning and operations. Financial executives, in turn, are 
in a better position to implement policies favored by the board, and to integrate 
their own financial planning with that of higher authority. 


Reports to the Board of Directors. To aid the directors in planning the 
broader financial phases of business operation, adequate reports are required. 
Some companies furnish board members with fairly detailed financial reports at 
each meeting, supplemented with interim reports as these become available. If 
the board passes upon the budget, an opportunity should be afforded directors 
to acquaint themselves with the facts and figures before asking them for formal 
approval. Budget estimates should be supported by adequate data on past results, 
eurrent conditions, and estimates of the effect of the plan of operations upon the 
financial condition and profits of the enterprise. Holden, Fish, and Smith cite an 
interesting practice followed by one management at its monthly board meetings: 


A set of large wall charts is prepared each month. These charts present financial, 
production and sales data. Even the balance sheet is drawn up in magnified form. The 
purpose of these charts is to focus the attention of board members on each item being 
discussed by the president, Prior to adopting this practice, the directors were provided 
with reports, and during the president’s discussion they were often observed thumb- 
ing through the reports and giving their attention to pages or portions not being dis- 
cussed. Now, after the full presentation by the president, the directors are handed 
the reports as heretofore. 


Board Committees. To conserve the time of board members and to expedite 
planning and action, the majority of boards of larger corporations have ap- 
pointed committees of directors for special functions. With respect to financial 
planning, formal committees probably are still not the common practice, but 
their use appears to be increasing. For example, a 1962 study by the N.I.C.B. 
(Business Policy Study No. 105) found that, “the use of formal committees as 
an aid to the management of financial and accounting affairs is gaining wider ac- 
ceptance . . . a substantial majority of the 141 committees examined have been 
created within the past ten years, many within the past five years.” 

Of the companies that have recently formed financial committees, the study 
found that most cited the need “. . . for a means of strengthening communica- 
tions and control, because of their growth, decentralization, and increased com- 
plexity of operation.” In the instances where corporations do not have financial 
committees, the executive committee of the board frequently includes in its 
duties decisions on financial and accounting matters. 


The N.I.C.B. study lists the following six committees commonly employed as 
aids to financial planning and management: 


Finance Committee 

Capital Appropriations Committee 
Budget Committee 

Pension or Retirement Committee 
Salary Committee 

General Accounting Committee 


With respect to the finance committee, the study indicates: 


Of all committees used in financial and accounting management, the finance com- 
mittee generally has the broadest responsibility and wields the most power. How- 
ever, only 15 percent of 194 industrial companies studied have a finance committee. 
Of these, sixteen are committees of the board of directors. 
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Most finance committees pass on or recommend action on a broad range of financial 
matters, such as equity financing, capital budgets and expenditures, dividend policy, 
forecasts and future planning, and expansion programs. Their recommendations are 
frequently tantamount to board action. 


The finance committee, if it exists, is responsible for planning finances. Duties 
of the finance committee vary, but they invariably include consideration of the 
budget and of the financial policies reflected in the budget. Proposals for capital 
expenditures above a prescribed minimum, changes in capitalization, new financ- 
ing, dividend declarations, the setting up of reserves, and salaries of officers and 
employees above a stated level are passed upon by the finance committee, which 
recommends action to the board of directors. 
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CURRENT ASSET PLANNING 


Nature of Working Capital 


7 DEFINITION OF WORKING CAPITAL. The term working capital 
1s variously defined for different purposes. To the business man, working capital 
comprises the current assets of the business, however obtained. It is common 
for a business man to say that he borrows at short term from the bank to in- 
crease his working capital. By this he means he increases his current assets, but 
obviously not the excess of current assets over current liabilities. Economists, also, 
use the term working capital to mean all current assets in a business, however de- 
rived. The credit man, the accountant, and the investment analyst, on the other 
hand, usually define working capital as only the excess of current assets over 
current liabilities, or the net current assets. To distinguish these two uses of 
the term, a distinction may be drawn between working capital, comprising the 
current assets of the business, and net working capital, which is the excess of 
current assets over current liabilities. 

As here used, current assets comprise cash, readily marketable securities held 
as investments, other items that are considered equivalent to cash, and assets 
that in the normal course of business will be converted into cash within a year or 
less, such as accounts receivable and merchandise inventory. Current liabilities 
comprise debts that will, in the ordinary course of business, be liquidated within 
a year, such as notes and accounts payable. 

Earlier economists used the term circulating capital in referring to working 
capital, to emphasize the fact that such assets constantly change in form. John 
Stuart Mill defined circulating capital as capital “which fulfills the whole of its 
office in the production in which it is engaged by a single use,” to contrast it with 
fixed capital. Some economic writers have used the term operating capital in 
referring to working capital. 


TYPES OF WORKING CAPITAL. Working capital is often classified 
as permanent, regular, or normal on the one hand, and seasonal on the other. 
Permanent working capital constitutes the minimum of current assets required 
to conduct the business, even during relatively dull seasons. The additional 
working capital in the form of cash, receivables, and inventory required during 
the more active business seasons of the year constitutes the additional seasonal 
working capital that the enterprise needs. In most industries, the amount of 
permanent and seasonal working capital required by a business will also vary 
greatly in the several stages of the business cycle. During a depression, the need 
for both will decline, whereas during periods of prosperity both permanent and 
seasonal working capital needs expand sharply. Some writers term added seasonal 
and cyclical working capital requirements as variable working capital. 

Every business must be prepared to meet additional working capital needs in 
an emergency, such as a strike, floods, or fire. These risks can be minimized by 
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insurance in many, but not all, instances. If such emergencies tend to recur fre- 
quently, as in a large, far-flung enterprise, the cash needs arising from them are 
more properly classified as part of the permanent working capital requirements. 


EXCESS WORKING CAPITAL. A distinction should also be drawn 
between the true working capital requirements of the business and the excess 
working capital retained as a contingency fund to be used for whatever need 
may arise. At one time it was common for business to rely upon the banks for 
seasonal and even for part of its regular working capital needs, while few con- 
cerns had a surplus of liquid resources available for contingencies. During most 
of the period since World War II, large earnings and the ease with which money 
could be raised in the security markets enabled numerous concerns to build up 
their cash resources. As a result, they could not only finance all their prospective 
working capital needs but were also able to maintain excess balances, often in- 
vested in marketable securities or other liquid assets, that could be used to 
finance future expansion, to cover operating losses, or to meet other contingencies. 


Advantages and Disadvantages of Large Contingency Funds. The advan- 
tages of maintaining a large contingency fund over and above the working capital 
requirements of the business have been summarized as follows (Stillman, Con- 
troller (now Financial Executive), Vol. 27) : 


The executive managers of many major corporations have become increasingly 
desirous of maintaining a level of cash funds which is in excess of the foreseeable 
operating needs of business. The extra cash is regarded as a reserve, which permits 
latitude and rapid decision, within limits, in matters involving plant expansion, ac- 
quisitions of other companies, acceleration of research or advertising activites, and 
the like. These excess liquid resources also represent a hedge against the vicissitudes 
of a business slump or other unforeseen emergencies. To a considerable extent, the 
growing penchant for long-range planning is supported by the confidence which man- 
agement derives from the availability of substantial quick assets. 


The practice of maintaining a surplus of cash resources for unspecified con- 
tingencies has been criticized on the ground that it may lead to wasteful outlays, 
carelessness about costs, delay in adjusting operations to changing business con- 
ditions, and a lower average net return on investment in the enterprise. This 


critical viewpoint has been expressed as follows by Guthmann and Dougall 
(Corporate Financial Policy) : 


. redundant current funds reduce the return on investment and encourage waste 
and manipulation. Each dollar should do as much work as possible, but idle and un- 
necessary dollars might better be distributed to the owners of the corporation or be 
used to reduce debts and save on interest charges. 


Reflecting this same notion, the vice-president and treasurer of one large con- 
cern has pointed to the fact that his company’s financial planning “. . . includes 
the policy of carrying as little cash as is practical for our operation. Any excess 
cash over this requirement is automatically used to reduce our short-term debt 
under the flexible arrangements possible with our type of credit agreement.” 
(Reed, Financial Executive, Vol. XX XI.) 

As a result of these diverse attitudes, there has been no striking change in the 
overall ratio of current assets to current liabilities of all American corpora- 
tions in recent periods. Between 1950 and 1962, the ratio declined somewhat, 


from 2.02 to 1.79 times, as seen in the following statistics compiled by the Securi- 
ties and Exchange Commission: 
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Current Assets and Liabilities of United States Corporations * 
December 31, 1950, 1960 and 1962 


(In billions of dollars) 


19507 196077 1962747 

@unrenpsassetss Cotas sae res ote Mine, eee 161.5 289.0 325.9 
Cash ont hand sand! ins bamlcsn aa. 2.04, sktacoe ac 28.1 37.2 410 
United States government securities .......... 19.7 20.1 20.1 
Receivables from United States government.... 11 ol 3.6 
Notes and accounts receivable ................ Bond 126.1 146.5 
PTIVCTAC OTIS ee marti ee ire ee ee ER ome 918 100.9 
Other current, assets ./psOe Bee She t eee te) 18 10.7 13.8 

Cumentaabiliieswtotalachencnsccee fee eee 79.8 160.4 181.9 
Advances and prepayments, United States gov- 

CIMIMEIN irae SEs Ne Oe eek Go scons ete A 18 2.0 
Notes and accounts payable .................. 47.9 105.0 119.8 
Federal income tax liabilities ................. 16.7 13.5 14.9 
@thercurrent) habilities™.a.3 20k ei eel i, O48 40.1 45.2 
INei Wworkingucapital’ 2...2 pera ee eee 81.7 128.6 144.0 


* Except banks, savings and loan associations and insurance companies. 

+ 1950 figures from United States S.E.C. Statistical Bulletin, Vol. 13, No. 10, Oct. 
1954, p. 14. 

ti 1960 figures from United States S.E.C. Statistical Bulletin, Vol. 22, No. 7, July 
1963, p. 20. 

Tit 1962 figures from United States S.E.C. Statistical Bulletin, Vol. 22, No. 10, Oct. 
1963, p. 19. 


Note: Figures are adjusted to balance. 


The slight decline in the current ratio, and more significantly the drop in the 
percentage of cash to total current assets from 17.4% in 1950 to 12.6% in 1962, 
probably reflect the techniques that have been developed to utilize cash more 
efficiently in business operations, as described below. 


CIRCULAR FLOW OF WORKING CAPITAL. At the organization of 
a business, cash is provided by the owners. A part of the cash is invested in 


INVENTORY RECEIVABLES 


CASH 
Fig. 1. The working capital cycle. 
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fixed assets—machinery, plant, furniture, etc-—and the remainder is kept avail- 
able to meet current requirements. Out of this latter sum, merchandise is 
purchased in either finished form or in the form of raw materials that are then 
processed into finished goods. These goods are sold and thus converted again 
from merchandise into accounts and notes receivable. Upon collection of the 
receivables, cash flows back into the business. The cycle completed, the cash be- 
comes available to repeat the working capital eycle once again. (See Fig. 1.) : 

To illustrate, assume $50 in cash is used to acquire raw materials. Another 
$100 is expended for labor and manufacturing expense. The goods costing $150 
are then sold for $200, and after a lapse in time are paid for, so that cash in the 
amount of $200 flows back to the business. With the completion of the cycle, the 
sum of cash returned is found to exceed the amount paid out by the amount of 
the gross profit. The continuity and rate of flow from one phase of the cycle to 
the other are major factors affecting the earning power of the enterprise. In a 
profitably run business, every completed cycle yields a return. A constant and 
rapid circulation of working capital provides the enterprise with a stream of cash, 
the only asset ordinarily acceptable in liquidating the claims on the business made 
by its creditors, employees, government, and the owners. 


Administration of Current Assets 


CASH. The most liquid portion of the working capital of a business consists 
of its cash. This comprises both the cash that is actually to be used in the financ- 
ing of current operations and the additional sums of cash that are held for other 
known and possible uses. 

The bulk of the cash is customarily held on deposit in banks, except for lim- 
ited sums of money required for petty cash and payrolls, as well as receipts that 
have not yet been deposited in the bank. Enterprises whose operations cover a 
wide area may maintain their deposits in a number of banks, both for convenience 
and to secure the goodwill and guidance of local bankers in each community where 
they operate. Before 1933, when bank failures were relatively frequent, such a 
policy involved a risk of loss, but this has been minimized since by Federal de- 
posit insurance and other remedial measures that have been adopted. Deposits 
up to $10,000 in an insured bank are protected by Federal insurance. 

Corporations operating abroad face a special problem because part of their 
cash consists of foreign currencies subject to the risk of exchange depreciation 
and transfer restrictions. These risks usually make it desirable to keep foreign 
cash balances at a minimum, even if some loss is involved in transfers. Cash held 
abroad may be hedged through sales of foreign exchange for future delivery, or 
funds may be withdrawn through shipments of goods from the country where 
exchange controls permit. 


INVESTMENT OF SURPLUS CASH. If cash materially exceeds near- 
term needs of the business, a large part may be invested in order to secure some 


return on this liquid portion of the assets of the business. Available investments 
include: 


Time Deposits in Banks. A modest rate of return may be obtained by de- 
positing the portion of the cash not immediately required in a bank as a time 
deposit, which is subject to advance notice of 30 days to 6 months before with- 
drawal, or against a certificate of deposit with a fixed maturity. Starting in 
1961, banks began to issue interest-bearing negotiable and marketable Time 
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Certificates of Deposit. The banks may pay interest on time deposits, although 
the payment of interest on demand deposits is barred by law. 


Short-Term Treasury Obligations. The most common investment for cor- 
porate funds is short-term government securities, which give the twin advantages 
of safety and liquidity. Treasury bills, certificates of indebtedness, tax anticipa- 
tion notes, and Treasury notes and bonds maturing within 5 years are available. 
Nearness of maturity minimizes risk of price depreciation, should these invest- 
ments be sold before they mature. (See also discussion of Government Obliga- 
tions, Section 11.) 


Long-Term Treasury Obligations. These involve more risk of price fluctu- 
ation due to changes in the level of interest rates. Hence, their purchase can be 
justified only to a limited extent with funds that are unlikely to be required in 
the business for an indefinite period. As stated by Stillman (Controller, now 
Financial Executive, Vol. 27): 


Although a good yield on investments is a desirable objective, safety of principal 
should certainly be the primary aim. During periods of declining interest rates it is 
easy for the investor to be lured into placing his funds into increasingly longer matu- 
rities, with the objective of maintaining the eroding yield on his investments. This 
practice can prove a snare, as was demonstrated in the aftermath of the speculative 
government bond market which existed in 1958. 


Federal Agency Obligations. Various Federal agencies have been created to 
help meet specialized financing needs of the public. Although neither the prin- 
cipal nor interest of the bonds and notes issued by these agencies is usually guar- 
anteed by the Federal government, the obligations are considered to be of high 
quality. 


Commercial Paper and Bankers’ Acceptances. Commercial paper represents 
the unsecured promissory notes of large corporations sold at a discount whereas 
bankers’ acceptances are drafts drawn on and accepted by a bank. These are 
high-grade, money-market instruments that have become more popular in recent 
years with corporate money managers seeking short-term outlets for their funds. 
(See discussion of Money Markets in Section 1.) 


Repurchase Agreements. These involve the purchase of securities, ordinarily 
government obligations, by a corporate investor from a dealer and their simulta- 
neous resale to the dealer at a specified future delivery and payment date. Cor- 
porate money managers familiar with money-market operations have been at- 
tracted to these agreements because they can be tailored to individual cases and 
afford a relatively good return. 


Corporate Securities. Every enterprise incurs numerous risks in the conduct 
of its own business. The cash retained as a contingency fund should be regarded 
as an “iron reserve” that should be readily available for any event that may 
arise. There is no justification, therefore, for a business corporation to invest 
surplus cash in corporate securities, particularly those of a speculative character. 
Formerly, it was not uncommon for corporations to invest surplus cash in cor- 
porate securities for income and profit, but heavy losses have discouraged this 
practice. Needless to say, these remarks do not apply to investment in securities 
of subsidiaries, to the purchase of a corporation’s own securities for actual retire- 
ment or resale to employees, or to investments in corporate securities by invest- 
ment companies. Also, they do not apply to the investment of pension, insurance, 
and other funds that are not in fact part of the cash resources of the business. 
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Loans to Officers or Employees. Such advances may be justified on a small 
scale in individual instances. They cannot, however, be regarded as a proper in- 
vestment for surplus cash. Rather, they should be considered a part of personnel 
costs, and repayment should be sought as soon as practicable. 


TAX CONSIDERATIONS. §§531-7 of the Internal Revenue Code impose 
a punitive surtax upon corporations that retain earnings beyond the “reasonable 
anticipated needs” of the business. If excess working capital has been accumulated 
from earnings, and particularly if the excess has been invested in securities, the 
corporation should be prepared to state specific business reasons to justify the 
retention of the earnings rather than their distribution as dividends. If the funds 
have been accumulated for future expansion, definite plans for such expansion 
should be available to the Internal Revenue Service. Vague or indefinite plans, or 
unsupported opinions to the effect that the corporation will eventually need the 
money, may not be sufficient to avoid the imposition of a surtax. 


RECEIVABLES. The volume of credit extended by a business to its cus- 
tomers is measured by its receivables—accounts and notes receivable. The volume 
of receivables is determined by sales and credit policies, as well as by the effective- 
ness of collections of outstanding accounts. Since this function involves the final 
stage in the working capital cycle—the conversion into cash of receivables pre- 
viously created by sales of merchandise on credit—it is of prime importance. 
Even if purchasing, production, and sales are efficiently conducted, careless credit 
and collection policies will result not only in losses due to bad debts, but also in 
the freezing of a large amount of current assets into slow or doubtful receivables. 

The total volume of credit extended to customers must thus be under constant 
surveillance as one aspect of working capital management. If necessary, selling 
policies should be adjusted to keep receivables within the desired bounds. This 
requires, in turn, customer credit limits, sometimes referred to as maximum 
ledger balances, for each account. Factors usually considered in setting the 
maximum of credit to be extended to a customer include his financial condition, 
character, ability, the nature of his business, age of his enterprise, its net worth, 
sales volume, margin of profit, and previous ledger experience with him. The 
greater the profit margin, the higher the credit limit that can safely be extended. 
Generally speaking, for the group of customers where the anticipated bad debt 
loss equals the expected net profit on sales, no credit should be extended and only 
C.O.D. terms should be granted. 

Although terms of sale are generally governed by established trade practices, 
they may be modified in particular instances. Also, strictness of enforcement of 
sales terms varies. Cash discounts are often desirable because they speed up 
accounts receivable turnover, but they may be a very costly means of raising 
cash and, if not required by custom, their continued use should be critically re- 
considered from the viewpoint of relative cost of working capital. If trade prac- 
tices demand the allowance of discounts, management should make certain that 
customers pay within the stipulated time set in the credit terms to secure the 
discount. The granting of discounts if payment is delayed beyond the specified 
period results in an even greater cost for the use of cash so obtained. 

Management can readily test customer adherence to credit terms. For exam- 
ple, in a concern that carries average receivables of $50,000 and has net annual 
sales of $600,000, the turnover of receivables is 12 times, so that receivables are 
converted into cash once every 30 days. If the terms of sale are 2% 10 days, net 
30 days, it is apparent that either no customers take advantage of the discount 
and pay within 10 days, or that many customers pay late, beyond the 30-day 
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period. An examination of the ledger experience will focus attention on slow 
payers, and limitation of further credit extension to them should reduce accounts 
receivable and free cash for other uses, 

Efficient collection practice, by reducing the amount of receivables, is a vital 
part of working capital management. Laxity in this regard may tie up an undue 
amount of cash, as well as increase credit losses. 


INVENTORIES. Measured by dollar value, inventories constitute the major 
element in the working capital of many businesses. Control of inventories, which 
for manufacturers comprise raw materials and supplies, goods in process, parts, 
and finished merchandise suitable for sale, is often the most important problem in 
the administration of working capital. 


Objectives of Inventory Control. Administration of inventory is designed to 
regulate the size of the investment in goods on hand, the types of goods carried in 
stock, and turnover rates. Effective inventory control should provide adequate 
stocks of goods of proper quality to meet the requirements of production and 
sales, while at the same time keeping the required investment to a minimum. In- 
creases or decreases in the inventory investment must be tested against the effect 
on the company’s return on investment, as well as working capital needs. 


Factors Determining Size of Inventory Investment. The investment in 
raw materials inventory by a business depends on the nature of the productive 
process and, more significantly, on purchasing policies. The minimum inventory 
is the amount necessary to keep production schedules going. Hand-to-mouth buy- 
ing policies result in inventories at or near this minimum, whereas much larger 
stocks on hand result from forward buying or speculative current purchasing. 

The investment in goods-in-process is usually determined chiefly by the length 
of the productive process. Industries that have a very short production period, 
such as canneries and paper mills, have a relatively smaller investment in goods- 
in-process than, say, manufacturers of heavy electrical generating equipment or 
shipbuilders. But review of production and sales policies may reduce inventories 
of goods-in-process in particular instances. 

Management usually has more control over the investment in finished goods 
inventories, which are more sensitive to the coordination of production and sales. 
The nature of the demand for a product affects production planning. If a strong 
seasonal demand exists, manufacturers have to produce and store goods in large 
quantities prior to their sale. Even in industries producing staple products en- 
joying a steady demand through the year, some anticipation of requirements 1s 
essential, necessitating maintenance of finished goods inventories. Also, to keep 
down overhead costs per unit, the rate of operations may exceed orders on hand, 
especially where production of small quantities is uneconomical. This factor can 
build up inventories of finished goods rapidly when sales fall off. 

Foulke (Practical Financial Statement Analysis) has suggested a rule-of-thumb 
principle for limiting the size of inventory: 


When a manufacturer or a wholesaler is operating on a tangible net worth between 
$50,000 and $250,000, wide practical experience has indicated that extreme care should 
be exercised in the analysis, even though the ratio of net sales to inventory is in 
satisfactory relationship, if the inventory is greater than three-quarters of the net 
working capital. When the tangible net worth exceeds $250,000, the inventory should 
be no greater than the net working capital. In a retail business with a tangible net 
worth in excess of $50,000, the inventory should be no greater than the net working 


capital. 
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Inventory Control Systems. Various systems have been developed by business 
firms to control their inventory. Certain of them may be more suitable for par- 
ticular products and a multiproduct concern may employ several methods. Hoff- 
man describes the following systems (Inventories—A Guide to Their Control, 
Costing, and Effect Upon Income and Taxes) : 


Min-Max System—This is one of the oldest methods and is still widely used. For 
each item of inventory a maximum level is set that demand presumably will not 
exceed as well as a minimum level representing a margin of safety required to 
prevent out-of-stock conditions. The minimum level governs the ordering point. 


The Two-Bin System—In this system, the stock of each item is separated into 
two piles or bins. In the first is sufficient stock to satisfy demand between the 
receipt of an order and the placing of the next one. In the second bin is the 
safety stock. When the first-bin stock has been exhausted reordering occurs, 
while the stock in the second bin is used to cover requirements. 


Order Cycling System—In this system, periodic reviews are made of each item 
of inventory and orders are placed to restore stocks to a prescribed supply level. 
The frequency of review generally depends upon the eriticalness of the item. 


Statistical Inventory Control Systems—Mathematical approaches have been de- 
veloped to help in inventory management decisions. Despite the interest in this 
area, stimulated by operations research and the computer, the National Associa- 
tion of Accountants found in a field survey that “relatively few of the companies 
approached did report the application of these mathematical concepts to their 
own inventory management.” (N.A.A. Res. Rep., No. 40, Feb. 1964.) 

Turnover Rates—A desirable inventory-to-sales ratio is employed as a guide 
for management action to modify procurement so as to bring inventories into line. 


The’ Perpetual Inventory Control System—In this system the removal or re- 
ceipt of each item of inventory is recorded and new balances are calculated. In- 
formation is also kept on maximum, minimum, reorder point, and order quantity 
for each item. Because of the considerable clerical effort involved, computers may 
be employed in the operation of such a system: 


Budgetary Control Systems—Through budgets, inventory consumption and 
levels are coordinated with expected usage. 


Inventory Valuation. High inventory valuations result in an overstatement 
of earnings, a false sense of adequacy of working capital, possible overly liberal 
dividend and bonus distributions, and excessive tax payments. On the other hand, 
understatement of inventory values minimizes financial strength and could lead 
to eventual heavy tax burdens if the inventory is disposed of and added profits are 
realized in a period of high tax rates. Avoidance of these extremes is facilitated 
by adopting a basis of valuation that minimizes the effect of commodity price 
changes. 


The chief methods of inventory valuation currently in use are: 


Specific cost. 

First-in first-out. 

. Average cost. 

. Last-in first-out. 

. Cost or market, whichever is lower. 
. Inventory valuation. allowances. 


Onrwnre 


The first four methods are variations of actual cost. Specific costs are em- 
pioyed where physical units can be differentiated and the actual price paid for 


WORKING CAPITAL REQUIREMENTS 16-9 


each unit is known. The. first-in first-out (FIFO) method uses the most recent 
price paid for the goods as a basis for valuation, so that it gives inflated inventory 
values in periods of rising prices and understated values in periods of falling 
prices. The average cost, involving use of simple, weighted, or periodic averages, 
is merely an attempt at pricing inventory at the average of prices paid over a 
period of time. The last-in first-out (LIFO) method results in a matching of the 
cost of current purchases against current sales, so that the valuation basis for in- 
ventory does not ordinarily change despite fluctuations in prices. 

Cost or market, whichever is lower, is a combination of both actual cost and 
replacement cost. Under conditions of declining prices, the inventory value will 
be reduced to market price, so that working capital will decline to reflect anticipa- 
tion of future losses. When prices are rising, the inventory will be valued at cost, 
which will give smaller working capital and profits than would replacement cost. 

Current practice in cost determination for inventories is reflected in published 
annual reports (Accounting Trends and Techniques, 1963, Reporting on 622 Large 
Corporations), which show that 195 companies used last-in first-out, 153 average 
cost, 183 first-in first-out, and the remaining 91 companies a variety of methods. 

The use of inventory revaluation allowances anticipates future price declines, 
style or technological changes or other factors that could reduce the value of 
stocks on hand. They provide protection against overstatement of working capital 
through the use of inventory valuations that may not stand up in the light of 
future developments. Such valuation allowances do not ordinarily lessen income 
taxes payable, as they are not recognized by the Internal Revenue Service as 
reducing taxable income. 

In the selection of a method, consideration should be given to the physical 
nature of the inventory, the frequency and magnitude of price fluctuations, the 
rate of inventory turnover, and the average size of the inventory. (See also dis- 
cussion in Section 8 on Financial Reports.) 


Working Capital Requirements 


FACTORS AFFECTING WORKING CAPITAL NEEDS. A number of 
factors affect the working capital requirements of each business. An appraisal of 
these provides guidance to management in estimating prospective needs. Some 
students of working capital management have listed the following factors as 
pertinent: 


General nature of business. 

. Length of period of manufacture and cost of product. 

Turnover of inventories. 

Turnover of accounts receivable. 

Terms of purchase. 

Terms of sale. 

Expansion of business. 

Seasonal variations. 

. Hazards and contingencies inherent in the particular type of business. 


SOOO RO? SOR CO, KO" 


To this list should be added the effects of cyclical changes in business, long-term 
trends in the industry, and the size of the surplus of liquid resources desired by 
the management as protection against contingencies of all kinds. 


General Nature of Business. A public utility enterprise requires a relatively 
small inventory of supplies. Payment for its service is received in cash promptly 
after it is furnished, and sometimes even before. Hence, its working capital re- 
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quirements are quite limited by comparison with the heavy fixed capital invest- 
ment that is needed. 

At the other extreme is a retail business conducted on leased premises. Its 
current assets constitute virtually all of the assets of such a business. Generally 
speaking, trading and financial enterprises require relatively large amounts of 
working capital, public utilities comparatively small amounts, whereas manu- 
facturing concerns stand between these two extremes, their needs depending upon 
the character of the industry of which they are a part. 


Period of Manufacture and Cost of Product. The longer it takes to make a 
product and the greater its cost, the larger the inventory tied up in its manufac- 
ture. A company engaged in turning out a product that involves an aging process, 
such as a distillery, must make a particularly heavy investment in inventory. On 
the other hand, one engaged in bread baking or meat packing sells the bulk of 
its output daily and therefore, although the investment in working capital is 
quite large, it is turned over far more rapidly. Some concerns making heavy 
machinery and equipment minimize their investment in inventory by requiring 
advance payments from customers as work proceeds on their orders. 


Turnover of Inventories. The ratio of annual sales to working capital or any 
component thereof (turnover ratios) measures the number of times current assets 
are converted back into cash during a year. The higher the rate of turnover, the 
larger is the volume of business that can be conducted with a given amount of 
such current assets. For inventories also, the higher the rate of turnover the less 
the risk of loss due to changes in demand, style changes, and price declines. Al- 
though variations in the ratio of inventory turnover are inevitable as between 
different industries, frequently encountered differences in turnover rates between 
companies engaged in the same industry reflect differing sales policies, efficiency, 
and inventory control methods. 


Turnover of Accounts Receivable. The rate at which accounts receivable are 
converted into cash is primarily a reflection of sales and credit policies. The sale 
may be but the first step in converting merchandise into cash. Prompt collection 
of accounts receivable is essential to complete the cycle. Slow collection of re- 
ceivables can wipe out the benefit derived from a rapid inventory turnover, since 
it ties up funds that could otherwise be used to acquire goods for further sales. 


Terms of Purchase. The more favorable the terms on which the business does 
its own purchasing, the less cash is tied up in merchandise. If only a short period 
of time elapses between delivery and payment dates, accounts payable are smaller 
and more cash is required to finance a given volume of business. By effective plan- 
ning, purchases may be self-financed. This may be seen if one takes, as an illustra- 
tion, a business where 8 days are required for delivery of materials ordered and 
the terms of purchase are 2% 10 days, 30 days net. A minimum inventory of 
only 8 days’ supply is then needed to assure continuous operation. If raw mate- 
rial deliveries are spaced 10 days apart, the company could take advantage of the 
cash discount and still have adequate inventories for operations, provided no in- 
terruption of delivery is likely to occur. In effect, the vendor of the raw material 
finances a 10 days’ supply for the manufacturer at all times in this case. 


Terms of Sale. The more liberal the credit terms offered customers, the 
larger the funds that will be tied up in accounts receivable. Discretion of man- 
agement in setting credit terms is affected by prevailing trade practices as well as 
by changing economic conditions. During depression periods, credit terms are 
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often relaxed to stimulate sales, while in a sellers’ market credit terms may be 
shortened and payment on time strictly enforced because buyers are so eager to 
get goods. 

; Foulke (Practical Financial Statement Analysis) has observed that “every 
industry has its own customs, and in practically every industry the recognized 
terms of sale are constantly being modified by particular concerns so that a 
process of evolution is always going on.” 


Expansion of Business. Growth industries require more working capital than 
those that are static, other things being equal. As a business expands, working 
capital requirements increase, although not necessarily in proportion. More effi- 
cient utilization of working capital is often possible as a business expands to its 
“optimum size,” but efficiency of working capital use decreases when it goes 
beyond that point. 


Seasonal Variation. The wider the seasonal variation in an industry, the more 
additional working capital is temporarily required in the active season. Thus, 
almost all of the current assets of a manufacturer of ladies apparel may be tem- 
porary in nature. As the manufacturer prepares for his active season, his in- 
ventory may rise from practically nothing to a peak reached just as volume de- 
liveries begin. As goods are shipped, accounts receivable replace inventory as the 
significant element of working capital. Final conversion from accounts receivable 
to cash, as customers pay their bills, ushers in the low point in working capital 
requirements. 

A business frequently finds itself with excess working capital at its seasonal 
low point. Diversification of products or activities often makes possible a more 
effective use of working capital throughout the year, reducing fluctuations in its 
amount from one season to another. 


Inherent Hazards and Contingencies. An enterprise operating in an industry 
subject to wide fluctuations in demand and prices for its products, periodic operat- 
ing losses, or rapidly changing technology, requires additional working capital 
to cope with these conditions, over and above its permanent and seasonal require- 
ments. 


Cyclical and Secular Changes. External factors affecting the working capital 
needs of all businesses include the cyclical ebb and flow of activity and long-run 
trends in each industry. Although cyclical and secular economic changes cannot be 
predicted with precision, effective management of working capital requires that 
allowance be made for these fluctuations so that the business will be reasonably 
well prepared for them. 

A contraction in the volume of business done by an enterprise, whether for 
seasonal, cyclical, or secular reasons, tends to expand its cash. This results from 
the reduction in inventory and receivables that usually accompanies a decline in 
sales and curtailment or cessation of spending upon the acquisition of fixed assets. 
When new fixed assets are not being acquired, as is common in depressions, the 
depreciation allowance contributes to the growth of cash, unless the operating 
profit does not suffice to cover at least part of the depreciation charge. Except 
where substantial operating losses are incurred, a business may give a misleading 
appearance of financial strength in a period of reduced activity. As business 1m- 
proves, the cash will dwindle and a shortage of working capital may develop. 

Conversely, in prosperity working capital requirements expand rapidly and 
cash resources are used up at great speed. Not only do inventory and receivables 
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expand rapidly under such conditions, but investment in new fixed assets tends 
largely to exceed the current depreciation deduction. 

Commodity price changes that may accompany fluctuations in the business 
cycle exaggerate the effects on working capital. Expanding volume usually is ac- 
companied by rising prices, and decreasing volume by price declines. 


HOW LARGE A SURPLUS OF WORKING CAPITAL? No rule can 
be laid down to govern the size of surplus working capital resources, because pos- 
sible needs for liquid resources are well-nigh infinite. Provided stockholders do 
not object and penalties are not incurred under Sections 531-7 of the Internal 
Revenue Code, surplus cash resources retained in the business may constitute 
quite a large part of the total investment. If surplus working capital has reached 
excessive proportions, the management may utilize cash to retire its own stock by 
purchase in the open market or through inviting tenders from holders. A partial 
liquidation can be effected by using excess working capital to reduce capi- 
talization. 


Sources of Working Capital 


RAISING PERMANENT WORKING CAPITAL. The portion of the 
working capital of the business that will be required even in less active periods 
should not be raised on a temporary basis. Obviously, if the money for this pur- 
pose is borrowed at short term so that repayment becomes necessary within a brief 
period, embarrassment could result. 

The logical source of permanent working capital is the proprietors of the busi- 
ness. In the instance of a corporation, this means the sale of preferred or com- 
mon stock, or the reinvestment of earnings through the surplus account. In 
either event, funds so acquired can be retained in the business permanently, so 
that no problem of repayment arises while the funds are still required in the enter- 
prise. The larger the proportion of permanent working capital obtained through 
the sale of stock or the reinvestment of earnings, the stronger the credit of the 
enterprise, and hence the more easily will other working capital needs be obtained 
through borrowing or otherwise. 

Next to the sale of stock and the reinvestment of earnings, bond financing pro- 
vides permanent working capital for the longest period of time. However, since a 
bond issue has a fixed maturity, provision should be made for ultimate repay- 
ment, since this should not be done with current assets that will be required in 
the business at that time. The soundest procedure is to provide a sinking fund 
for retirement of bonds issued for permanent working capital. In effect, the bond 
issue then merely anticipates the retention of earnings to provide the permanent 
working capital of the business. (See also Section 14, Long-Term and Intermedi- 
ate-Term Borrowing.) 

Similar in character to a bond issue as a source of permanent working. capital 
is a term loan from a:bank or insurance company. Such a loan is generally of 
shorter maturity than a: bond issue, but gradual repayment is always —provided 
for through regular payments on account of principal. 


Short-Term Borrowing. Less desirable than the sources of permanent work- 
ing capital listed above are short-term borrowing expedients. Smaller concerns 
and larger enterprises with limited capital and poorer credit are compelled to use 
shorter-term bank loans, factoring, and other expedients more suitable for raising 
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seasonal and other variable working capital. However, profitable concerns with 
insufficient capital have often secured their permanent working capital by short- 
term borrowings that are renewed repeatedly as they fall due. Bank loans in par- 
ticular have been used in this way, although to a decreasing extent in the last two 
decades or so. 


Financing the Small Business. A small business is often at a handicap com- 
pared with a large concern in raising permanent working capital (see also Sec- 
tion 9, Selling Securities). Accordingly, the Small Business Administration, 
which in 1953 became the successor to the Reconstruction Finance Corporation, 
was created to help small businesses in various ways, particularly granting of 
financial assistance. 

The SBA commented as follows regarding its program (1962 Annual Report to 
The President and Congress—Small Business Administration) : 


Difficulty in obtaining adequate financing on reasonable terms continued to be a 
major problem of small business in 1962. The SBA helped with the problem through 
counseling on financial matters, assistance in obtaining private financing, loans in 
participation with banks, and direct Government loans. 

During the year SBA approved nearly 6,000 loans to help small firms strengthen 
their operations, expand and modernize their facilities, and increase job opportunities 
in their communities. The agency also introduced a new loan plan designed to en- 
courage additional banks to Join with SBA in loans to small businesses. 


Under authorization granted in 1958, the SBA also extends assistance to pri- 
vately owned small business investment companies that provide both equity 
capital and long-term loans to small business concerns. The 1962 report pointed 
out: 


The SBA licensed more than 200 additional small business investment companies 
to provide long-term loans and equity capital to small firms. By the close of the year, 
the SBIC’s had well over a half billion dollars of capital for use in smal] business 
loans and investments, and had stepped up their rate of financing small firms. As of 
the year end, they had made more than 6,900 small business loans or. investments 
totaling about $360 million. 


RAISING VARIABLE WORKING CAPITAL. Working capital required 
for limited periods of time may be secured from temporary sources. Many busi- 
nesses have found, however, that they prefer to raise seasonal and cyclical working 
capital also from the more permanent sources such as reinvested earnings or the 
sale of stock or bonds. In this way, they avoid incurring short-term liabilities that 
may prove embarrassing should working capital needs be larger or longer-lasting 
than anticipated. 

A part of the variable working capital requirements can be obtained from trade 
creditors, covering the period between the receipt of goods purchased and the 
date of payment. The longer this period, the less necessary it becomes to seek 
financing elsewhere to finance inventory and even receivables, if the terms of 
payment will cover part of the period after the goods have been purchased but 
before payment is received from the ultimate purchaser. 

Working capital requirements may be reduced by offering favorable credit 
terms to customers. Through allowing a cash discount for prompt payment, the 
volume of outstanding accounts receivable can be reduced sharply. However, a 
cash discount may be a costly way to finance, since. offering terms of 2% 10 days, 
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30 days net is equivalent to lending money at the rate of approximately 36% per 
annum (in effect, 2% is charged for the use of funds for a period of only 20 days). 
Nevertheless, cash discounts are allowed in many trades, both as a matter of cus- 
tom and because prompt payment of accounts tends to reduce credit costs and 
risks as well. Efficient credit and collection practice accomplishes the same result. 


BANK LOANS. The most widely used source of temporary working capital 
is the bank loan, particularly the unsecured commercial or industrial loan made. 
by the bank to finance short-term working capital needs. Such loans may run 
from 30 days to several months, with renewals not uncommon. 

If the credit of the borrower is not rated highly enough by the bank to grant 
a loan requested, if large sums are required, or when the bank has doubts about 
the purpose of the loan or the conduct of the borrower’s business, collateral may 
be sought. This collateral may consist of goods, accounts, and notes receivable, or 
government obligations or other marketable securities. 

Exacting credit standards applied by commercial banks, and pressure by many 
banks in the past for repayment of loans as unfavorable business conditions de- 
veloped, caused business managements generally to seek other sources of working 
capital following the World War I period. Many concerns used large earnings and 
the proceeds of the sale of securities in the favorable markets of the 20’s to become 
independent of bank borrowing at that time. Others turnsd to specialized lenders 
or government lending agencies. 

Over the past several decades, however, banks have become increasingly aggres- 
sive in competing for commercial loans. They have tended to discard the tradi- 
tional notion of confining their activities largely to short-term, so-called self- 
liquidating loans. At present, they participate actively in many different kinds of 
business financing, such as granting loans secured by accounts receivable, com- 
modities and equipment, as well as providing relatively long-term loans. (See dis- 
cussion in Section 5, Banking Services and Procedures.) 


ACCOUNTS RECEIVABLE FINANCING. Accounts receivable may be 
financed either through the outright sale of such accounts by the business, or 
through borrowing with the accounts assigned as security. The outright sale of 
accounts, known as factoring, has long been used in the textile industry but 
factors have extended their operations to other fields as well. Factors usually pur- 
chase accounts receivable without recourse and it is common to notify the cus- 
tomer that his account has been sold. If factoring is conducted on a continuing 
basis, the seller’s invoice may note that the sum due is payable directly to the 
factor. 

Installment paper is commonly sold on the same basis to a sales finance com- 
pany by the dealer selling goods on the installment plan. It is more common for 
the sales finance company to obtain recourse against the dealer, although part of 
the charge may be set aside as a dealer’s reserve out of which the dealer is ex- 
pected to reimburse himself for losses due to nonpayment of installment notes. 

Loans against a pledge of accounts receivable are commonly made on a non- 
notification basis, and this arrangement is therefore called nonnotification 
financing. This method is preferred by concerns fearful of antagonizing cus- 
tomers by informing them that their accounts have been pledged. Numerous spe- 
cialized finance companies, and more recently commercial banks, have made this 
type of financing of accounts receivable available. The amount of the advance 
usually ranges from 70 to 90% of the face value of accounts receivable, depending 
upon their quality. The interest charges may differ widely, depending upon the 
financial strength of the borrower and his customers. 
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Advantages and Disadvantages. Financing working capital requirements 
through the sale or pledge of accounts receivable offers the following advantages: 


1. The credit of the business may not be strong enough to permit financing in any 
other way. 

2 Where accounts receivable constitute a large part of the assets of a business, as 
in the case of companies selling on the installment plan or those that find they 
must give relatively long credit terms for competitive reasons, the pledge of 
accounts receivable is a logical method of financing. 

3. Interest is paid only upon funds actually received and used in the business, 
rather than upon borrowed money that is not required immediately, or that 
may not be used during the period of a loan because of miscalculation of re- 
quirements. 

4. When accounts receivable are sold, the factor assumes the credit risk, thereby 
freeing the client from the necessity of maintaining a credit and collection de- 
partment. 

5. The immediate cash made available permits an increased volume of operations. 


Disadvantages of accounts receivable financing may include: 


1. The higher rate of interest payable than on bank loans, if the latter are obtain- 
able. 

2. Customers may resent the sale or pledge of their accounts, if they are notified 
that this has been done. 

3. Sale or pledging of receivables may restrict the ability of a company to obtain 
short-term credit from other sources. 


INVENTORY FINANCING. Inventories may be pledged for loans in sev- 
eral ways. The bill of lading of a common carrier, a bonded warehouse receipt, or 
a trust receipt specifying that the goods involved belong to the lender may be 
used. 

As a practical matter, it is often essential that goods be kept on the premises of 
_the borrower. Because of the legal weakness of the trust receipt, field ware- 
housing has been developed to protect the lender in such instances. A field ware- 
house, consisting of a segregated space on the premises of the borrower placed 
under the control of an outside warehouseman, is designed to give the lender 
security comparable to that provided by an independent warehouse. The cost of 
field warehousing ranges from 14 of 1% to 2% of the value of the goods per 
annum, and interest charged by banks and finance companies for loans secured 
by field warehouse receipts ranges from 5 to 13%. The amount loaned may run 
from 65 to 85% of the value of the goods pledged. The amount of the interest 
charged and the percentage of inventory value loaned reflect the financial respon- 
sibility of the field warehouse company, the physical characteristics of the field 
warehouse, the financial position of the borrower, and the character of the mer- 
chandise. The borrower who cannot obtain funds through an ordinary bank loan 
in the required amount finds a field warehouse arrangement helpful because of 
the resulting ability to take advantage of cash and quantity discounts, which are 
often several times as large as the cost of funds obtained in this way. 

Loans on the pledge of commodities were at one time largely limited to staple 
raw materials traded in on commodity futures exchanges. In recent years, this 
technique has been extended to lending on a wide variety of semimanufactured 
and finished goods located on the premises of the borrower. 

The need for exercising great caution in granting loans on warehouse receipts 
was dramatically illustrated by the case of the Allied Crude Vegetable Oil Refining 
Corp. in 1963. Banks, brokerage houses, and other concerns lent many millions 
of dollars on the strength of warehouse receipts certifying the storage of com- 
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modities, particularly soybean oil. When Allied failed and the receipts. were 
looked to, much of the inventories turned out to be nonexistent, causing large 
losses to the lending concerns. 


DEPRECIATION AS A SOURCE OF WORKING CAPITAL. When 
depreciation deductions from earnings are not balanced by new investment in 
fixed assets, an increase in working capital will result if such funds are not used 
to pay off loans or to distribute dividends to stockholders. Under depression con-. 
ditions, a flow of cash to the business may come not only from the sale of products 
and the collection of resulting accounts receivable, but also from depreciation, if 
gross profit is sufficient to cover the depreciation allowance. 

Working capital can, however, be obtained only temporarily from deferral of 
acquisition of fixed assets. Eventually, when additional plant capacity will again 
be needed, the investment in fixed assets may exceed current depreciation, and 
inroads will be made into working capital to acquire new fixed assets unless funds 
are obtained from some other source. Hence, management must prepare for a 
conversion of working capital into fixed assets during a period of expansion. 


TAX LIABILITIES. The deferred payment of taxes can be a source of 
temporary working capital. Taxes are not paid from day to day, but the estimated 
liability therefor is indicated in the balance sheet. The tendency to place cor- 
porations on a pay-as-you-go basis has diminished the significance of Federal 
income tax accruals as a source of working capital. 

Federal, state, and local governments require business to perform the task of 
tax collector. Withheld personal income taxes, old-age benefit taxes, excise taxes, 
and sales taxes are collected by business and then turned over to government. 
The period of time during which business holds and may use these funds ranges 
from a maximum of a month in the instance of withheld income and old age taxes 
to a maximum of about 3 months in the instance of some state and local sales 
taxes. A business acts as a trustee for these funds, and severe penalties are im- 
posed for failure to turn them over to the government at prescribed dates. 


Analysis of Working Capital 


STATEMENT OF VARIATION IN WORKING CAPITAL. The com- 
parison of balance sheets for the beginning and the end of a specific period has 
long been used as a management tool, to check efficiency of the use of funds. The 
“sources and uses” statement has as its purpose the analysis of how funds have 
been procured for the business and how they have been employed. The statement 
of variation in working capital uses this technique to analyze changes in working 
capital components between two dates. A comparison of current assets and cur- 
rent habilities, as shown in balance sheets at the beginning and the end of a 
specific period, shows changes in each type of current asset, as well as the sources 
from which working capital has been obtained. 

A simple illustration is provided in Figs. 2 and 3. After increases and decreases 
have been tabulated, the change in working capital and the sources supplying these 
funds can be determined. 

More thorough analyses of changes in working capital through a source and 
application of funds analysis may be made by incorporating some items from the 
income statement as well. Although a funds statement may also be used to analyze 
cash, its most common application is to working capital. Indicative of its im- 
portance, Mason has stated that, “the funds statement should be treated as a 
major financial statement. It should be presented in all annual reports of cor- 
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X Corp. 


Comparative Balance Sheets 
Dec. 31, 19X5 and Dee. 31, 19X6 
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Increases in 


Decreases in 


Assets— Assets— 
Decreasesin Increases in 
Liabilities and Liabilities and 
Dec. 31,19X5 Dec. 31, 19X6 Net Worth Net Worth 
Assets: 
Casiiyce eave pleas $ 10,000 $ 30,000 $20,000 
Accounts Receivable 35,000 50,000 15,000 
Inventories ....... 50,000 80,000 30,000 
Plant and Equip- ; ; 
ment (net) ..... 30,000 25,000 $ 5,000 
MovalMeNSsets te crrcne $125,000 $185,000 
Liabilities: 
Accounts Payable. . $ 15,000 $ 45,000 30,000 
Net Worth: 
Capital Stock ...... 100,000 120,000 20,000 
Retained Earnings. 10,000 20,000 10,000 
Total Liabilities and 
Capital we eee Ses $125,000 $185,000 — $65,000 $65,000 
Fig. 2. Illustrative comparative balance sheet. 
X Corp. 
Statement of Variation of Working Capital 
Dec. 31, 19X5 and Dec. 31, 19X6 
Increases in Working Capital: 
Gashiga ly Pers pesky Seg Gelso sae REE Ee TE oO IS, I $20,000 
ACG OUMtSin ICCELVIAD]E Mics ofh A bate ota ty btext is NG welsh bisibeoRiets Wath etetande’s jay. /ebaede Dhak stous 15,000 
TOT GOTICS sie toy Wleraiens. decor oe ats craer stoner ste ars oid oassbenscogt ote stale aye td crore otA oxd sa 30,000 
FTO ANTS Pee ee eT. V9 MORTIMER ERS OEE, AS A 65,000 
Sources of Working Capital: 
Micreasestim sea alesn (hom. CredivOns) meter tetas iiss ts lteetstr ite terscer 30,000 
Increase in Capital Stock (from stockholders) ...................eee eee, 20,000 
Increase in Retained Earnings ................. eect tence tess eeeereeces 10,000 
Decrease in Plant and Equipment (from depreciation).................. 5,000 
STB ONA TY Nt a erence MR on a rnd Aa | 4 RRS he eC OE $65,000 


Fig. 3. Statement of variation of working capital. 
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porations and be covered by the auditor’s short-form report.” (“Cash Flow” 
Analysis and the Funds Statement.) The Accounting Principles Board of the 
AIC.P.A. (Opinion Bul. No. 3) substantially agreed, and, early in 1964, the 
president of the New York Stock Exchange urged such action. 

Guthmann and Dougall (Corporate Financial Policy) have summarized the 
uses of the funds statement as follows: 


. comparison of these sources and applications of working ‘funds’ may reveal 
that current funds have been diverted to permanent uses, or that working capital has 
been drained by operating losses or dividends; or the statement may show that in- 
appropriate means of financing have been used. Another purpose of this exhibit is to 
reveal why funds (working capital) may have increased or decreased while accounting 
profits moved in an opposite direction. This statement does not, however, reveal 
shifts among the items making up current assets or current liabilities nor tell whether 
any loss of working capital has unduly weakened financial position. Only an examina- 
tion of the balance sheet at the end of the period will show the end effects of these 
changes and permit ratio analysis to check solvency. 


THE WORKING CAPITAL BUDGET. Efficient management of working 
capital, as of other phases of business financing, entails careful measurement of 
future requirements and the formulation of plans for meeting them. The working 
capital budget is an important phase of overall financial budgeting. This budget 
is to be distinguished from a cash budget that is designed to insure all the financial 
requirements of a business, including funds for the acquisition of fixed assets, re- 
payment of long-term loans, and similar items. The working capital budget 
measures permanent and variable working capital requirements and assures that 
they are provided for as needed. 

Heckert and Willson (Business Budgeting and Control) have described as fol- 
lows the objectives of the working capital budget: 


Working capital is subject to budgetary control in the sense that a proper relation- 
ship must be determined and planned as between working capital and operations. 

The objective of the working capital budget is to secure effective utilization of the 
investment. Such utilization may be measured by the rate of turnover as measured 
against sales or cost of sales. This is the key to the method. Scatter charts may be 
used to learn the behavior of working capital in relation to volume. It is often found 
desirable to refine the relationship and establish separate standards for each element, 
particularly cash, receivables, and inventory. The technique then provides the neces- 
sary information for any volume of business. 


WORKING CAPITAL RATIOS. The ratio analysis of working capital has 
been evolved primarily for credit analysis. However, it can also be used by man- 
agement as a means of checking upon the efficiency with which working capital is 
being used in the enterprise. The most important ratios for working capital man- 
agement are the turnover of working capital, inventory turnover, and the average 
collection period for accounts receivable. (See also Section 8, Financial Reports.) 

Ratio analysis takes two forms. First, the behavior of the ratios for one busi- 
ness over a period of years reveals trends. Secondly, a ratio for one concern can 
be compared with the average for other concerns in the same line of business. In 
making such comparisons, allowance must be made for differences in the character 
of the enterprise and for special policies each pursues deliberately. 

Dun & Bradstreet, Inc., compute regularly, for the preceding 5 years, median 
working capital ratios for different groups of manufacturers, wholesalers, and 
retailers. Although compiled primarily for credit analysis purposes, these provide 
a standard against which a business can check its own ratios. The ratios for the 
period 1951-62 are shown in Figs. 4, 5, and 6 (pages 20-23). 
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The ratios used in the tables are: 


1. Current Assets to Current Debt. Frequently referred to as the current 
ratio, 1t measures the relative ability of a company to pay its short-term debts. 


2. Turnover of Net Working Capital. Derived by dividing net sales by aver- 
age net working capital for a period—generally a year—this ratio measures the 
rate of working capital utilization. A company showing a turnover in excess of 
industry standards may be in need of additional net working capital, to be sup- 
plied by owners through reinvested earnings or the sale of additional stock. A 
concern with a lower than average ratio may have an excess of investment in net 
working capital. 


3. Average Collection Period. The average collection period is equivalent to 
the average number of days required to convert receivables into cash. It is deter- 
mined by dividing average receivables on the books during a year by average daily 
credit sales (net sales + 365). It indicates the extent to which customers are con- 
forming to credit terms, and is thus a reflection of the efficiency of the credit de- 
partment. 


4. Net Sales to Inventory. The number of times in any one period that in- 
ventory is turned over is computed by dividing net sales for a period, generally a 
year, by the average inventory carried during the period. The faster the rate of 
turnover, the greater the profit realized from the investment in inventory, unless 
the high rate of turnover is due to excessive markdowns. 


5. Current Debt to Tangible Net Worth. The ratio of current liabilities to 
tangible net worth shows how much of the capital used in an enterprise has been 
provided by short-term creditors and how much by the owners. The funds 
permanently invested by the owners serve as a cushion for credit temporarily 
extended to the business. Accordingly, the higher the ratio, the greater the risk to 
short-term creditors. 


6. Inventory to Net Working Capital. Inventory is the least liquid of the 
elements in working capital. Its ratio to net working capital shows the extent to 
which the owners of the business have invested in this asset. 


7. Current Debt to Inventory. This ratio relates total current liabilities to 
inventory. This provides another indication of the extent to which the business 
is relying on funds from disposal of unsold inventory to meet its debts. 


LIQUIDITY RATIOS. For some analytic purposes, management, creditors, 
and financing agencies are concerned primarily with the ability of a business to 
turn its assets into cash promptly to meet its short-term obligations. The best 
measure of this is the relationship of cash and United States government securities 
to current liabilities, termed the liquidity ratio. This ratio has been decreasing in 
recent years. For all United States corporations, excluding banks, savings and 
loan associations, and insurance companies (based upon data compiled by the 
United States Securities and Exchange Commission), the ratio was 60% in 1950 
but declined to 34% in 1962. 

A somewhat similar ratio, favored by bank credit men, is that of cash, govern- 
ment securities, and accounts receivable to current liabilities. This ratio, some- 
times called the “acid test” or the “quick assets” ratio, assumes that the ac- 
counts receivable are collectible when due but that there is no similar assurance 
that inventory can be liquidated on short notice. For the same corporations 
mentioned above this ratio also has been declining in recent years and amounted 
to 1.16:1 at the close of 1962. 
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The Cash Budget 


CASH INCOME VS. PROFIT. It is important to bear in mind that the net 
profit from operations, as shown by the profit and loss statement, is not at all the 
same as the excess of cash receipts over cash outgo. Many items of cash expendi- 
ture are not included as expenses in the profit and loss statement; conversely, some 
items of expense do not require a cash outlay in the same period. The difference 
between “estimated net profit from operations” and “estimated excess of cash 
receipts over cash outgo” is not a mere accounting detail, but may be of crucial 
importance in financial planning. Cash planning based upon adding the estimated 
profit for a period ahead to the existing cash balance could lead to wholly mis- 
taken conclusions and financial difficulties. 

Some factors that cause a variation between a statement of estimated profit 
or loss and a statement of estimated cash receipts and disbursements are: 


1. Sales are included in the profit and loss statement, but cash payment may not 
be received until a subsequent period. 

2. Payments to trade creditors for materials and supplies charged to costs of 
operation may be made in a later period. 

3. Many expenses, such as interest or insurance, may actually be paid in a period 
prior or subsequent to that in which they are applicable. 

4. Some items of income may be received in cash in one year, but might be 
applicable to the operations of another year. 

5. Cash receipts from the sale of capital assets are not an element of operating 
income, but they do increase the availability of cash. 

6. Similarly, payments for capital assets are not an element of cost at the time 
they are purchased and paid for, but do absorb cash. 

7. Depreciation of fixed assets is charged to costs of operations, but does not in- 
volve a cash outlay as a rule until a later period. 

8. Estimated uncollectibles and other asset valuation accounts reduce profits, 
but not cash. 

9. Purchase or sale of investment securities may not affect income, but does affect 
cash balances. 

10. The proceeds from the sale of corporate stock or bonds increase cash, but not 
income. 

11. Repurchase or redemption of a company’s bonds or stock decreases cash, but 
not income. 

12. Cash dividends to stockholders decrease the amount of cash on hand. 

13. Such book charges against profit as amortization of patents do not require a 
cash outlay. 


SIGNIFICANCE OF A CASH BUDGET. Since changes in income and 
cash may differ substantially, it is imperative to plan for cash flows. A cash 
budget is the most effective tool to aid planning for the cash requirements and 
resources of a business. It is an inclusive forecast of cash income and outgo and of 
estimated cash balances for a future period. Its primary purpose is to utilize 
existing and anticipated cash resources to finance operations, pay debts as they 
mature, pay for expansion considered desirable, and maintain a satisfactory liquid 
position. 

Cash planning is more than a mere mechanical assembly of estimates of cash 
requirements from expense and capital budgets, and the balancing of these re- 
quirements against cash balances and anticipated receipts. Sales, production, 
pricing, financing, and other policies should be critically re-examined in the light 
of the cash budget, and modified if the latter indicates this to be desirable. 
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INTEGRATING CASH FORECASTS AND THE BUSINESS PRO- 
GRAM. Planning of business operations should be concomitant with planning of 
cash requirements and resources. Inadequacy of cash for working capital needs is 
often given as the most common cause of financial embarrassment. A more accu- 
rate statement would usually be that the business planning was not coordinated 
with cash planning. Large cash outlays are needed for wages, materials, overhead 
expenses, etc., that will not be recovered until collections of accounts receivable 
occur. Prior to the adoption of a plan of operation, therefore, careful estimates of 
the availability of cash to finance the program must be prepared, to make sure 
the company will not find itself forced to borrow on short notice at excessive cost, 
if indeed funds can be secured at all under such circumstances. 

Cash may be likened to an essential lubricant of the business operating machine, 
and it must be provided in the proper amount and at the proper time for smooth 
operation. A shortage of the cash lubricant could force a halt in operations; an 
excess of cash may invite inefficiency. 

A comprehensive operating budget will indicate the sources and amounts of 
cash to become available and the requirements for a future period, providing the 
basic data to be incorporated in the cash budget. Prior to adoption of either the 
operating or cash budget, the financial desirability of the business program as laid 
out should be reviewed by top management. 

If a cash forecast indicates a deficit of resources during all or part of the 
budget period, the entire plan of operations must be re-examined to see if this 
deficit can be overcome internally. It may be that the program is too ambitious 
for the resources available, or that certain budgeted activities can be curtailed or 
delayed until a later date. For instance, in planning product lines it is common to 
set manufacturing costs and distribution expenses against anticipated receipts 
from sales to estimate the profitability of a new product. Consideration should 
be given also to the cash required to manufacture and sell the product. If a 
product line requires large sums of cash to finance its manufacture and market- 
ing, the strain placed upon the financial resources of the company may be found 
to be disproportionate to the anticipated profits. Conversely, a product line may 
show a relatively small margin of profit, but warrant a larger place in the com- 
pany’s operations because the cash required: would be well within the resources 
of the company as revealed by the cash budget. 


LONG-TERM CASH FORECASTS. Long-term cash forecasting normally 
includes any cash forecast in excess of 1 year. But “long-term” must be given an 
elastic interpretation if fluctuations in sales and a weak financial condition neces- 
sitate restricting cash forecasts to a short period such as 1 or. 2 months. A 3- 
month cash forecast might be short-term for one company and long-term for 
another. 

Necessarily, long-term cash forecasts must be tentative, and cannot include the 
details usually found in a short-term forecast. Some cash forecasts are made for 
a 5-year period, and occasionally even longer. Cash forecasts in excess of a year 
are usually broken down by 6 months or yearly totals. 

With respect to long-range forecasting, the National Industrial Conference 
Board (Studies in Business Policy, No. 99), in a study of over 200 companies, 
found that: 


Five years is the most commonly used period for long-range cash forecasts, and 
three years the next most frequently used. Occasionally, projections for as long as ten 
years are made for a specific need; for example, getting an idea of what long-term 
debt structure will look like as a result of a proposed new product line. 
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Many companies, however, do not attempt to forecast more than one or two years 
in the future, because their businesses are unusually sensitive to swings in general 
business activity. Through experience, such companies have found that forecasts of 
greater length are so inaccurate that it is not worth the effort to make them. 


Long-term cash forecasting can be conducted successfully only as part of 
coordinated financial planning that includes a long-term forecast of profits, 
planning for capital expansion, and formulation of an overall financial program 
for the company. 


Advantages of Long-Term Cash Forecasting. Long-term forecasts of cash 
are of value principally at the executive or finance committee and board of direc- 
tors levels in the formulation of overall financial policies. They establish a pattern 
for shorter-term forecasts, and thus tend to minimize the danger of day-to-day 
cash expenditures based on exaggerated emergencies or optimism. 

A long-term cash forecast is valuable in channeling cash resources, so as to avoid 
reinvestment of a disproportionate share of profits in current or fixed assets, or 
the incurring of fixed habilities that are either unnecessary or beyond the financial 
strength of the company to carry. Long-term cash forecasts are essential to the 
proper planning of capital expansion and in arranging well in advance for in- 
creased working capital requirements and higher operating costs caused by ex- 
pansion or rising prices. Also, the sale of new securities can be timed to take ad- 
vantage of favorable markets, and a stable dividend rate can be established based 
on the cash to become available for this purpose over the period of the forecast. 


SHORTER-TERM FORECASTS. The period of the cash budget is largely 
dependent upon stability of sales and production. If sales volume and prices are 
erratic, the period of the cash budget must be shortened. 

Normally the cash budget is prepared separately for each month of the budget 
period. If cash balances are low or profit margins narrow, however, it may be 
advisable to break down the cash budget to a weekly and even to a daily basis. 
Frequently, it is desirable to prepare the cash budget by weeks for the first month 
or two, and by months thereafter. Sometimes a budget is prepared by months for 
the first 3 months, and by quarters thereafter. 

A progressive cash budget is one that is revised regularly as time elapses. 
Thus, in a progressive budget prepared for a 3-month period, a month is added as 
each month expires, figures for the remaining 2 months being revised. 

Some concerns with ample reserves of cash prepare the budget by quarters or 
6-month periods. A budget prepared for quarters or half-years may obscure tem- 
porary sharp declines in cash during the period. Thus, with a cash budget pre- 
pared for a 3-month period, total cash receipts for the entire period, when added 
to the opening balance, may be more than sufficient to meet anticipated require- 
ments. Yet a severe deficiency in cash could occur at some time during the period 
that will not be revealed by the cash budget. 

Length of the shorter-term cash budget period used by the companies studied 
was described by the N.I.C.B. (Studies in Business Policy, No. 99) as follows: 


A cash forecast period of one year is used most frequently by cooperating com- 
panies, although short-range forecast periods range from one week to two years, de- 
pending on the characteristics of the business and the purpose for which the forecast 
1s used. 

In the case of very short-term forecasts, estimated cash flow is usually shown on a 
daily or weekly basis. In the case of longer forecasts, monthly intervals are more 
common. 
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USES OF A CASH BUDGET. A cash budget can assist in: 


1. Efficient use of cash. Careful planning permits a business to be run with less 
working capital. By timing cash disbursements to coincide with cash receipts, 
it may be possible to avoid having large cash balances one week, and a deficit 
the next, to be followed by another large cash balance thereafter. Thus, un- 
necessary borrowing can be avoided. 

2. The financing of seasonal business fluctuations. This is particularly important 
with businesses that have to borrow on accounts receivable or inventories at 
high cost. 

3. Borrowing at short and longer term. By this means advantage can be taken of 
changing interest-rate patterns to reduce the cost of capital. 

4. Making provision for paying maturing obligations. This is particularly im- 
portant with large payments such as maturing bond issues, interest on indebt- 
edness, and taxes. 

5. Providing funds for capital expansion. A cash budget helps to avoid premature 

borrowing, with consequent unnecessary interest costs, as well as to facilitate 

arranging loans and stock sales in advance. 

Financing of hedging operations. 

Coordination of cash receipts and requirements of subdivisions and operating 

units. 

8. Investment of surplus cash. Because the company can gauge the length of time 
the cash will not be needed in the business, this money can be invested, thereby 
providing additional income. 

9. Realization of savings from cash discounts, advantageous purchases of mate- 
rials, etc. 

10. Dividend policy formulation. This is important in order to plan for future 

growth without unduly impairing the current dividend distributions to stock- 
holders. 


PREPARATION OF A CASH BUDGET. Cash budget procedures must 
be adapted to the specific requirements of each enterprise. The most commonly 
_used methods of preparing a cash forecast are: 


esi 


1. Cash Receipts and Disbursements Method. 
2. Adjusted Earnings Basis. 

3. Predetermination of Balance Sheet. 

4. Working Capital Differentials. 


Cash Receipts and Disbursements Method. This method of forecasting cash 
is the most commonly used, but the others, or variations of them, are becoming 
increasingly popular. The cash receipts and disbursements method is more elastic 
and can be prepared by weekly, 10-day or monthly periods, whereas the others 
require longer periods and must be part of forecasting procedures for profit and 
loss or balance sheet items. For companies with erratic or highly seasonal sales 
records and irregular earnings, or whose cash balances are low in relation to re- 
quirements, the cash receipts and disbursement method usually permits a more 
effective control of cash, since actual receipts by source and actual expenditures 
for each classification of expense can be compared with the amount that has been 
forecasted during the period. Also, greater flexibility is possible in the control of 
payments and cash disbursements can more easily be timed to receipts, thereby 
decreasing the size of cash balances required to support a given volume of business 
activity. 

However, the other methods are simple and satisfactory if earnings are stable 
and cash reserves ample. The adjusted earnings and predetermination of balance 
sheet methods have been found quite suitable by companies that have developed 
a good system of budgetary planning and control. 


16-28 CURRENT ASSET PLANNING 


If a complete budget plan is already in use, the cash receipts and disbursements 
approach necessitates translating operating and cost budgets into estimates of cash 
receipts and disbursements. A form for cash receipts and disbursements forecasts 
is shown in Fig. 7, with separate columns for estimated and actual receipts and 


Forecast of Cash Receipts and Disbursements 
January to March, 19— 


January February March 
Budget | Actual || Budget | Actual || Budget | Actual 


Estimated receipts: 
Cash 'salese ye, 05 Sn saat 
Collections from accounts re- 
CCIVADIO” a annen teen neers 
Interest) micome: seen dee = 
Miscellaneous income ...... 
LTotalm@receiptsw. racecar 


Estimated disbursements: 
Accounts payable .....-.... 
Payroll sosedestes. euoematitnt 
FEXPENSES. “Saisie nytreremtrreciersrs 
Advertising| oh asdens a ble 
Interest expense ........... 
Plant and equipment ....... 
Repayment of bank loan ... 

Total disbursements ......... 


Estimated excess of cash re- 
ceipts over disbursements. . 


Estimated balance beginning of 
monthyy. saver oreo 


Estimated balance end of 
month 


Fig. 7. Receipts and disbursements method of cash forecasting. 


disbursements by months. It is usually preferable to prepare the cash forecast 
first without including purely financial items such as proceeds from the sale of 
securities, bank loans, or dividends. After completion of the cash budget without 
these items, top management can arrive at decisions regarding financing, borrow- 
ing and dividend declarations, and it is then a simple matter to alter the cash 
budget in conformance with these decisions. 


Forecasting Collections from Sales. Forecasts of receipts from sales should 
be based upon past experience and adjusted for the trend of business as it affects 
the company. Consideration must be given not only to fluctuations in business 
activity and seasonal trends, but to such specific factors as the date on which 
Easter occurs, which may greatly affect sales for a particular week or month. 
A form for forecasting sales and receipts is shown in Fig. 8. 

In determining the lag between sales and collections, graphs of sales and collec- 
tions for several years are helpful. Particular note should be made of the effect of 
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seasonal variations upon collections and of the effect of general business con- 
ditions upon the length of the collection period. One method of estimating col- 
lections from sales is to determine the number of days’ sales that are outstanding, 
as follows: 


Salesstor December) TO iene cient ce ee eer ee $500,000 
Accounts receivable, December ole LONG et ne esa eter ett 150,000 
Per cent of sales outstanding (150,000 + 500,000)....................+.- 30% | 
Multiplied by- number of dayerinemonthen.qe ar. sient ener 31 
Days’=sales outstanding) .4.5er clade eee cis oe oe eee er 9.3 


ESTIMATING CoLLECTIONS FROM CUSTOMERS 
January, 1966 


Accounts receivable, Decembernol, VONS ae wa cttertes ie teri een etna $150,000 
Sales#tor= Vamuany, LON Omrermerrt cris hie skiers clei w atte cetera 600,000 
TROPA Geet ccorore ove crocs rohchecate actin atotevsPoreyariakon Gage eye eke AERA PTA ia OLN eeereeen $750,000 
Deduct: 
Estimated accounts receivable, January 31, 19X6: 
913, /S lio Ow S600 000 ateoaciatee se becuase eee ea oars $180,000 
Bad debts (estimated) msoneteie as ace cee eens 25,000 205,000 
Probabletcollections, before discounts.4 . 24.4.2 s-seb) se eee $545,000 
ess: probable cashudiscoun ts ol Gomrmcam oe ei acre toe oe er 5,450 


Bstimated@cash collectionsenceaesh se oten eee one re Shonen $539,550 


When accounts receivable remain overdue for a long period, the possibility of 
their becoming uncollectible increases. It is advisable, therefore, to estimate sepa- 
rately collections from accounts receivable overdue 1 month, 2 months, or 3 
months, and those that are more than 3 months overdue. 

Sometimes the days of uncollected sales are computed as a standard turnover 
rate to provide a basis for forecasting, as well as a test of collection policy. But 
inasmuch as collections may vary with the season of the year, it may be advisable 
to compute these rates separately by months or seasons. Individual percentage 
estimates of collections may be made of each month’s sales. For example, experi- 


ence may show that net charge sales made during January will be collected as 
follows: 


JAMA oro eto Soret rea er ete ae 15% 
Mebruarys fstace sista <favee secist, Maret eee tee aioe 75% 
Whar chi te seek ote rete ee ea 7% 
Overs es tan oe een ee ee ee 1% 
Discounts: Seis. re eee. eee 757% 
Badidebtssaviiean eck =e eee 1.25% 


In estimating collections from sales, particular attention must given to the: 


Terms of sale. 
Trend of business. 
Seasonal influences. 
Discount policy. 
Credit policy. 


Forecasting Disbursements. Anticipated cash disbursements for operating ex- 
penses during the period are estimated from budgets of costs and expenses. The 
capital budget indicates amounts to be disbursed during the period for capital 
additions. If budgeting methods permit, it is preferable to estimate payments to 
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suppliers from the purchase budget rather than from budgets of operating ex- 
penses. Since a part of the purchases in a given period may go into materials 
inventories, the operating expense will not show the total amount of purchases 
for which the company will have to pay during the forecast period. In one 
method of estimating cash payments that will be due for materials and supplies, 
total purchases are added to the accounts payable outstanding at the end of the 
preceding period, and the accounts payable expected to be outstanding at the 
end of the period are deducted from the sum of these two. Probable dis- 
counts to be taken should be deducted to show the net cash payments that will 
have to be made during the forecast period. 

In estimating payments for wages and salaries, necessary calendar adjust- 
ments should be made. Thus, if the forecast is on a monthly basis and wages are 
paid weekly, due allowance must be made for months with five weekly payrolls. 


Cash Forecasts by Adjusted Earnings Method. The estimated net income 
for the forecast period is adjusted, under this method, to a cash basis by adding 
in all transactions that will affect cash but not profit or loss, and eliminating 
profit and loss transactions that do not affect cash. Depreciation, for example, is 
added to the estimate of profit, since it does not in itself involve a cash outlay. 
The excess of collections over sales is added to estimated earnings, since it repre- 
sents an increment of cash for the period by reducing the investment in accounts 
receivable. By the same token, an excess of sales over collections is deducted from 
estimated earnings because it increases the investment in accounts receivable. Ex- 
pected reductions in inventories are added to estimated earnings, whereas antici- 
pated increases in inventory are deducted therefrom. Fig. 9 illustrates how this is 
done. 


The Predetermined Balance Sheet Method of Forecasting Cash. If a com- 
prehensive budget system is in use, forecasts of balance sheets for future dates 
are prepared. Some concerns prepare estimated balance sheets for the last day 
of each month of the forecast period, and thus have projections of each item in the 
balance sheet except cash. An estimate for cash can then be obtained by simple 
subtraction. Concerns that have used this method claim it is far easier to apply 
than the receipts and disbursements method, since forecasted balance sheets are 
prepared in any event, and that it is at least as accurate. 

Here also, as with the adjusted earnings method, future cash receipts and ex- 
penditures are not forecast item by item, so that timing of disbursements to 
receipts for businesses with meager cash balances is not facilitated. Also, if earn- 
ings are erratic, revisions in cash forecasts must await the preparation of revised 
balance sheet forecasts. 


Working Capital Differentials Method of Cash Forecasting. Forecasting 
cash by the working capital differentials method, used in only a few instances, in- 
volves projecting current assets and liabilities as of future dates, based upon 
anticipated levels of sales and production. Heckert and Willson (Business Budget- 
ing and Control) state that: 


By this method the net working capital at the beginning of each month is ad- 
justed by estimated net income and other receipts and disbursements to arrive at 
the estimated working capital at the end of each month. From this are deducted 
the required working capital, excluding cash, and the standard cash balance, to arrive 
at the amount of cash available for deposit and investment. 


They further indicate that such an approach has been used “. . ._ when standard 
valuations required for receivables, inventories, and other working capital at 
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Cash Receipts and Disbursements 
Quarter ending March 31, 19— 


January | February| March 


1,, Estimated net, profit forquarter -.......--......- $ $ $ 


Add: 
IDYSHRIGEMION SG, cabase cK? cobuQuoeN do So 000 J0u6 
Prepaid insurance and other one written off 
Excess collections over sales ............-.---+: 
HVEGUCHIONS IN eIMVeMvOrvarns ettmee s oe an pecans ets ete 
Increase in accounts payable................. 
Sale of investment securities ................. 
Salesof capital acsetsme cre -ntraa worcester 


TRESS enc oat ay si rereree Reta eoRe ot aco etic, sas Saat ong Sch acta ee 


Payment olaceried taxes s.onct coe een 
Intréase tin inventories i tae Se). Paes. Se ee 
Decrease in accounts payable ................. 
Purchase of investment securities .............. 
Payment ytousinkang, funds scram tectad a eieaperre rt 
InberestsOn OOndS ray ean carreras cts eA e areal tae 


3. Total 


4. Increase or decrease in cash balance 
(ine ilines25sliner3) i: Sa. seers cee ae 
Add cash balance beginning of month 
Add loans from banks 


Sti eee eeoeveeeee sens oe 


Fig. 9. Adjusted earnings method of cash forecasting. 


various sales volumes have been determined; and when the major objective is 
the reinvestment of surplus funds.” 


CASH FORECASTS AND BORROWING. If a cash deficiency is indi- 
cated for the budget period, arrangements for a bank loan or other credit accom- 
modation should be made without delay. Credit-granting institutions ordinarily 
are more amenable if accommodation is sought in advance of needs, especially if 
the application for credit is accompanied by a copy of a cash forecast showing the 
sum required and the probable date of repayment. 


UTILIZING CASH MORE EFFICIENTLY. The cash budget provides 
the basis for developing a program of utilizing cash more efficiently. By being 
able to operate with less cash, a company not only reduces its dependence upon 
outside financing but also permits each dollar to earn more profit. In citing the 
benefits of its program of cash planning and control, one large company pointed 
to an increase in cash turnover from 28.8 times in 1958 to 52.7 times in 1962 that, 
in turn, resulted in a reduction in average cash requirements and borrowings of 
$8.3 million and an interest savings of $500, 000 over the year. This gain, it indi- 
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cated, represented “. . . a major contribution to profits.” (Reed, Corporate Cash 
Management, Vol. XXXI.) 


Three Major Areas. A program of more effective cash utilization covers three 
major areas: (1) accelerating the rate of cash inflow, (2) controlling the rate of 
cash outflow, and (3) curtailing the amount of cash balances at banks. Com- 
panies employ special techniques in each of these areas. 

Possibilities for speeding cash inflows start at the moment an order is re- 
ceived. The order written by the salesman may be integrated more effectively into 
the accounting system and may be transmitted more promptly through use of 
leased teletype wires. Billings may be handled more efficiently and credit and 
collection methods improved. In recent years, attention has been given to reduc- 
ing the time between the forwarding of a check by a customer and its conversion 
into available cash to the company. For this purpose, national firms have made 
use of lock-box techniques under which customers forward payments to lock 
boxes at post-office stations strategically located throughout the country where 
local banks pick up the checks, deposit them to the firm’s account, and process 
them for collection. 

To control the rate of cash outflow, careful planning of disbursements is nec- 
essary. For this purpose, control over cash payments may be centralized and 
cash transferred by wire to local offices for disbursement shortly before actual 
requirements. Cash movements, both receipts and disbursements, are guided 
through a carefully integrated network of banks covering local institutions that 
service branches or divisions, other institutions located at focal geographic spots 
to which surplus funds may be directed, and one or several control institutions to 
head up the entire system located in the home-office city of the corporation. 

Reduction of bank balances may be brought about through careful analyses 
of the size and purpose of these balances. Effective planning may reveal that 
requirements could be met with less cash on hand. Another factor to consider is 
the amount of balances necessary to compensate banks for the services they 
render. To determine fair balances, a number of companies periodically analyze 
their accounts from the point of view of ascertaining the amounts that would 
provide each bank with a suitable profit based upon indicated item costs and 
earnings rates. 

In a study of the cash-management practices of 42 companies, the N.A.A. 
found that with only few exceptions such management was done centrally. 
Whereas the small companies also centralized most cash handling functions, the 
large companies often decentralized some of these functions, such as disbursing 
local operating expenses and receiving payments from customers in the area. 
(N.A.A. Research Report No. 38.) 
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CAPITAL ASSET PLANNING 


Nature of Fixed Capital 


FIXED CAPITAL ASSETS. Fixed capital assets consist of relatively 
permanent assets acquired for use in the conduct of the business, and not in- 
tended for disposal in the ordinary course of events. In clarifying this definition, 
Finney and Miller (Principles of Accounting: Intermediate) point out that a 
building used as a factory is a fixed asset because it conforms with these re- 
quirements. On the other hand, an unused factory building is not considered a 
fixed asset because it is no longer involved in the operation of the business. 
Similarly, they indicate, land held as a prospective site for a future plant is not a 
fixed asset even though it is a permanent property and is not intended for sale, 
because it is not used in the operations. 

The Accountants’ Handbook comments as follows on the balance sheet classi- 
fication of land: 


Land and realty are ordinarily reflected in the fixed asset section of the balance 
sheet when such property does not represent the stock in trade of the accounting 
entity. A current asset classification is justified for firms who regard land and realty 
as inventory, and for companies who are not primarily engaged in real estate but 
‘who expect to sell such property within the next year. If land and realty are held 
for speculation and it is expected that a sale will not be accomplished before the 
end of the next fiscal period, classification as an investment is warranted. 

Land held for a future plant site should be classified as investments or other 
assets. The inclusion of this item in fixed assets ...is not recommended. 

Leaseholds generally are classified as intangible assets inasmuch as their value 
lies exclusively in the right of use accruing from the payment of rents and is irre- 
spective of the value represented by the physical properties to which the right 
attaches. 


Nature of Capital Assets. The capital of a business can be classified as (1) 
fixed capital, and (2) working capital. The character and use of an asset are 
important in determining its proper classification. A manufacturer of washing 
machines will properly regard a washing machine as part of his inventory of 
finished goods that he hopes to dispose of shortly, whereas a laundry carries a 
washing machine as fixed capital that produces recurring income. Current assets 
are relatively liquid, and can and normally will be disposed of in the ordinary 
course of business, whereas fixed capital, such as buildings and furniture, is not 
readily convertible into cash. Current assets usually have a short life, but fixed 
capital is usually of considerable permanency. Tangible current capital, such as 
inventories, enters into the productive process to emerge in an entirely new form 
consisting of the finished products of the company. The entire cost of the raw 
material is at that time an element of cost of production. Fixed capital, on the 
other hand, is used in the production of finished goods, or in the furnishing of 
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services throughout its useful life, and enters into costs of manufacturing by 
means of a periodic allocation of its cost by depreciation. 


Economic Nature of Fixed Capital. Mill (Principles of Political Economy) 
has given a lucid explanation of the economic nature of fixed capital: 


Another large portion of capital, however, consists in instruments of production, 
of a more or less permanent character; which produce their effect not by being 
parted with, but by being kept, and the efficacy of which is not exhausted by a single » 
use. To this class belong buildings, machinery, and all or most things known by the 
name of implements or tools. The durability of some of these is considerable, and 
their function as productive instruments is prolonged through many repetitions of 
the productive operation. In this class must likewise be included capital sunk (as 
the expression is) in permanent improvements of land. So, also, the capital ex- 
pended once and for all, in the commencement of an undertaking, to prepare the 
way for subsequent operations: the expense of opening a mine, for example; of 
cutting canals; of making roads or docks. Other examples might be added, but these 
are sufficient. Capital which exists in any of these durable shapes, and the return of 
which is spread over a period of corresponding duration, is called Fixed Capital. 


Components of Fixed Capital. The main elements of fixed capital are: 


1. Tangible fixed assets 

a. Plant and equipment. 

b. Land. 

c. Natural resources, such as mining properties, timber lands, and oil fields. 
2. Intangible fixed assets. 
3. Fixed security investments. 


Physical property used in manufacturing, merchandising, or in furnishing 
services 1s known as tangible fixed assets. Most tangible fixed assets, such as 
plant and equipment, furniture, trucks, etc., are subject to depreciation, but land 
is not subject to depreciation. Natural resources are subject to depletion as ore 
or oil is extracted, or timber is cut. 

Intangible fixed assets include goodwill, trademarks, patents, copyrights, 
franchises, and so on. Some intangible fixed assets, such as patents, are subject 
to amortization. 

Permanent investments in allied or subsidiary companies may be regarded 
as part of the fixed capital of a company. Such investments are frequently made 
in lieu of outright purchase of tangible or intangible assets and include: 


1. Stocks and bonds of allied or subsidiary companies. 
2. Long-term advances to subsidiaries. 


In addition, a company may set up funds or earmark security investments for 
the following purposes: 


Funds for expansion or replacement of facilities. 
Funds for redemption of bonds or stock. 

Funds for employees’ pensions. 

Funds for self-insurance. 

Funds for specified contingencies. 


po de Cos ae 


These funds are in effect part of the fixed capital of the business. 


FIXED CAPITAL ASSETS IN RELATION TO TOTAL ASSETS. 
The necessity for careful management of fixed capital assets is evidenced by the 
large proportion of total assets they constitute in numerous enterprises. Figure 1 
for example, shows the relationship between net fixed assets and total assets for 


NATURE OF FIXED CAPITAL 17-3 


the top ten companies representing different fields of activity in Fortune’s list of 
the 500 largest United States industrial corporations ranked by sales. In four 
cases, the ratio was 50% or over; in three instances, it fell between 40% and 
45%; and in another three instances it ranged between 29% and 35%. 


Percentage 
Net Fixed Assets 
Name of Company Industry to Total Assets * 
United States Steel Corporation Steel 63 
Standard Oil Company (New Jersey) Petroleum 60 
International Business Machines Corpo- Computers and Office 
ration Equipment 59 
EK. I. du Pont de Nemours & Company Chemicals 52 
Swift & Company Meat Packing 45 
National Dairy Products Corporation Dairy 44 
General Motors Corporation Automotive 41 
General Electric Company Electrical Equipment 35 
International Harvester Company Agricultural Equipment 
and Trucks 34 
General Dynamics Corporation Aircraft and Sub- 
marines 29 


_* Data based upon 1962 annual statements. To determine net fixed assets some arbitrary alloca- 
tions were made, but in no instance was the amount involved very significant relative to the total 
net fixed assets. Du Pont’s investment in General Motors was excluded from its statement. IBM 
includes its rental machines under the category Factories, Office Building, and Other Property. 


Fig. 1. Comparison of investment in net fixed assets to total assets for ten 
leading industrial companies. 


This variation in the ratio is to be expected because of the wide differences 
in the fields of activity covered and the varying dependence of the corporations 
on fixed assets. In discussing this subject as it pertains to plant property, the 
Accountants’ Handbook states: 


Almost all business firms make use of buildings and equipment, but in some cases 
the portion of the total capital of the enterprise so invested is much greater than in 
others. In a recent year all corporations filing balance sheets with their federal in- 
come tax returns had buildings and equipment amounting to 23% of their total assets. 
Insurance companies had less than 1% of their funds invested in these assets; for 
electric and gas utilities, 79% was so invested. For manufacturing corporations de- 
preciable fixed assets made up 31% of the total, with a low of 7% in tobacco manu- 
facturing and a high of 44% in petroleum and coal processing. 


RECOVERY OF FIXED TANGIBLE ASSETS. The term “Fixed Tan- 
gible Assets” is, in some respects, a misnomer, in that it reinforces the erroneous 
impression that these assets are a “fixed” or “permanent” investment in the 
company. Actually, expenditures on such assets are a deferred cost of doing 
business. If fixed tangible assets (excluding land) have an estimated life of 10 
years, then the cost of these assets is spread over a 10-year period through the 
medium of depreciation or depletion allowances. Recovery of expenditures on 
capital assets is effected either through an increase in profitable sales or a 
decrease in costs of operation. If profit or loss on operations were calculated 
over a 10-year period, instead of annually, expenditures on capital assets would 
be treated like any other cost of operation. 
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The essential nature of fixed tangible assets as an item of cost is not changed 
by the fact that this cost is spread over a period of years. The value of fixed 
tangible assets as listed on a balance sheet (cost of capital assets less accumu- 
lated depreciation) is really that portion of their cost that has not yet been 
allocated to costs of operation. The cost of fixed tangible assets allocated to 
production costs, through depreciation allowances or otherwise, should be re- 
covered in the sales price of the product. 


VALUATION OF FIXED TANGIBLE ASSETS. Fixed tangible assets 
are normally valued for balance sheet purposes at historical cost less deprecia- 
tion or depletion. This is in sharp contrast to the practice used in valuing current 
assets, which are almost invariably valued on a current or liquidating basis. For 
instance, accounts receivable are brought to a current value basis by providing 
an estimate of expected uncollectibles, and inventories and temporary invest- 
ments are most often valued at the lower of cost or market. Thus, the viewpoint 
of the banker or short-term creditor dominates the valuation of current assets. 
The banker or short-term creditor is interested in the liquid position of the 
company and its ability to repay short-term obligations. Inasmuch as fixed 
capital properly should be financed on a long-term basis, an investor or lender 
does not normally look to the liquidating value of the fixed assets for return of 
his investment or loan, but rather to the anticipated earnings of the company 
through the judicious use of its fixed capital. 


Planning of Capital Expenditures | 


IMPORTANCE OF CONTROLLING CAPITAL EXPENDITURES. 
Financial control over capital expenditures is basic to the proper administration 
of a business. Effects of decisions regarding capital expenditures are permanent, 
far-reaching, and frequently the determining factor in the success or failure of 
an enterprise. Once acquired, capital assets cannot be disposed of except at a 
substantial loss. If purchased on a long-term credit basis, a substantial down 
payment usually is required, and a continuing liability is incurred for the balance, 
payable over a long period of time. The issuance of long-term bonds to finance 
the acquisition of capital assets mortgages the future earnings of the company. 
If increased earnings do not result from the purchase of the additional capital 
assets, the ability of the company to discharge its financial obligations may be 
impaired, with disastrous results. Expansion of capital facilities: by means of the 
sale of stock dilutes ownership of the company, and if not carefully planned and 
controlled it may result in the loss of voting control by management or in the 
inability of the company to earn an adequate return upon its invested capital. 

The basic principles involved in managing and controlling fixed capital apply 
to every business, regardless of size or industry. In a small business, invest- 
ment in fixed capital is usually by the owner or manager, who personally super- 
vises all activities of the business. He can control the relative investment in fixed 
assets and in current assets. In a large organization no one man can personally 
oversee the activities of the entire enterprise. Management must rely upon care- 
fully devised procedures, standards, and the recommendations of individuals and 
committees to whom authority has been delegated. As a business increases in 
size, procedures for the control of capital expenditures must be tightened. These 
procedures and techniques must be adapted to the particular company and in- 
dustry, although the basic principles remain generally applicable. 


PLANNING OF CAPITAL EXPENDITURES 17-5 


EFFECT ON FUTURE OPERATING COSTS. The amount and the 
wisdom of the initial expenditure on capital assets may have an important effect 
upon future operating costs. For example, geographical location of plants with 
relation to markets and sources of raw materials may result in a difference in 
operating costs of several hundred thousand dollars a year, but the difference in 
cost of land and buildings at one location as compared with another may be a 
relatively small sum. The construction of a general purpose factory building may 
make it more adaptable to new uses the company may have for it later, and the 
structure will have a higher resale value should disposal of the plant become 
necessary later. On the other hand, although a special purpose plant may cost 
considerably more initially and be less salable, it can result in substantial operat- 
ing economies. The balancing of initial expenditures against estimated sav- 
ings in future operating costs requires careful analysis of both the engineering 
and financial aspects of the company’s operations. For instance, the use of 
structural steel and reinforced concrete will invariably be more costly than mere 
brick and timber, but future operating costs may be so much lower in conse- 
quence that the added outlay may be well worthwhile. Similarly, wider aisle 
widths require a higher initial construction outlay, but may result in the more 
economical use of available floor space, greater flexibility in coping with future 
changes in production layout, and lower costs in handling materials, parts, or 
finished products. To produce a maximum return upon the investment involved, 
the design of a plant should include features that yield substantial savings at 
reasonable cost, with due regard to the advantages of flexibility as regards future 
uses of the structure. 

Even with respect to physical structure, the least expensive plant in the long 
run may not be the most desirable. In this connection, Voris (The Management 
of Production) states: 


The principal objective of factory planning is to provide physical facilities at a 
minimum cost consistent with economical operation. While factory planners strive 
to construct the most inexpensive factory buildings, they also wish to provide mini- 
mum fire insurance rates and heating bills, maximum safety for their employees, and 
ideal lighting and ventilation. Thus, the cheapest structure may not necessarily pro- 
vide minimum costs. 


A BALANCED CAPITAL INVESTMENT. A careful balancing of 
facilities at each stage of the productive process is necessary to avoid higher 
operating costs and delays caused by facility “bottlenecks” and the freezing of 
capital in idle equipment and partially completed inventories. A lack of balance 
among productive facilities also burdens the profit and loss account with added 
depreciation allowances, insurance, and other costs. 

Productive facilities at each stage of operations should be sufficient, after pro- 
viding for anticipated breakdowns and other interruptions in operations, to turn 
out enough units of product to avoid idle time in succeeding operating depart- 
ments because of failure to receive adequate work in process. But it is uneco- 
nomical for productive facilities in Department A, for example, to have a 
capacity in excess of that which can be handled by Department B, which 
processes materials received from Department A, for this creates excessive inven- 
tories of partially completed units and unnecessarily increases fixed capital in- 
vestment. 

A balanced capital investment results from relating capital assets to antici- 
pated production volume based upon a careful analysis of sales demands. The 
productive output of each department and process must be dovetailed into the 
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requirements of the next process or operation. In providing capital equipment 
at each stage of the productive process, due allowance should be made for 
breakdowns, retooling, and other ordinary and anticipated stoppages In pro- 
duction. 

The National Industrial Conference Board (Studies in Business Policy, No. 
62), points out that 


_,. to maintain balance in the company’s operations, most company managements 
study each new proposal in relation to the company’s over-all operations. For ex- 
ample, as pointed out by one producer: “Each operation in our plant must be held in 
balance with another so that a similar volume of production can be maintained at 
each stage.” 


On an overall basis, the development of such thinking should lead to a state- 
ment showing the number of machines, supporting facilities, and floor space, 
with an evaluation of the costs thereof, and should indicate to management the 
capital required to attain a balanced investment as related to the volume of 
business required to warrant the expenditure. 


PURCHASE OF ADDITIONAL EQUIPMENT. In order to evaluate 
the advisability of purchasing additional capital equipment, the reasons for mak- 
ing the expenditures must be carefully analyzed. Dean (Capital Budgeting ) has 
developed a useful classification of investments that may be summarized as 
follows: 


(A) Replacement investments 
(1) like-for-like replacements 
(2) obsolescence replacements 
(B) Expansion investments 
(C) Product-line investments 
(1) on new products 
(2) on improving old products 
(D) Strategic investments 


Replacement investments are intended principally to reduce costs. In the 
case of like-for-like replacements, the reduction comes about because of the in- 
fluence of equipment age on costs, whereas in the case of obsolescence replace- 
ment the reduction is effected through technological improvements. Expansion 
investments are directed toward increasing capacity rather than toward chang-: 
ing the operating process. With respect to product-line investments, expendi- 
tures may be for purposes of developing new items or for improving those 
already being produced. Proposals for strategic investment are more likely to 


involve basic policy and therefore to require the approval of top-level man- 
agement. 


Relevant Costs in Replacement Decisions. Cost savings are the underlying 
basis of replacement decisions, but the relevant costs pertain to the future. 
Those that already have been made are sunk and irrelevant to the replacement 
decision. The importance of differentiating between sunk and future costs is 
stressed in the literature on the subject. For example, Smith (N.A.A. Bulletin, 
Vol. 39) makes the following comments: 


The particular difficulties connected with the analysis of future costs in replace- 
ment decisions involve the determination of the future capital wastage costs. For 
existing equipment, this involves the future decline in disposal value. The original 
cost of the old facility is sunk, irrecoverable, and totally irrelevant. The depreciation 
charges shown on the books are similarly independent of the company’s real future 
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costs. These bookkeeping values, though useful for income measurement, have no 
significance for the replacement decision. The capital wastage cost for the new ma- 
chine over its lifetime is its prospective acquisition cost, less ultimate resale value. 
Since the investment commitment has not yet been made this total decline in value 
is relevant for the decision. 


In weighing the financial desirability of replacing capital assets, consideration 
should be given to the number of years for which the estimated savings will be 
realized, as well as the time required to pay out the additional investment. A 
troublesome factor in any such calculation is estimating the probable life of 
new equipment, as obsolescence could start a vicious circle in which successive 
replacements would make necessary the writing off of undepreciated balances. 
Some concerns have adopted a rule of thumb that direct savings must be suffi- 
cient to pay out the investment in 3, 4, or 5 years. Such a rule of thumb should 
be based on the company’s previous experience with capital asset replacement. 


HANDLING SURPLUS CAPITAL ASSETS. Unused capital assets not 
only represent an unprofitable investment of the capital of a company, but in- 
crease costs of operation because of the necessity for insurance, additional 
storage space, watchmen’s salaries, etc. One large company [see Factory Man- 
agement and Maintenance (now Factory), Vol. 104] installed a system of cen- 
tralized control over the movement and disposition of all surplus, idle, and 
obsolete machinery and equipment of its more than 25 manufacturing plants, 
and reported many benefits such as 


1. Saving in capital expenditures through the transfer of unused equipment from 
one plant to another instead of purchase of similar new equipment. 

2. Provision of spare equipment or parts for breakdowns or emergencies. 

3. Utilization of inactive equipment for experimentation in new processes or 
improvement of existing processes. 

4. Reduction of idle equipment to a small proportion of investment and preven- 
tion of undue accumulation of obsolete equipment. 

5. Higher salvage returns. 


Basically, this plan involved taking a physical inventory of all machinery. 
Inactive machinery or equipment was reported by the local plant to the central 
office and classified as follows: 


Class 1 (inactive usable)—Machine is still of possible value to the local plant 
which has reported it, and is to be kept there for further possible use. Light ma- 
chinery might be moved inexpensively to storage space, but heavy machinery is left 
undisturbed to avoid unnecessary handling costs. 

Class 2 (inactive unusable) —Machine is of no further value to the local plant, 
but has a possible value for transfer to allied plants or for sale in the used machinery 
market. It is moved to storage space, or left in place if removal is difficult, until its 
final disposition is determined. : 

Class 3 (scrap).—Machine is unusable and has no resale value. The local plant’s 
salvage department is instructed to remove all good usable parts, and the remainder 
of the machine is broken up for consignment to the junk pile. Junk is disposed of 
when economical lots become available. 


INSURANCE ON FIXED CAPITAL ASSETS. Consideration should 
be given to insuring fixed assets against loss resulting from fire, sprinkler damage, 
explosion, or other hazards (see Sec. 25, Risk Management and Insurance). The 
adequacy of insurance coverage should be re-examined at regular intervals. A 
fire may destroy more than the physical assets of a company; the loss of produc- 
tive facilities may result in inability to supply customers’ demands and thus per- 
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mit competitors to usurp a company’s market while plant and equipment are 
being restored. In some instances, such loss is irreparable.: 


NECESSITY FOR LONG-RANGE PLANNING. Planning for capital 
expenditures must be considered from a long-range point of ,view for the follow- 
Ing reasons: 


1. Capital expansion and replacement of facilities must be adapted to anticipated 
sales requirements. 

2.. Hach year’s expansion should be fitted into an orderly plan of growth, when- 
ever possible. 

3. The profitability of bigest expenditures ‘should be oo from a ‘long-term 
point of view. 

4. Construction contracts, plant sites, franchises, water power rights, and so on 
usually must be contracted for in advance. 

5. Capital expenditures must be integrated into the cash planning of the com- 
pany so that funds may be provided vues needed. ene from internal or 
external sources. 

6. Wherever possible, it is more senierare to make large capital expenditures 
during depression periods, so as to take advantage of low prices and to have 
full facilities available during the sivscquens period of increased business 
activity. 


Use of Long-Range Forecasts. The National Association of Accountants 
conducted a study of long-range forecasting (N.A.A. Bulletin, Vol. 40). In re- 
porting its findings, the N.A.A. pointed to the need for capital budgets incorpo- 
rating future programs because of the complexity of modern machinery and the 
long period required for any substantial construction. In order to insure that 
facilities will be available when needed, future requirements must be anticipated. 
Although the study disclosed frequent references to 2-year budgets and 5-year 
forecasts were quite common, there were also instances of 10- and 20-year sur- 
veys. One company described its procedures as follows: 


Our program is projected over a period of five years and is based upon a 
thorough survey of industry trends, processes and methods, new equipment, sales 
forecasts, production capacities and profit forecasts. This program is divided into 
two parts: the period covering the next fiscal year and the period covering the suc- 
ceeding four years. The program is prepared three months prior to the next fiscal 
year, at which time the next fiscal year is carefully reviewed and broken down into 
quarters and another year in the future is projected. Revisions in any period or 
year may be made at this time to reflect changes in trends or methods. 


Any substantial capital expenditures will inevitably be reflected in a company’s 
operations, with the change, initially at least, most apparent in either sales or 
costs, depending upon the nature of the expenditure. Accordingly, even if the 
capital budget is planned over a long-term period, it should be integrated with 
the operating budgets. This interrelationship, as well as the length of the 
period covered by the forecast of expenditures, was noted by Matthews, follow- 
ing an intensive study of the capital expenditure policies and procedures of a 
dozen firms (Harvard Business Review, Vol. 37) :. 


Half of the firms I studied make rough estimates of expenditure needs for periods 
as long as three years, and, as might be expected, the large firms are the ones most 
involved in long-range planning. Most of these have instituted long-range planning 
operations only during the last several years. Five years is the normal planning 
period, and plans typically integrate sales and cost projections, operating needs) and 
capital equipment needs. Equipment plans are, understandably, very general (and 
in no sense firm) beyond a one-year budget. 
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Matthews mentions as “the most ambitious plan,” one covering a 20-year 
period, undertaken by a iarge, integrated, multidivisional firm. 


CAPITAL EXPENDITURES AND FINANCIAL PLANNING. Capi- 
tal expenditures cannot be viewed from a narrow or short-term point of view, 
but must be integrated into the financial and business programs of the company. 
The economic justification for a capital expenditures program must be based 
upon a long-term estimate of profits, which in turn requires projection of sales 
and costs of operation for a period of years. 

Capital expenditures may affect operating costs over a long period of time. 
Results of unwise planning of capital expenditures are felt in subsequent years 
through increased depreciation, insurance, property taxes, handling costs, etc. 
Unless a capital expenditure is recognized as a total mistake, and therefore 
written off against surplus in a single year, its effect on earnings is registered 
year after year. Frequently, higher costs of operation may not be recognized as 
a result of poor planning for capital expenditures during a previous period, but 
may be erroneously ascribed to other causes. 


PLANNING EXPENDITURES FOR ANTICIPATED GROWTH. 
Long-range planning must be related to the current activities and progress of a 
company. In effect, the company develops a series of short-term guidelines that 
eventually merge into its longer-term objectives. This interaction between 
short- and long-term goals is indispensable in order to provide for orderly 
growth and eventual profit maximization. In discussing this aspect of planning, 
James (N.A.A. Bulletin, Vol. 43) states: 


Long-range capital planning is an absolute necessity for any company that is to 
grow successfully. . .. 

Accomplishment of that purpose requires the establishment of objectives and the 
design and use of a master plan for long-range growth purposes—the road-map 
required for progress. It is the required guidepost to permit management to com- 
pare the future projections of the company with the current progress being made. 
For growth to become a reality, management must initiate action on a time schedule 
which will direct capital into the projects that raise the over-all return on invest- 
MENUS eons 


Timing of Capital Expenditures. Whenever possible, capital expenditures 
should be made during periods of depression so as to take advantage of low 
prices of material and the greater availability of labor. Capital additions during 
the valley of a business cycle will be available to meet the sales requirements 
of the succeeding period of prosperity, whereas construction undertaken at the 
peak of prosperity may not be completed until the subsequent period of depres- 
sion. Unavailability of funds for capital expansion and rehabilitation during a 
depression may, of course, require variation in this procedure. Long-range 
planning of capital construction is thus necessary for the proper timing of capital 
outlays with relation to the business cycle, so that funds will be on hand when 
they can be used to best advantage. 

Capital expenditures invariably result in, an increase in fixed expenses that 
can be taken care of easily during a period of profitable sales, but that may 
prove burdensome during a business recession. By long-range planning of capital 
expenditures, their impact upon depreciation and other fixed expenses is known 
in advance, and allowance can be made for them in projecting operating results. 


OBSOLESCENCE OF CAPITAL ASSETS. In long-term planning for 
replacement of capital assets, a distinction should be made between replacements 
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resulting from normal wear and tear plus foreseeable obsolescence, and those 
arising from extraordinary obsolescence. The former can be estimated with 
reasonable accuracy over a period of time, whereas the latter are in many in- 
stances unpredictable. Extraordinary obsolescence of capital assets frequently 
is far more important than either normal obsolescence or depreciation in affecting 
fixed capital requirements of a business. As stated by Dean (Capital Budgeting) : 


Guessing the probable economic life of the equipment whose adoption is at issue 
is one of the most difficult problems of measuring capital productivity. In a sense, 
obsolescence estimates enter at two levels. First, the test of whether or not the old 
model should be superseded by the new equipment is in essence a test of whether 
the old is now obsolete. But to apply this test, the time at which the new equip- 
ment will in turn become obsolete must be projected. Only in this way is it possible 
to determine the economic life of the new and thus compare its average lifetime 
cost with the marginal cost of keeping the old. Thus, a second level of obsolescence 
estimates enters, which involves expectations about the unknown new technological 
developments that may shorten the economic life expectancy of the new equipment. 
Sometimes this estimate of the life span of the new equipment is easy, as in the 
new-model investments of automobile companies where the lifetime is clearly no 
greater than that of the product model. But usually this mortality prediction is 
quite difficult and necessarily conjectural. 


FIXED ASSET TURNOVER. The turnover on fixed property investment 
represents the relationship between the volume of business and the amount of 
capital tied up in fixed property. This ratio may be figured in either of two 
ways: 


1. As the dollars of sales per year for each dollar of fixed property investment. 
2. As the physical units of volume per year (pounds, barrels, cases, etc.) for each 
dollar of fixed property investment. 


Of these methods the latter is the sounder, since it is based on fixed measures 
that are unaffected by changing price levels. 

Computing the turnover on the basis of money sales and fixed property in- 
vestment may be satisfactory in normal times when prices are steady. But prices 
for products may fluctuate so greatly that changes in this turnover might be 
misleading unless changing price levels are recognized. If no measure of physical 
volume is available, it may be approximated by adjusting the sales figures suffi- 
ciently to eliminate the effect of changing price levels. This may be done by use 
of a price index. Published price indexes may be used when they are fairly 
representative of the trend of values of the particular products in question. 
Oftentimes, an individual price index may be readily prepared on the basis of 
representative items of products handled. 

The value of this ratio also depends upon the basis of fixed asset valuations in 


the balance sheet. Obviously, these will largely influence the ratio, and affect 
validity of comparisons. 


_ EFFECT OF CHANGES IN RATE OF TURNOVER. All proposals to 
increase fixed property investments should take into consideration the effect on 
this turnover. Additional property investments should be justified by a similar 
relative and permanent increase in volume of business, in order to protect the 
turnover. To expand properties on the basis of a temporary increase in the vol- 
ume of business, or an increase resulting from inflated prices, would not be con- 
servative. The trend of this turnover is an indicator of the trend of unit fixed 
property expenses on the volume of business done. 
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When a business makes expenditures for added fixed assets, an added burden 
of expenses in the form of insurance, taxes, and depreciation is incurred, as well 
as an added financial burden in the form of interest or dividends that should be 
earned on the increased capital invested. These fixed expenses bear a constant 
relation to the amount of fixed property. Unless an increased volume of produc- 
tion with corresponding increase in income is realized from the added fixed in- 
vestment or a definite saving is effected in the cost of production, the added ex- 
penses become a heavy handicap on the company’s finances. As the turnover on 
fixed property improves, the unit expense decreases; and as the turnover de- 
creases, the unit expense increases. 

The results of an increased turnover on fixed property are reflected in the 
following illustration: 


Assiime anntialevolume-of- business of . 7-0). hee hoes wor encores wenden $300,000 
MixecdanrOpekbvalnViest ment sOtie-s eyes mice ieee one on eaon me 100,000 
Indi caine Ta, LUINO Ver OLMerenis cee eee oe Te et eae 3 times 
Fixed property expenses—interest, depreciation, taxes, etc. ............-. 20,000 
Wihiche di pines OM wsalesln.. 1 chee ee aux Pic Sey ies it eee 6.7% 
Assume that by increasing the fixed assets by $25,000 the volume of busi- 
MeSSECOUMLAMDE RIN ChEASEC LOM ER stron aie ikattva cis copie aan anicmmneevotae $400,000 
OnmiNewuKXede property aINVEStmMen bt Olas «mein sehen an ieee cee oe neu eens $125,000 
Ee mtuInOVeTewWOUldu Deum: Stet as ali dat momdr kate kere take ie ieee cee epee 3.2 times 
HixedmepnopeLivar CxO CMSeS eres Mics ee aaah can cs ie eet oes $ 25,000 
Wihichictigunesonesalesen mecrtas cokicredks eet ae trate: IEE osc ei. a8 6.25% 


The percentage of upkeep and carrying charges decreases from 6.7% to 
6.25% of sales as a result of the higher turnover. Incidental economies are also 
likely to result because of the larger percentage increase in volume of production 
than in investment. 


_ Factors Offsetting Decrease in Turnover. A decrease in the rate of fixed 
capital turnover may be caused by the addition of labor-saving machinery. Often 
the savings in labor cost will more than offset the increase in carrying charges of 
the added fixed investment. Care must therefore be exercised in making deduc- 
tions from changes in the rate of fixed capital turnover. Unless it is known to 
what extent the additions to plant have been made to increase output, and to 
what extent they have been used simply to reduce the labor requirements, the 
ratio will not possess its full significance. 


PLANNING FOR THE INVESTMENT TAX CREDIT. In order 
to encourage modernization and expansion of the nation’s productive facilities, the 
Revenue Act of 1962 provided an investment tax credit based upon the useful 
life of a qualifying piece of property. The maximum credit is 7% for general busi- 
ness and 3% for certain public utilities. A limit is placed upon the amount of 
credit that may be taken in any-one year but provision is made for carrying back 
and forward any unused credit. The law created the need for a number of deci- 
sions, such as when the credit should be reflected in income, the advisability of re- 
vising depreciation policies in light of the credit restrictions, and the timing of 
capital expenditures to maximize the benefits that may be obtained. The nature 
of the planning required has been summarized as follows by Baker (N.A.A. Bul- 
letin, Vol. 44): 

It would be well to bring to mind in review a few of the more important aspects 


of the investment credit, mainly those of a tax planning nature. Taxpayers should 
review their depreciation practices and replacement policies in view of the applicable 
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percentages of the credit, as the percentage which may be taken depends on the use- 
ful life of the property. It should be remembered that a little increase in the useful 
life of an asset can mean immediate savings of dollars. Timing of purchases should 
be planned in order to ,take full advantage of the credit. The carry-forward and 
carry-back provisions should not be forgotten in tax planning, and the fact that no 
carry-back is available prior to January 1, 1962. Lastly, if a taxpayer is going to put 
up a fence he should get some cattle, so that it will qualify for the credit. 


According to the 1962 Act, a company taking the 7% credit could depreciate 
only 93% of the cost of its machinery outlays. This requirement was eliminated 
in the Revenue Act of 1964, which provided that the basis of the property no 
longer had to be reduced by the amount of the investment credit. a 


The Capital Budget 


COVERAGE. The capital budget covers all proposed outlays for a specified 
period for: : 


1. Additions and extensions to plant and equipment. 

2. New plant and equipment. 

3. Replacement of whole units (the salvage value of old items being deducted 
from the cost). 

4. Cost of land upon which a plant is to be constructed. 

5. Furniture, fixtures, and office equipment. 


On the other hand, the following items are current costs of operation, and 
should be included in the operating rather than the capital budget: 


1. Maintenance and repairs. 

2. Small tools. 

3. Repair parts. 

4. Depreciation of fixed assets. 


Some companies include estimated requirements for maintenance and 
repairs in the capital budget. If this is done, separate totals are shown for the 
amount regarded as capital outlay and the amount that will be considered current 
operating expense. The latter portion is then transferred to the operating budget 
for each period involved. The capital budget is known variously-as the Construc- 
tion Budget, Plant and Equipment Budget, Factory Expansion Budget, Plant 
Additions Budget, Facilities Budget, Capital Outlay Budget, Budget of Capital 
Expenditures, or other significant, designating titles. r 


ADVANTAGES. Control of capital facilities is difficult without a capital 
budget. For one thing, preplanning of a company’s financial position is impeded, 
inasmuch as probable capital requirements have not been calculated but each such 
project is taken up individually as the need presents itself. Since simultaneous 
consideration of all capital outlays proposed is not provided, projects are not 
selected in the order of essentiality or desirability.’ Moreover, when integrated 
planning of expenditures is lacking, coordination among the ‘different units of 
a company is difficult and they may even act at cross-purposes. For example, 
Matthews (Harvard Business Review, Vol. 37) cites a case of one division basing 
its expenditure program on the premise that total company sales would grow, 
while a different division assumed that sales would shrink. 

Despite the advantages, many companies do not prepare a capital budget but 
review each request for capital expenditures individually on its merits. Justifica- 
tion in the form of an engineering analysis usually accompanies the request for 
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authorization to make the purchase or to commit the company. In commenting 
on the failure, in some instances, of managements to use plans in making capital 
expenditures, Matthews notes that “Some believe that the uncertainty of the 
future makes it unwise, if not impossible, to plan even generally in advance. 
Others are afraid of overcentralization and usurpation by staff planners of re- 
sponsibilities that should rest on the shoulders of operating executives.” 


PREPARATION. A request is usually issued by the head office to the oper- 
ating units. of an enterprise for proposals for the capital expenditures budget. 
Frequently these requests are issued at the same time as are ‘requests for the 
operating budgets. Figure 2 shows the capital budget form used by one large 
company. 


Company Date 


CapiTaL Prosects EXPENDITURES Anticipated 
iT aa] OA EP | pigre get 
ctua ew Ex- 

For Amount Ror ata Balance penditures 


Fig. 2. Capital expenditures budget. 


Instructions on the reverse of this form are as follows: 


List on this form all projects or acquisitions of a capital nature now under con- 
struction or for which commitments have been made, and give the anticipated date 
of completion or fulfillment. Group items by fiscal year periods for the next five 
years and state the total for each year. If approved appropriations do not already 
exist, please prepare and submit “Appropriation for Capital Expenditure” forms to 
cover items in the following categories listed hereon: : 

(a) Projects now under way on which further payments are to be made, 

(b) Projects not under way but on which commitments have been made. 

(ec) Projects on which no commitments have been made but for which a definite 

appropriation is desired. 

Budgeted expenditures should include only major capital items involved in expan- 
sion and improvement plans. Minor capital expenditures necessary for normal op- 
erating needs are charged against the blanket appropriation and need not, therefore, 
be listed and covered by individual appropriations. A blanket appropriation should 
be included for each fiscal year. “Appropriation for Capital Expenditure” forms are 
to be prepared at the time commitments are to be made, and no commitment is to 
be made until approval is granted. 


The capital budget is made up of plant and equipment budgets of the several 
departments of the business. General managers of each operating unit or depart- 
ment submit requests for authority to make such outlays as they consider neces- 
sary or desirable. These requests are forwarded to the budget director, the con- 
troller, or an assistant to the president, according to. the organizational setup of 
the company. The budget director or other official entrusted with responsibility 
for assembling the departmental capital budgets consolidates the requests and 
reviews them prior to presentation to higher authority, which may be the presi- 
dent, the executive vice-president, or the appropriations committee, who in turn 
presents the capital budget to the board of directors for final approval. 
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The capital budget is usually approved by the board of directors only as to the 
total dollar amount involved. Individual projects must be approved by an 
authorized official or committee after study of the particular project. 


Selection of Projects To Be Included. Experience has shown, that many 
projects are recommended for inclusion in the capital budget that, although 
praiseworthy in themselves, may not be necessary for the enterprise or likely to 
produce additional earnings commensurate with the capital mvolved. Frequently . 
department heads place requests for new equipment merely because of a normal 
human desire to have the finest and most modern equipment available. In many 
instances, in an effort to anticipate future requirements, requests are made for 
equipment based upon relatively remote needs. To keep annual fixed capital out- 
lays within reasonable limits, capital budget control procedures must see that 
more desirable projects get the right of way over others. 

Capital expenditures may be essential to the maintenance of the concern’s 
competitive position. In such instances, a company has little choice but to in- 
clude these projects in the capital budget. Replacements of essential capital 
assets as a result of normal wear and tear or obsolescence also are unavoidable. 
However, timing of such expenditures frequently can be advanced or delayed, 
depending upon the company’s financial position. 

Many expenditures find their justification in the increased earnings that will 
result. Suggested projects of this kind should be listed in the order of their 
profitability, with due consideration to the effect of postponement or cancella- 
tion upon other phases of the company’s business. More desirable proposals can 
then be launched first. 

It is good practice to require operating departments to submit proposals for 
inclusion in the capital budget under the following categories: 


1. Essential. 

2. Profitable. 

3. Desirable. 

4. Replacements resulting from normal wear and tear or normal obsolescence. 
5. Replacements resulting from extraordinary obsolescence. 


Explanations should also be required as to why a particular project is classified 
under cone or another of these headings. Projects classified as profitable, for 
example, should be supported by computations showing the time within which the 
investment can be recovered from the net cash receipts, an estimate of the reduc- 
tions in costs to be expected, and some indication of the expected rate of return. 
As an example, the budget manual of one large company states: 


By November ist each Divisional Executive will develop within his division and 
submit to the Appropriations Committee an itemized estimate of all such expendi- 
tures for which justifiable need is definitely anticipated during the following year, 
giving substantiating earnings, payout, or other reasons in each case. Individual 
projects should be divided into four classifications: 

(a) _ Essential to satisfactory operations. 

(b) Desirable on an earnings basis (estimated payout .............. years). 

(c) Desirable from the standpoint of logical expansion and development, but 
not urgent. 

(d) Replacement of necessary assets. 


REVIEW. The budget manual of one company defines the responsibility of 
the several authorities reviewing the capital budget as follows: 


The appropriations committee, consulting if necessary with the divisional execu- 
tive concerned, will critically review divisional estimates as to urgency, desirability, 
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profitability, cheaper alternatives, and will then consolidate and submit the esti- 
mates to the executive committee with its recommendations. 

The executive committee will review the consolidated estimate from an overall 
viewpoint, satisfying itself as to necessity, profitability, justification and urgency of 
each project, considering the desirability of deferring some projects so that they 
may be used as fill-in jobs during slack periods to help stabilize employment and so 
lessen the shock of depression, taking into account proper coordination of divisions, 
and submitting a final budget estimate with recommendations to the board of di- 
Fectiors byweziosth. Od oskece. agen 

The board of directors will consider the proposed budget from the standpoint of 
overall policy, taking into account the availability and judicious allocation of funds, 
general business, economic and financial conditions and sales projects, and will finally 
pass upon the budget in principle. : 


Some companies appoint a Facilities Committee to review the capital budgets 
of their several divisions. The facilities committee is frequently composed of a 
chief engineer, the budget director, the purchasing officer, and representatives of 
the major operating divisions. 


The Appropriations Committee. The departmental estimates are often sub- 
mitted to this committee for review and classification of projects as to urgency 
and desirability from the overall viewpoint of the company. In this way the final 
capital budget as submitted to the board of directors or the president represents 
the considered view of ranking officials who can integrate proposed capital 
expenditures with the business and financial plans of the company. When indi- 
vidual appropriation requests are then submitted to this committee, a careful 
analysis can be made of each project in the light of the following: 


Resulting reduction in cost of operation. 

Relation to requirements of the sales budget. 

Improvement in quality and variety of the company’s products. 
Prevailing economic and financial conditions. 

Funds available for capital investment. 

Effects upon future earnings. 

Extraordinary obsolescence of productive facilities. 

Payout period of the capital expenditure. 

Relative profitability. 


So OES Cp GS COIS) 


The appropriations committee is usually assigned limits of authority within 
which it can approve smaller appropriation requests included in the approved 
budget. Projects above the assigned limit are referred by the committee to a 
higher authority, as are those within the assigned limits but not included in the 
capital budget. 

A survey of a number of large companies by Holden, Fish, and Smith (Top- 
Management Organization and Control) produced the following recommendations 
regarding composition of the appropriations committee: 


Membership, as with any committee, should include only those who definitely add 
to the group judgment. In this case it could appropriately include the chief engineer, 
because of his ability in judging the soundness of construction plans, costs and al- 
ternatives; the controller, for his financial and economic viewpoint, particularly as 
to the availability of funds and correct time for undertaking the project; the director 
of organization and cost control, for the benefit of his viewpoint on cost reduction, 
effects upon the organization and manpower considerations; and the divisional 
executive concerned, who attends to present his case and see that all factors are 
given consideration. Others may be requested to attend when necessary, such as 
the research manager to advise on new developments. 
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The most important feature of this particular procedure, however, is the analytical 
agency which reviews all the proposals, and by whose analyses the committee must 
be very largely guided. A very capable individual—one of the stature of a depart- 
mental manager—is required to head the analytical work. Upon the projects pre- 
sented the company will spend very large sums, and it is therefore essential to have 
in this position a person able to present consistently high-quality, accurate analyses. 
This person might also be the chairman of the committee, he and his staff consti- 
tuting an independent, full-time agency concerned with appropriation analyses. In- 
some companies a section of the engineering department makes the analyses. Others 
object to this on the ground that the engineering department also’ works out the 
designs, methods, and savings, and is therefore not in a position to criticize and 
reject its own work. For that reason they prefer an independent agency embodying 
adequate engineering talent. 


APPROPRIATION REQUESTS. Individual appropriation requests are 
required for each item of capital expenditure as it is made, even though it is in- 
cluded in an approved capital budget. The individual appropriation requests are 
approved after review by an authorized official or committee. The ‘size of the 
expenditure is a determining factor in the rank of the official whose authoriza- 
tion must be secured. If provision for a project has not been made in the capital 
budget, approval of a higher ranking official is required than if it is covered in 
the budget. 

The appropriation request may be required to specify the reason for the 
expenditure. One company requires that the reason be specified as: ~ 


New business. 
Increased needs of present business. 
Normal replacements. 

Change in manufacturing method. 


Another classification used is: 


Cost reduction. 

Production of a new product. 
Additional volume of existing product. 
Replacement of existing equipment. 


Some companies require the following information to be included in the appro- 
priation request: 


Purpose of expenditure. 

Estimated costs of acquisition or construction. 
Loss on assets retired. 

Savings resulting from capital expenditure. 
Fixed costs resulting from new capital asset, such as annual depreciation, in- 
surance, taxes, etc. ; 


Ey Oe 


Forms of appropriation requests for capital expenditures are shown in Figs. 
3 and 4. 

Approved appropriations remain valid until the project has been either com- 
pleted or canceled. Upon completion of the project, should any unexpended 
balance remain, the appropriation for it should be canceled and not be made 
available for other purposes. 

If the original appropriation does not prove adequate to cover the full cost of 
the project, a supplemental appropriation will be needed. Many companies 
permit deferment of the supplemental appropriation request if the excess expendi- 
ture will not be greater than 5% or 10% of the original appropriation. Some 


APPROPRIATION FOR CAPITAL EXPENDITURE 


This appropriation is to cover a Capital Expenditure made Necessary by: 
NEW BUSINESS {eazy NORMAL REPLACEMENT | | 
INCREASED NEEDS OF PRESENT BUSINESS [[—] CHANGE IN MANUFACTURING METHOD [C_] 


DESCRIPTION OF PROPOSED CAPITAL EXPENDITURE 


Sears reverses side for detailed explanation of necessity for this capital Hy 
DETAILS OF ESTIMATED INSTALLED COST 


Plont Materiols 
& Suppliet 


Estimated useful life of new installation. 
Estimated dotes expenditures will be made (Specify months and omounts) 


Capital Account classification ond omount: 
Expense Account classification and amount: 
Estimated completion date: 


RECORD OF PREPARATION AND ACTION ON THIS APPROPRIATION 
Perent Compeny Record 


Received by General Manager. 
Action by Generel Manages 


Action recorded and copy returned 
to dotatent A compony: etiesoet Director) 


Fig. 3. Appropriation request for capital expenditure. 


Appropriation Request 
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Appropriation Request No. ..... 
APPROPRIATION REQUEST FOR - eee in detail): 


Peewee eer eresrereeseeeeerseseeesesee 


Pe 


DETAILS OF ESTIMATED COST: 


ESTIMATED DELIVERY OR COMPLETION DATE: 


ESTIMATED DATES AND AMOUNTS OF CASH Pecbeet 


re 
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ESTIMATED FIXED EXPENSES RESULTING FROM ACQUISITION: «........ 
(Estimated depreciation, insurance, etc.) 


WAS THIS ITEM INCLUDED IN CAPITAL BUDGET? ........... 


ANTICIPATED SAVINGS: ..cce cere reer errs sr ener eessererrceres 
INDICATE URGENCY OR DESIRABILITY OF THIS EXPENDITURE: .......... 


Approved. faadaccter os sfisnoke APD OV Edicdrerort ty s.sys Bye «feelaonerenetele 
Budget Director Plant Manager 


Approved SUA RESSaeS Bes Brose 
For Appropriation Committee. 


Fig. 4. Divisional appropriation request. 
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companies also have a provision that this deferment of the supplemental request 
is contingent upon the project being completed within 30 or 60 days. Most com- 
panies provide that supplemental appropriations are unnecessary if the amount 
of the excess expenditure is small, such as $50 or $100. 


Approval of Appropriation Requests. It is common practice to require ap- 
proval of appropriation requests for each specific expenditure on plant or equip- 
ment. The authority required for such approval ordinarily is governed by the. 
size of both the request and the company. In many instances, the project request 
for funds may pass through several levels of management. For example, the 
N.A.A. Accounting Practice Report No. 7 cites the following case: 


The approval of the detailed expenditure request is established so that various 
levels of management have different approval authority. These are outlined below: 


Plant manager up to $1,000 

Division manager to $5,000 

Group Vice-Pres. to $50,000 

Executive Vice-Pres. to $75,000 

Executive Committee—in excess of $75,000 


Special policies delegate authority to the executive vice-president for approval of 
expenditures in excess of $75,000 or in cases of emergency. 


Blanket Appropriations. Most companies set up blanket appropriations to 
cover minor capital expenditures made necessary by normal operations, as 
well as those that are not determinable at the time the budget is completed. 
Usually, a limit is set on the amount of any one purchase. Where there are a 
number of operating units, the amount of the blanket appropriation is fixed after 
consideration of the normal replacement requirements of each. 

It is a good policy to restrict blanket appropriations so that purchases of major 
capital items will not be charged to them. In the event of an emergency, how- 
ever, the blanket appropriation should be available for other purchases, pro- 
vided an explanation is given at a later date. 

Blanket appropriations expire at the end of the fiscal year. A new blanket 
appropriation should be granted for each year. 


CAPITAL EXPENDITURE CONTROL. Control over capital expendi- 
tures is facilitated by classification of outlays as: 


1. Major projects. 
2. Routine expenditures. 
3. Replacements. 


The line of demarcation between major and routine projects is dependent upon 
the size of the company and the consequent degree of control of capital expendi- 
tures exercised by top management. Sound control of major projects involves 
careful analysis of the initial cost of each purchase or installation, as well as of 
the annual cost of maintenance. Maintenance costs necessitated by major capital 
expenditures include repairs, depreciation, property taxes, insurance, additional 
labor costs, etc. The effect of proposed capital expenditures upon fixed charges, 
cash requirements, and prospective earnings should be weighed. Prior to the ap- 
proval of a request for capital appropriation, careful comparison should be made 
of the cost of production with existing and with the proposed equipment. 

Wherever possible, recommendations for capital expenditures should be for- 
warded to the plant methods and cost control sections for their review. When a 
recommendation is approved, estimates of the cost of the facility should be pre- 
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pared and savings in direct labor, material consumption, and overhead costs 
estimated. 

_ Routine expenditures require control inasmuch as multiples of small authoriza- 
tions may in the aggregate exceed a single major project. However, without in 
any way diminishing the degree of control, it is frequently possible to delegate 
authority to approve routine capital expenditures to lower echelons of managerial 
authority. Major projects require more careful handling. 

As an aid to control over capital expenditures, monthly reports should be pre- 
pared by each operating unit and forwarded to the budget director or to the 
official designated to control capital expenditures. In the preparation of these 
reports, particular stress should be laid upon the sufficiency of the appropriation 
request. If indications are that the appropriation request will be underrun or 
overrun, this should be indicated. It is important that the progress in each de- 
partment be apparent from the report, and that the estimated cost to complete 
the construction or the purchase of a facility be shown. 

It must be borne in mind that additional investment in facilities raises the 
break-even point of an enterprise. If capital outlays are not carefully integrated 
with sales efforts and financial resources, an expansion program may have marked 
adverse effects upon earnings and liquidity. 


Company Organization To Control Expenditures. In a recent study, the 

American Management Association (Curtis, A.M.A. Research Study 55) de- 
scribes a steel company with three major committees generally concerned with 
finances—a finance committee, a long-range planning committee, and an 
expenditures planning committee. The last-mentioned committee, chairmaned 
by the vice-president, planning and control, with the vice-president, operations, 
as a member, is directly concerned with controlling capital expenditures. Its pur- 
pose is: 
... To review and report the progress to completion or rejection of each job request 
’ estimated to be a major job request, uncovering and reconciling any interdepart- 
mental differences of opinion as to type of equipment and extent of work involved, 
and expediting to obtain the earliest return on all budgeted dollars. Major job re- 
quests include all appropriations over $5,000, all repair jobs over $10,000... . 


The committee meets bi-weekly to review the progress of jobs and to analyze 
major job requests. A capital equipment analysis normally is required for 
“ageressive capital expenditures” to produce new products or increase existing 
capacity and for “optional expenditures on existing facilities for quick return” 
by reducing costs or increasing productivity. This analysis is performed “. . . 
at the direction of the committee when the engineering department has completed 
suitable design and cost estimates. The capital expenditure analyst (also on 
the committee) may consult directly with anyone who can improve the accuracy 
of the final analysis.” The committee need not require a capital equipment 
analysis for “ ‘necessary’ defensive expenditures” such as required repairs of re- 
placements or unavoidable overhead for safety considerations. 

With respect to repair and replacement jobs, the committee may give final 
authorizations to request forms and forward them to the controller. For appro- 
priation jobs, the chairman submits the recommendations of the committee to 
the president. Such jobs, covered by capital equipment analysis, are listed in a 
follow-up section of the minutes when they have been in operation one year. The 
chairman is instructed to “. .. write the originator of the request, the vice 
president of operations, requesting a follow-up or ‘make good’ report comparing 
actual performance with that originally projected for justification.” 
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As a general policy, preparation of a performance review, such as that re- 
quired by the steel company, is considered very desirable because it enables man- 
agement to evaluate the adequacy of the original assumptions and analyses lead- 
ing to the authorization of the project. Yet Matthews (Harvard Business Review, 
Vol. 37) notes that only half of the companies he studied undertook performance 
reviews that incorporated revenue as well as cost analyses. The reasons for this 
resistance included a belief that total profit performance was sufficient to evaluate 
capital expenditure programs, apprehension that operating personnel would be 
more reluctant to express ideas if subject to review, and the difficulty in isolating 
relevant cost and revenue data. However, he stresses the fact that “. . . the 
managements that do use performance reviews are enthusiastic about them.” 


CAPITAL BUDGET AND CASH PLANNING. The capital budget is a 
summary of proposed expenditures for the period and should be interrelated with 
the general cash forecast. In this way, allowance can be made for plant and 
equipment outlays in cash planning. (See Sec. 16, Current Asset Planning.) 

Outlay for capital requirements must be related to the cash forecast for a com- 
pany. This is particularly necessary when capital replacements or additions are 
made in whole or in part with reinvested earnings. Unless the amount, allocated 
to capital expenditure is pre-planned, there is danger of diverting cash required 
for working capital to the acquisition of fixed assets, thereby impairing the ability 
of the company to discharge its current financial obligations. 

When capital expenditure exceeds the annual provision for depreciation, the 
excess must come either from reinvested profits, borrowing, or the sale of stock, 
on the one hand, or from existing cash, on the other. If cash is used up for the 
purpose, it represents a diversion of working capital into fixed capital. 

The maximum funds available for capital expansion without impairment of 
working capital are measured by: 


1. Reinvested earnings for period. 

2. Annual allowance for depreciation and depletion. 
3. Proceeds from sale of additional stock. 

4. Proceeds of bond issues or term loans. 


Failure to purchase capital assets during any year, on the other hand, will result 
in an increase of working capital to the extent of the provision for depreciation. 
This can be illustrated by the following: 


por katay enemies Ca nih dente antes. | car intan 2 aon) 2s .. $1,000,000 
GWostsh Seen eee ee ree $700,000 

Depreciation! ie. Aas. 3sPe aR ey 100,000 800,000 
NGG Droit oe ane accion eee $ 200,000 


It will be noted that receipts are $1,000,000 and outlay $700,000, so that work- 
ing capital, and eventually cash, is increased by $300,000, or the sum of net profit 
and depreciation. But whenever equipment is replaced, the cost of the replace- 
ment will then come out of working capital at the time. 

Commenting on the importance of the capital expenditure budget in develop- 
ing the cash budget, the N.A.A. Accounting Practice Report, No. 7, states that 
“because such capital expenditures are non-recurring and are not spread uni- 
formly over the year, the capital budget must be closely related to the flow of 
cash. . . . In order to meet the needs for cash budgeting, details of cash outlays 
by month, quarter and year are necessary.” This is illustrated in Fig. 5, where 
the budgeted unexpended balances of approved authorizations are distributed into 
the quarterly periods of the year when it is expected that the cash disburse- 
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BUDGET OF CAPITAL EXPENDITURES FOR THE YEAR ENDING DECEMBER 31 


Approximate 
Status of Estimated Amount Unexpended Balance 
Authorization of of Approved 
For Expenditure — Authorization Authorizations 
Electric Furnace : Approved $ 50,000 $ 50,000 
Warner & Swasey Lathe Approved 40,000 40,000 
Air Condition Building XYZ Approved 63, 000 42,000 
Trucks Approved 25,000 25,000 
Welding machines Not Requested 40,000 
Lift Trucks Not Requested 15,000 
Other Items Not Requested 100,000 
OOS SS 
$3,200,000 $450,000 
DATE OF EXPECTED CASH DISBURSEMENT 
Approval to Year 19 
Be Requested First Second ~ SeTHird Fourth Year 
in i9— Quarter Quarter Quarter E Quarter TOTAL 19— 
$ $ 50,000 $ $ $ $ 50,000 
: 40,000 40,000 
21,000 21,000 42,000 
10,000 15,000 ; 25,000 
40,000 ° 10,000 10,000 10,000 10,000 40,000 
15,000 _, 15,000 j 15,000 
100,000 20,000 20,000 20,'000 20,000 80,000 20,000 
Ne eT Na NON 
$5,000,000 $1,800,000 $1,600,000 $1,000,000 $750,000 $5, 150,000 $300,000 


Fig. 5. Form for connecting budgetary authorization to cash distributions. 


ment will be made. The timing of the expenditures may be provided in the 
budget request, the appropriation request, or in supplemental material. In the 
event of planned major expansions, additional outside funds may be required. 
‘Because these amounts are likely to be substantial, suitable advance knowledge 
of when. they will be required is desirable in order that the necessary financial 
arrangements may be made. In Fig. 6, estimated capital expenditure require- 
ments are projected 5 years ahead. 


ESTIMATED CAPITAL EXPENDITURES REQUIREMENTS 


' 
| 
i 
| Years ----- through----- Page 10f9 
| PROJECT DESCRIPTION 2nd. Year 3rd Year 4th Year Sth Year 
Cost Reduction Program: 
Improvements in Reduce the cost of draw press opera- 
Refrigerator and Freezer tions, resulting in reduction of man- 
manufacturing facilities power, scrap and drawing compound, 
Dry Film Machines with automat- 
ic loader and unloader $100,000, 00 $100,000,00° $120,000. 00 


Anodize and plate parts presently 
farmed out. This would result ina 
@avings on piece part cost, 


Anodizing Machine $175,000. 00 
Plating Machine F 125,000.00 
TOTAL COST REDUCTION PROGRAM $100,000.00 $100, 000, 00 $120,000, 00 $300,000, 00 


Replacement Program: 
Production Lift trucks, material handling, & 
equipment misc, small equipment. $133,200.00 $115,000.00 $129,000.00 $145,000, 00 


TOTAL REPLACEMENT PROGRAM $133,200.00 $115,000.00 $129,000, 00 $145,000.00 


Note: Other items and the other categories of the program are covered in the Estimated Capital 
Expenditures Requirements, but are not included in this Exhibit. Alb data is hypothetical. 


Fig. 6. Form for projecting capital expenditure requirements. 
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Estimating Profitability of Investments 


EVALUATING ALTERNATIVE PROJECTS. The rapid expansion of 
American business since World War II has directed management’s attention to 
the need for evaluating the relative profitability of alternative investment op- 
portunities. For this purpose, various measures of rate of return on investment 
are employed that take into account both the profits expected to flow from a 
project and the funds that will have to be committed to it. Three principal 
methods are in use to determine the rate of return for evaluating alternative 
projects: the payback, the financial statement or average return on investment 
method, and the discounted cash-flow method. 


Relative Use of Evaluation Methods. In a survey of the 500 largest indus- 
trial corporations, 215 responded to the question, “What method do you use for 
calculating the rate of return on your investment for each type of capital eXx- 
penditure?” (Amling, Some Determinants of Capital Expenditure Decision in 
the Largest Industrial, Public Utility, Transportation and Merchandising Cor- 
porations in the United States). Among these corporations, it was found that the 
payback was the most popular method; approximately 34% indicated that they 
used it as the sole approach for determining the rate of return, while about 52% 
used it either alone or in combination with one of the other methods. The 
second most popular method was the discounted cash flow method, which was 
used alone by about 19% of the firms and in combination with another method 
by 28%. The average return on investment method was used solely by 15% of 
the companies and in combination by 27%. 

The survey found that the method used for calculating rate of return varied 
with the type of capital-expenditure project. The payback was used particu- 
larly in projects involving routine replacements, short lives, relatively small 
expenditures, and a prospective quick return on the investment. Industries 
apparently giving preference to this method included food and beverages, aircraft 
and parts, and paper and allied products. Companies turned to the discounted 
cash-flow method if the project was more complex, predictable, and stable. This 
method was used more widely in the petroleum refining industry, mining, and to 
a lesser degree in metal manufacturing. It was favored by the bigger companies. 
The average return on investment method was used principally in the textile, 
glass, and cement industries. A brief description of each of these methods follows 


and a more extensive discussion is given in the section below on “Special Problems 
of Capital Planning.” 


The Payback. The payback generally is calculated by dividing the total invest- 
ment by the sum of the net income per year after taxes plus depreciation. Thus, 
it shows the number of years that are required for the cash-flow income of a 
project to return the capital invested. It is simple to calculate and important 
where liquidity is a prime objective. On the other hand, it does not take into 
account the number of years beyond payback that earnings will continue nor does 
it consider the rate at which these inflows occur. 


The Accounting or Average Return Method. In this method, the average 
annual earnings over the life of the investment are compared with either the 
average or the initial investment. Company practices differ rather widely with 
respect to what should be included in average earnings and investment. Although 
this method conforms with the determination of the rate of return as a measure of 
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performance, it does not take into account the timing of money flows. It, there- 
fore, provides the same return to projects with the same average earnings and 


investments even though one may give a much more rapid rate of repayment 
than the other. 


The Discounted Cash-Flow Method. This method takes into account the 
fact that money received earlier has a greater value than money received at a 
later time. The return on investment in this method is that rate which equates the 
sum of the present values of a series of future cash flows to the value of the 
original investment. 

In its study of Return on Capital as a Guide to Managerial Decisions (Re- 
search Report No. 35), the N.A.A. summarized the importance of the time fac- 
tor in determining the rate of return as follows: 


Dollars available in the near future are worth more than dollars to be received 
at a more distant date because money can be invested to earn a return which com- 
pounds with time. Consequently, a project which promises an early return is more 
desirable than one in which the return will be longer delayed, other things being 
equal. Likewise, a project in which some outlays can be deferred is more desirable 
than one which requires that expenditures be made at an earlier date. The discounted 
cash-flow method reflects in rate of return differences in the timing of cash outflows 
and inflows. This is accomplished by discounting cash flows to the same point in 
time. 


In comparing projects with different life-spans, an assumption underlying the 
discounted cash-flow method is that funds can be constantly reinvested at the 
given rate of return. In order to obviate use of such an assumption, other 
methods employing the present-value concept may be used. For example, in the 
excess present value method the present value of the cash-flow earnings might be 
determined at a discount rate equal to the cost of capital or the company’s 
indicated earnings, and the resulting sum compared with the original cost of the 
‘investment. Another factor to be taken into consideration in comparing rates of 
return is.the relative risks involved, because the financial manager might decide 
that the greater risks associated with a higher-return project detracted sufficiently 
from it to make a poorer-yielding project more desirable. 


Depreciation in Financial Management 


OBJECTIVES OF DEPRECIATION PROVISION. The functions of 
depreciation in financial management are to: 


1. Provide a means of allocating the cost of capital assets to current costs of 
operation. 

2. Evaluate capital assets. 

3. Make financial provision for the replacement of capital assets. 


Allocation of Cost of Capital Assets. The large majority of accountants 
regard depreciation as an allocation of the cost of plant and equipment over the 
estimated service life of the assets. For example, a plant that cost $100,000 and 
has an estimated service life of 10 years would be regarded as an element in total 
cost of production if a single profit and loss statement covering the 10-year 
period were prepared. Inasmuch as annual statements of profit and loss are 
issued, the cost of the plant is spread over 10 years. Under the so-called straight- 
line method of providing for depreciation, 1/10 of the cost of the plant, or 
$10,000, would be charged as a cost of operation each year. At the end of the 
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first year, the balance sheet of the company would show a net value of $90,000 
(after deducting the allowance for depreciation) for the plant. In the second 
year, another $10,000 would be charged to costs of operation and the net asset 
value would be reduced to $80,000. Under this concept of depreciation, unde- 
preciated values of capital assets assume the nature of deferred costs of opera- 
tion. 


Capital Asset Valuation. Current practice is to deduct the allowance for de- 
preciation from the cost or other valuation of capital assets on the balance sheet. 
Although an expression may be used such as “the capital assets shown on the 
balance sheet are worth .. . ,” net valuations of capital assets listed on the bal- 
ance sheet often bear little relation to true worth. Assets that were purchased 10 
years ago and that are being depreciated over a 20-year period may be worth 
considerably more on a reproduction basis than the balance sheet valuations, or 
they may be of doubtful value because of obsolescence. 


Replacement of Capital Assets. For financial planning, the chief function of 
depreciation is usually its role in financing replacement of plant and equipment. 
Depreciation allowances provide, out of the operations of the business, resources 
for replacement of fixed assets. True, funds withheld as depreciation allowances 
may be devoted to other purposes such as acquiring inventory or accounts receiv- 
able, but in that event funds raised in other ways can be devoted to the acquisi- 
tion of fixed instead of current assets. 

If depreciation is regarded as a means of financing replacement of assets, re- 
production costs, especially in a period of rising prices, become far more suitable 
than original or historical cost as a basis for computing the annual depreciation 
allowance. Thus, if a plant was constructed 10 years ago at a cost of $1,000,000 
and is being depreciated over a 20-year period on a straight line, the yearly de- 
preciation allowance would be $50,000. Should a rise in prices lift the replacement 
cost of the plant to $2,000,000, it is evident that the accumulated depreciation 
will be altogether insufficient to provide for the eventual replacement of the plant. 
Actually, the annual allowance will be only half as large as needed for replace- 
ment, and earnings will be overstated to that extent. 

Depreciation allowances, in effect, constitute a conversion of fixed capital 
assets into cash, so that it is available for reinvestment in similar fixed assets. 
But if the price level changes, the sum thus realized may be too great or too little 
for the purpose in view. That is because depreciation as ordinarily computed is 
based on historical cost. 

Accountants have advanced rather persuasive practical objections to the use 


of replacement cost in computing annual depreciation allowances. These may 
be paraphrased as follows: 


The function of accounting is to record costs and to allocate them to the periods 
to which they relate. Replacement costs of fixed assets fluctuate widely and irregu- 
larly from year to year. Allowing for technological changes, it may be impossible to 
estimate such cost accurately. Basing depreciation on reproduction cost would re- 
quire almost continuous revision of depreciation charges from year to year. The 
expense involved in revising reproduction costs annually is often prohibitive. 


Nevertheless, financial executives may be guided by reproduction costs. The 
point can be illustrated by the following example: 

A company makes a fortunate purchase of some machinery at exceptionally 
low cost. The equipment has an estimated service life of 5 years. Depreciation 
calculated on historical cost would result in a very low charge to current cost of 
operations during this 5-year period. However, replacement of this machinery 
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at a far higher cost is inevitable at the end of the period. Obviously, depreciation 
based on historical cost will not provide sufficient reserves for the replacement of 
these machines out of current operations. But depreciation allowances can be 
supplemented by earnings retained in the business for this purpose, whether or 
not they are specifically earmarked. 

It 1s not necessary as a practical matter to make continuous revisions of repro- 
duction costs of plant and equipment. As major changes in construction costs of 
plant and equipment occur, reproduction values can be estimated roughly and 
provision made for their replacement through sources that supplement deprecia- 
tion allowances, 


_ Capital Asset Replacement Funds. Provision for depreciation in the earn- 
ings statement does not of itself assure funds for the purchase of new capital 
assets when required. Provision for depreciation is tantamount to conversion of 
fixed assets into current assets. At any particular moment, however, the current 
assets of a business may consist of accounts receivable, inventories, or short-term 
securities. Depreciation allowances limit disbursement of receipts as dividends, 
but do not assure they will be held in the form of cash until used for replacement 
of particular assets. A business may thus find it necessary to resort to outside 
financing to acquire capital assets, despite adequate depreciation allowances for 
the purpose. Some concerns maintain a replacement fund consisting of cash or 
securities equal to the amount of the periodic depreciation allowances, to ensure 
that they will have the means for financing the acquisition of new capital assets. 


OBSOLESCENCE OF CAPITAL ASSETS. Obsolescence is of two 
kinds—normal obsolescence, which is at least partially foreseeable and should 
therefore be included in the amount of the periodic provision for depreciation, 
and extraordinary obsolescence, which is wholly unpredictable. In providing 
for extraordinary obsolescence, it is good practice to make a special appropriation 
for this contingency out of current or retained earnings. It is not practicable to 
include provision for extraordinary obsolescence in current depreciation, since 
there is no basis for estimating the amount needed. 


MAINTENANCE VS. DEPRECIATION. Public utilities formerly 
charged repairs, replacements, and retirements of capital assets to operating ex- 
penses in lieu of depreciation while railroads, in part, still employ such a policy. 
At one time, it was not uncommon for industrial companies also to regard main- 
tenance and replacement outlays as taking the place of depreciation allowances. 
The use of actual maintenance and replacement outlays as a substitute for depre- 
ciation allowances is unsatisfactory because of the highly irregular character of 
the former. In times of poor earnings, there is strong temptation to “skimp on 
’ maintenance,” so as to overstate income. ; 

Adequate maintenance and repairs of fixed assets prolong their life, but do not 
constitute a substitute for depreciation. As stated by Hatfield in his now classic 
remark, “All machinery is on an ‘irresistible march to the junk heap and its 
progress, while it may be delayed, cannot be prevented by repairs.” 

Efforts have also been made to combine the depreciation charge with estimated 
maintenance costs into a single depreciation rate. Although the procedure has 
some logic, it is considered unsatisfactory because it does not recognize the sepa- 
rability of the two concepts. In discussing the relation between maintenance and 
depreciation, Paton and Paton (Asset Accounting) note that: 


it is obviously difficult to determine the amount of maintenance for years in 
advance, particularly in the face of changeable prices for repair service and supplies, 
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and the calculation of depreciation is subject to sufficient uncertainty without the 
introduction of an additional estimate. A more satisfactory method of recognizing 
the close relation between maintenance and depreciation is to accrue the cost of 
major parts or elements of a plant unit as depreciation, while permitting the cost of 
routine servicing and minor repairs to be charged to operations as incurred or spread 
in terms of annual budgets as circumstances dictate. 


EFFECT OF DEPRECIATION ON WORKING CAPITAL. The pro- 
vision for depreciation, it has been said, tends to convert fixed capital assets 
into working capital to the extent that the annual allowance for depreciation 
exceeds the year’s new capital expenditures. This can be demonstrated by a 
hypothetical example. 

Let us assume that the balance sheet at the beginning of the year shows: 


@urrent “Assets: mere eer S100 000M Capital StOCk seme ece rit $300,000 
Rixed “Assets oT Nain cece 200,000 $300,000 
$300,000 


and that the results of operations for the year, on a cash basis, are: 


DBCS: as mr depes ciate ovean recbaat okey Mereeees see eae Ce $100,000 
(Glos ise aetes RG ER ate a amieh oats oc $75,000 
Depreciation tac oc eee ere cere 25,000 

~ $100,000 
PLOft, ented Soros ee ee oe ee eee 0 


and that no investments are made in capital assets. The balance sheet at the 
end of the year then would show: 


@urrent Assets: ee see tees: 125'000 Se @apitale Stock es eerie eer $300,000 
HixediAssets(Net) ieee eere: 175,000 $300,000 
$300,000 


It will thus be seen that though the income statement shows neither a gain nor 
a loss, the book value of fixed assets has declined $25,000 and the current assets 
have been increased by the same amount. As a result of the gradual conversion 
of fixed assets into current assets, businesses have been able to weather periods of 
adversity by withholding new capital investments. In effect the annual provision 
for depreciation has been available to cover operating deficits or to provide funds 
for other purposes, where it has been earned. 


EFFECT OF INADEQUATE DEPRECIATION. In the above illustra- 
tion, if depreciation of only $10,000 had been deducted, a profit of $15,000 would 
have been reported. The balance sheet at the close of the year would have been 
as follows in that event: 


@urnentavAsscts upc tears $125,000 Capital Stock ................ $300,000 
Bixed Assets, CNet) meaner ae 190,000 Retained Earnings ........... 15,000 
$315,000 $315,000 


If these results are repeated yearly, at the end of 8 years, when capital assets 
should have been fully depreciated, the balance sheet would appear as follows: 


Current: A’ssets ..... Jessen $300,000 Capital Stock ................ $300,000 
Hixed VASsétgu cnn cs cere 120,000 Retained Harnings .......... 120,000 


$420,000 $420,000 
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It will readily be appreciated that the apparent profit of $15,000 yearly might 
have tempted the board of directors to declare dividends, for stockholders would 
expect to share the profits. Any dividends that might have been declared during 
this period would in reality have been distributions of capital. In any event, 
altogether inadequate provision would have been made for replacing assets. 
Furthermore, in computing costs, insufficient depreciation would have been in- 
cluded. If 100,000 units of the product were produced each year, for example, 
costs would have been understated by 15¢ per unit, or $15,000 a year, because of 
inadequate allowance for depreciation. 

The principles involved in the above simple example are equally valid in large 
enterprises with multiple products and earnings varying widely from year to year. 


DEPRECIATION A COST OF OPERATION. It is sometimes suggested 
that the periodic depreciation allowance is merely a “book” charge against earn- 
ings not at all comparable to other expenses of operation. But this is true in any 
sense only if there is no need for replacing fixed assets for an indefinite period in 
the future. Otherwise, depreciation is an actual cost of doing business, just like 
wages, materials, or insurance. If depreciation is based upon historical cost, it is 
an allocation of part of the original investment in fixed assets to the current 
period. Depreciation based upon the expected cost of replacement of capital 
assets recognizes the fact that, in the conduct of business, replacement of capital 
assets is inevitable and provision should be made for it in advance. Failure to 
provide for depreciation adequately understates cost just as surely as failure to 
include any other expense incurred during the accounting period. 


IMPACT OF CHANGING PRICE LEVELS UPON DEPRECIA- 
TION. During a period of advancing prices, a corporation faces the necessity 
of planning for the replacement of capital assets at a cost considerably in excess 
of original or historic cost of the acquisition. Thus, a plant constructed during 
depression years might not be replaceable in a subsequent period of prosperity 
for less than twice its original cost. Depreciation based on original cost would not 
be sufficient to safeguard the integrity of the company’s capital in that event, 
and part of the profit reported should be considered earmarked for replacement 
of assets as required. 

Conversely, in a period of low prices, replacement is usually far below original 
cost. During periods of business recession, when the price level has declined 
sharply, concerns have written down the book value of fixed assets. The primary 
motive usually was to reduce the annual depreciation charge, thereby increasing 
reported profits or decreasing operating losses. Such asset write-downs in effect 

‘adjust the annual depreciation to a lower expected replacement cost. If reproduc- 
tion cost of fixed assets should rise again, depreciation deductions become inade- 
quate and earnings are, in effect, overstated. 

From the financial point of view, there is good reason to reflect what appears to 
be a lasting change in the price level, and hence in reproduction cost, in asset 
valuations on the balance sheet. For ideal planning, depreciation rates should be 
adjusted to changes in the cost of replacement of capital assets. But balance 
sheet valuations of capital assets and depreciation rates should be changed only 
when the change in reproduction costs appears lasting, a factor that may be very 
difficult to predict. 

As a practical matter, asset write-downs are far and away more common than 
write-ups. The facts that write-ups are frowned upon by accountants and many 
states prohibit the payment of dividends out of unrealized appreciation of assets 
discourage upward revaluations of assets. 
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The Accountants’ Handbook comments on price-level write-downs as follows: 


A basic postulate of accounting is the assumption of a stable monetary unit. Any 
marked fluctuation in the value of the dollar, whether it be upward or downward, 
reduces the effectiveness of this standard of measurement. Accordingly, the same 
accounting practices and procedures recommended for an upward price movement 
should be equally applicable to a movement in the opposite direction. However, 
many who advocated write-downs in the 1930’s as, being “sound” and “Tealistic,” 
now regard proposals to record appraisal values as being “unsound” and “unrealistic,” 

Departure from a cost basis of accounting for fixed assets is considered by account- 
ants only when the price level change is definite and relatively stable in character. 
Temporary fluctuations are generally ignored due to the long-lived nature of produc- 
tive facilities. Practical difficulties, however, are encountered in attempting to 
predicate the stability of prices at a given level. Economic and financial history is 
replete with instances where anticipated permanent plateaus and valleys in the value 
of the dollar have quickly passed into oblivion. 

Write-downs, like write-ups, must be based on objective verifiable evidence. The 
practice of writing down fixed assets when value has not been impaired for reasons 
of conservatism or a desire on the part of management to improve the subsequent 
earnings record of the company deserves severe censure. 


APPRECIATION AND DEPRECIATION. The view is sometimes ad- 
vanced that appreciation of assets may offset depreciation, making the latter un- 
necessary. This contention has been put forth in connection with controversies 
over whether a surplus exists for dividend payments. Whatever merit this 
argument may have for some purposes, it is not pertinent to fixed asset adminis- 
tration. All fixed assets, with the exception of land, ultimately decline in value 
until retirement and replacement. Appreciation in value of plant, equipment, or 
other fixed assets is an unrealized gain that may vanish’at any time, and in any 
event will ultimately disappear because of wear and tear, obsolescence, ete. 

From the viewpoint of financial management, a primary purpose of deprecia- 
tion is to provide for the replacement of fixed assets as it becomes necessary or 
desirable. This calls for adequate allowance for depreciation. Any appreciation 
in asset values is pertinent to the problem only because it makes necessary addi- 
tional provision for replacement. This added provision may take the form of a 
higher annual rate of depreciation or the application of reinvested earnings for 
the purpose. 


METHODS OF CALCULATING DEPRECIATION. Fixed asset values 
can be charged off to current cost of operation by various methods. The choice 
of method for calculating the periodic depreciation allowance has important 
financial consequences, since the amount deducted directly affects the size of 
the profit reported. Furthermore, if the provision for depreciation exceeds 
actual current expenditures for capital assets, it results in an addition to working 
capital. Conversely, if current provision for depreciation is less than the outlay 
for fixed assets, additional funds must be drawn from working capital, retained 
profits, or outside sources. Depreciation policies thus affect planning for both 
fixed and working capital requirements. 

Depreciation methods applicable to particular assets should take into account 
probable replacement requirements. For instance, assets subject to sudden ob- 
solescence should be written off rapidly in the first few years of their productive 
hfe. The straight-line method of providing for depreciation under such circum- 


stance might prove inadequate, for the asset may have to be retired long before 
it has been written off. 


Straight-Line Method. The straight-line method is by far the most common. 
The basic theory behind it is that depreciation is a function of time, and that its 
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amount is uniform with the passage of time. Thus, a fixed asset with an estimated 
life of 10 years would be depreciated 1/10 vearly or 1/120 each month. This is 
usually expressed as an annual rate, e.g., 10% per annum. The expression “a 
10% rate of depreciation” means that the service life of the asset is assumed to 
be 10 years. 

The straight-line method of depreciation has a number of advantages that 
account for its great popularity. It is simple to apply and easy to calculate. A 
great volume of data has been assembled regarding straight-line rates applicable 
to specific types of assets. Because obsolescence and other factors entering into 
depreciation cannot be measured with any accuracy, the straight-line method is 
usually considered to give about as accurate a result as any. Some flexibility can 
be secured, furthermore, since the annual depreciation rate can be changed to 
reflect a revision of the estimated service life of the asset or obsolescence beyond 
that originally estimated. 

One criticism made of the straight-line method is that resale value of an asset 
often depreciates more rapidly in the early part of its life. But since a primary 
financial objective of depreciation is to provide resources for eventual replace- 
ment of fixed assets, resale value is not a pertinent consideration. A more valid 
criticism from the financial viewpoint is that maintenance and repair outlays are 
greater in the later years of the asset’s life, so that the total charge against earn- 
ings for both depreciation and maintenance actually tends to increase under the 
straight-line method. 

The most effective criticism of the straight-line method, however, is that wear 
and tear on assets is greatly intensified during periods of capacity production, 
while the large earnings of such periods are not charged proportionately on ac- 
count of depreciation. At such times, also, repairs may be deferred because of a 
desire to operate equipment without interruption, or a lack of labor and materials 
for the purpose. If taxes on income are higher during this period of intensive 
operation, as occurred during World War IJ, the result may be quite inequitable 
to the taxpayer. The attitude of the Treasury Department at that time was, 
however, that Congress had recognized this and other factors tending to exagger- 
ate taxable income in the carry-back provisions of the revenue law, and therefore 
it was loath to allow accelerated depreciation due to added wear and tear on 
assets. In the renegotiation of war contracts, however, additional depreciation on 
machinery was allowed because of double-shift operation and other special cir- 
cumstances. Needless to say, there is nothing to prevent corporate managements 
from deducting additional depreciation, or establishing an appropriation otherwise 
designated, from earnings after taxes to make additional financial provision for 
asset replacement. . 


Declining-Balance Method. The 1954 Internal Revenue Code marked a 
significant change from previous law in permitting liberalized depreciation 
methods that increased deductions in the early years of service. Its purpose was 
to encourage investment in plant and equipment, thereby assisting moderniza- 
tion and expansion of the nation’s industrial capacity. In addition to the straight- 
line method, the 1954 Code specifically mentions the declining-balance method, 
with a rate not exceeding twice the rate that would have been used if the annual 
allowance had been computed under the straight-line procedure, and the sum-of- 
the-years-digits method. 

In the declining-balance method, the annual depreciation charge represents a 
fixed percentage of the depreciated book value of an asset or group of assets. 
This method provides for heavier depreciation deductions in the early years of 
the life of the asset. During the initial period of its life, the usefulness of the 
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asset to the enterprise is most certain, it is likely to be most productive, the 
obsolescence element is smallest, and maintenance requirements are at a mini- 
mum. In a period of high prices, this procedure permits a writing down of the 
book value of the asset at a rapid rate to reflect the expected early decline in re- 
placement cost, so that in later years income will not be burdened by an unduly 
heavy charge for depreciation. i 

Objection has been raised chiefly to the complexity of this method. The rate 
of depreciation is applied not to the original cost of the asset, but to the depre- 
ciated cost remaining on the books for each year. Furthermore, there will be an 
undepreciated balance of value at the end of the estimated life of the asset, since 
the depreciation rate always applies to the remaining valuation after deducting 
prior depreciation allowances. This is objectionable where the asset does not have 
substantial final resale value. Grant and Norton (Depreciation) point out that, 
employing the maximum allowable rate, the declining balance method permits 
the write-off of about two-fifths of the value of an asset in the first quarter of its 
estimated average service life and about two-thirds of the value in the first half 
of its estimated average service life. 


Sum-of-the-Years-Digits Method. In this method, like the declining-bal- 
ance method, a larger amount is written off during the early years and a smaller 
amount in the later years of an asset’s life. It is based on the sum of the digits 
that correspond to the asset’s estimated life. Thus, the numbers representing 
the periods of life are added and constitute the denominator of a fraction. The 
numerator is the same numbers in reverse order. For example, 1+2+3+4+ 
5+6+7+8= 36. For the first year, the fraction would be 8/36; for the 
second 7/36, and so forth. The total depreciation (cost minus salvage) is mul- 
tiplied by each of these fractions. Grant and Norton (Depreciation) indicate that 
this method writes off somewhat more than two-fifths of the value of an asset in 
the first quarter of its estimated average service life and almost three-quarters 
in the first half of its estimated average service life. This accelerated write-off, 
which they point out is more rapid than that possible in any other permissible 
method, represents the greatest advantage of the sum-of-the-years-digits method. 


Interest Method. Funds set aside for depreciation will not be used for a long 
time to replace assets. In the meantime, they are ordinarily used to acquire other 
assets, and so contribute to the earnings of the business. If allowance is made for 
this by adding interest to the depreciation reserve, the total sum accumulated 
under the straight-line method will exceed the cost of the asset to be replaced. 

Under the interest method of calculating depreciation, a lower annual rate is 
set. Interest on the accumulated depreciation reserve is then added to the amount 
of the annual deduction, which thus increases from year to year. 

A practical objection that has been advanced against this method is that the 
total provision for depreciation becomes greater during the later years of the 
life of the asset, when maintenance and repair costs also are larger, so that earn- 
ings are reduced unduly at that time. 


Depreciation Based on Production. Depreciation may be based on the num- 
ber of units produced, machine working hours, or orders received for the products 
of a particular class of machinery. Where this is done, the object is to correlate 
depreciation, as a cost of production, with the volume of production. This method 
ties depreciation very closely to wear and tear, but overlooks such other factors 
as the action of the elements and obsolescence, so that the aggregate provision 
may prove inadequate. This will be so particularly if the machinery is idle dur- 
ing considerable periods for lack of orders. 
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Where depreciation rates are based on production, the effect tends to be to 


stabilize reported earnings, since deductions will be largest when output is at a 
high level. 


Depreciation Based on Sales or Profits. If management is interested pri- 
marily in stabilizing earnings as reported, depreciation in reports to stockholders 
may be based upon sales or profits. Such a basis will not be acceptable for tax 
purposes, so that depreciation will have to be calculated on some other basis in 
the tax return of the business. 

One objection to this procedure is that, should a succession of years of small 
sales or profits occur, the provision for depreciation will be inadequate and costs 
will be understated. Another is that management may arbitrarily manipulate the 
annual deduction to make a good or bad showing as desired. If a business is rela- 
tively stable, as in the public utility field, deduction of depreciation as a uniform 
percentage of gross revenues may give satisfactory results over a period. 


Writing Off Assets on Acquisition. Sometimes the cost of fixed assets has 
been written off on or shortly after acquisition as a current expense of the busi- 
ness. In such instances, they are carried on the books at a nominal sum, such 
as $1. 

On the surface, this may seem like conservative procedure. Actually, it is the 
reverse. With the assets written off, there is no charge to earnings on account of 
depreciation. Therefore, current earnings are overstated and excessive dividends 
may be paid out. This method is less misleading, though not desirable, if a busi- 
ness must acquire new fixed assets yearly at a fairly regular rate, so that the 
writing off of assets acquired may give a result similar to more conventional 
methods of computing depreciation. 


FINANCIAL EFFECTS OF DEPRECIATION POLICIES. Within 
the framework of accepted accounting conventions, management will select a 
depreciation policy that seems most advantageous, particularly in the light of 
its effect on tax payments. Although the 1954 Code allows various methods, 
Grant and Norton believe that generally use will be made of one of the three 
methods first listed above: the straight-line method, the declining-balance method, 
and the sum-of-the-years-digits method. They point out that: “It will be noted 
from the language of the Code that, with the single exception of the sum-of-the- 
years-digits method, all other new methods are based directly on the declining- 
balance method in that they must not give greater accumulated deductions at any 
time during the first two-thirds of life than would be given by the declining-balance 
method. It is this limitation which causes the authors to question the usefulness 
of any of these other methods in most situations.” 

Failure to provide adequate depreciation results in overstatement of the 
value of fixed assets and overstatement of current profits. Conversely, too 
large a provision for depreciation understates current profits and creates secret 
reserves on the balance sheet in the form of unduly low fixed asset valuations. 
But companies that seek to overstate depreciation in order to create secret re- 
serves may find in time that depreciation has actually been greater than allowed 
for because of obsolescence, a higher price level, or other unlooked-for develop- 
ments. 

The earnings statement and balance sheet will also be affected by the method 
used to account for retirement of particular assets. Where each fixed asset has its 
own individual depreciation allowance, retirement before the end of its esti- 
mated useful life will require a charge to current or retained earnings equal to 
the undepreciated balance of the assct’s value. This may mean heavy charges 
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of this kind from time to time. On the other hand, where the depreciation pro- 
vision is carried as a single allowance against all the fixed assets, this allow- 
ance is charged with the original book value of each asset as it is retired and 
current retained earnings are not affected by retirements, This latter practice, 
it is found, stimulates replacement of assets. Management is not encouraged to 
retain obsolete assets that are costly to operate because of an unwillingness to 
have earnings charged with heavy deductions on account of retirement of assets 
not fully depreciated on the books. | 

In all industries, more rapid depreciation of fixed assets tends to encourage 
replacements because there is then no problem of charging off undepreciated 
balances of asset values against current or retained earnings. 


DEPRECIATION REGULATION. Legislation and its enforcement by 
government agencies have a profound effect upon depreciation policies. The 
Internal Revenue Service, in passing on depreciation deductions claimed by 
taxpayers, has the widest influence. Section 167 of the Internal Revenue Code 
provides that “there shall be allowed as a depreciation deduction a. reasonable 
allowance for the exhaustion, wear and tear (including a reasonable allowance 
for obsolescence)—(1) of property used in the trade or business, or (2) of 
property held for the production of income.” These amounts are deductible in 
computing net taxable income. But the burden of proof of the reasonableness 
of the deduction in each case rests upon the taxpayer. The Internal Revenue 
Service requires a method of depreciation, once adopted, to be pursued con- 
sistently, except where a change receives specific permission. 


The 1962 Guidelines. In 1962, the Internal Revenue Service issued new de- 
preciation guidelines and rules that became effective July 12, as Revenue Proce- 
dure 62-21. The I.R.S. summarized this procedure as follows (Depreciation 
Guidelines and Rules) : 


Revenue Procedure 62-21 provides basic reforms in the guideline lives for deprecia- 
tion and in the administration of depreciation for tax purposes. It sets forth simpler 
standards and more objective rules which will facilitate adoption of rapid equipment 
replacement practices in keeping with current and prospective economic conditions. 

It will not, however, supersede existing rules, outstanding arrangements, or estab- 
lished procedures for those who wish to continue to use them. 

The Procedure becomes effective immediately and may be used in the preparation 
of any tax return due after the date of publication. The new guideline lives and new 
administrative procedures are applicable to all depreciable property, including exist- 
ing assets as well as new acquisitions. 

New guideline lives for machinery and equipment are set forth which, on the 
whole, average 30 to 40 percent shorter than those previously suggested for use by 
taxpayers. The new guidelines will automatically permit more rapid depreciation 
deductions than those presently taken on 70 to 80 percent of the machinery and 
equipment used by American business. They will not disturb the depreciation taken 
on the remaining 20 to 30 percent of business assets on which depreciation is now as 
fast as, or faster than, that provided in the new guidelines. 

A central objective of the new Procedure is to facilitate the adoption of depreciable 
lives even shorter than those set forth in the guidelines, or shorter than those cur- 
rently in use, provided only that certain standards are met and that subsequent re- 
placement practices are reasonably consistent with the tax lives claimed. 


Following the introduction of the new guidelines, the Accounting Principles 
Board of the American Institute of C.P.A.s issued Interpretive Opinion No. 1, 
in which it is indicated that with certain stipulated exceptions a company’s net 
income for the period should not be increased by adopting guideline lives for 
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mcome-tax purposes. “Accordingly, where Guideline lives shorter than the lives 
used for financial accounting purposes are adopted for income-tax purposes, and 
there is an excess of tax-return depreciation over book depreciation, provision 
for deferred income taxes should be made with respect to the part of the excess 
that is attributable to the adoption of Guideline lives. . . .” 


Other Aspects of Depreciation Regulation. Depreciation also enters into 
the measurement of differences in cost of manufacture, sale, and delivery under 
the Robinson-Patman Act. By this means price differentials may be justified 
under that law, which forbids price discriminations except where they are based 
on actual differences in cost (or to meet competition). 

The Interstate Commerce Commission, in its regulation of the accounts of 
railroads and interstate communications companies, has had to pass on de- 
preciation policies. The I.C.C. has prescribed rates of depreciation for railroad 
motive power, cars, and work equipment and requires depreciation accounting 
for buildings and structures. Track, however, continues to be accounted for on 
a betterment basis. 

In the public utility industry depreciation has played a key role in regulation. 
The Federal Power Commission and the major state regulatory commissions 
have required regular depreciation of fixed assets over their estimated service 
life, in place of the’ replacement and retirement policies common in the past. 
The regulatory commissions have insisted upon the regular accrual of adequate 
depreciation so that valuation of property for rate-making purposes will fully 
reflect accrued depreciation. The amount of the annual depreciation provision is 
deducted from revenues to measure the rate of return on the rate base. In addi- 
tion, public utility companies under the jurisdiction of the Federal Power Com- 
mission have been required by that body to write down the book value of assets, 
where they had been written up in the past over original cost, by charges against 
surplus and earnings. 

Management must thus keep in.mind tax and regulatory considerations, as 
well as the requirements of financial policy, in formulating depreciation practices. 


Depletion of Wasting Assets 


THE DEPLETION PROBLEM. Natural resources that are used up in 
current operations create a special problem in fixed capital management. A 
mine or an oil field cannot be replaced, as can a factory or a piece of machinery. 
When the ore, oil, or other raw material has been extracted, the asset has been 
depleted and the company must exploit some other mine or field if it is to re- 
main in the business. Hence, part of the earnings from the operation of a wasting 
asset constitutes a return of the capital invested. This portion is designated as 


depletion. 


FINANCIAL SIGNIFICANCE OF DEPLETION. Capital expended 
to acquire a wasting asset is used, in essence, to acquire by a bulk purchase a 
large stock of raw material. Through the extraction process, this raw material 
is then converted into a salable commodity, which may be ore or crude oil or 
may be a more highly finished product that has been subjected to further 
processing. Hence, a pro-rata portion of the cost of the natural resource consti- 
tutes an expense of doing business just as surely .as does the cost of raw material 
in any manufacturing enterprise. But this cost takes the form of a current 
charge for depletion, rather than the purchase of raw materials from others. 
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Finney and Miller (Principles of Accounting: Intermediate) state: 


Depletion is the exhaustion of the cost or value of a wasting asset, such as a mine, a 
timber tract, or an oil well, resulting from the conversion of the natural resource into 
inventories. The depletion base is the total cost or value of the wasting asset to be 
charged to operations during the period of exploitation of the natural resource. If 
there is a residual land value, it should be recorded in a separate account. 


They further point out: 


Depreciation must, of course, be provided on buildings and machinery located on 
a wasting asset. If the life of the wasting asset is estimated to be less than the life 
of the plant, it is customary to accept the life of the wasting asset as the life of the 
plant for depreciation purposes. This is done on the theory that the plant will have 
only a scrap value when it is no longer needed for operations in its present location. 
As the life of the wasting asset is contingent upon the amount of annual operations, 
the depreciation of the plant may be computed on the same basis that is used for 
depletion; that is: 


Units extracted during year 


Annual depreciation = (Cost — Scrap) X TRATES RIC 


Although it is true that depletion is a cost of production of the company ex- 
ploiting a wasting asset, this does not mean that a natural resource already 
acquired should not be worked because the sale of the product will not return all 
costs, including depletion. Since capital has already been invested in the asset, 
the chief criterion in deciding whether to work it should be whether it yields a 
margin over actual costs of extraction, refining, and transportation. On the other 
hand, before a wasting asset is acquired the buyer will want to ascertain 
whether it promises to yield a profit over all cost, including depletion and 
interest on the capital that will be tied up in the mine, timber land, or other 
wasting asset. 


VALUATION OF WASTING ASSETS. Depletion cannot be computed 
until the wasting asset has been given a valuation that will provide a basis for 
calculating the amount to be deducted from earnings. This valuation may be the 
cost, with or without preliminary development expenses, or it may be some other 
amount at which the asset will be carried on the books. 

Valuation of a wasting asset is often a very difficult matter. The Internal 
Revenue Code provisions governing valuation acceptable for tax purposes are 
complex. Broadly, they provide that a natural resource acquired prior to March 
1, 1913, can be valued at cost or fair market value at that date, whichever is 
higher. Most wasting assets acquired after March 1, 1913, are valued at cost, as 
for computing gains on capital assets sold. In certain instances, notably mines 
other than coal, metal, and sulphur mines, discovery value may be used. This is 
the fair market value either on the date of discovery or within 30 days thereafter. 
A complication arises when the mine, oil property, or other wasting asset has been 
acquired through the issuance of stock, which may be of no par value or with a 
par or stated value far in excess of the amount that would have been paid for 
the property had it been purchased for cash. Preliminary development costs of 
mines should be capitalized, but they may be deducted as expenses when made 
for oil and gas wells, at the taxpayer’s option, for income tax purposes. 

Since the wasting asset often has an arbitrary valuation set for tax purposes 
or to cover stock issued in payment, the annual depletion charge similarly may 
not reflect in any real sense the loss in value of the asset, or the diminution of 
the worth of the stockholders’ investment. Depletion is a real element of cost, 
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but practical valuation difficulties may make its accurate determination im- 
practical. 


METHODS OF CALCULATING DEPLETION. Whatever the basis 
used in setting a valuation for a wasting asset, the charge per unit of product is 
based in most instances upon the estimated recoverable content of the mine, 
oil field, timber stand, or other wasting asset. This content is fixed in a literal 
sense, but as a practical matter it may vary greatly through the years with 
technological changes, improved methods of extraction, and efficiency of opera- 
tion. Engineers can do little more than hazard a “scientific guess” as to the total 
amount of the product that can be extracted economically. In the case of mines 
and other underground resources in particular, quite limited information is usu- 
ally on hand as extraction starts, but as it proceeds more becomes known about 
the probable extent of the ultimate recovery. In the light of this additional in- 
formation, the basis for calculating the depletion charge per unit of product may 
be changed. For timber lands that are being replanted as trees are cut down, 
allowance must be made for the resulting prolongation of the life of the asset. 

Revision of the unit charge for depletion may radically change the reported 
earnings of an enterprise. Thus, if the company has invested $1,000,000 in a mine 
on the assumption that 2,000,000 tons of ore could be extracted from it economi- 
cally, the depletion charge against earnings would be 50¢ per ton of output. If 
the company receives $5 per ton and all operating costs aggregate $3 a ton, a 
profit after depletion of $1.50 a ton is realized. Should it be found shortly after 
operations begin that the recoverable content of the mine is actually only 1,000,000 
tons, the depletion charge should be revised upward to $1 a ton, which would 
reduce the taxable profit to $1. This is not only necessary for accurate financial 
reporting, but also to avoid overpayment of income taxes upon earnings after 
allowable depletion. 

For income tax purposes, depletion is allowed only on units actually sold, 
regardless of when they have been extracted. 


Percentage Depletion. The Internal Revenue Code permits taxpayers to 
deduct depletion for certain wasting assets as a percentage of gross income 
from the property, instead of per unit of product. Depletion of oil and gas 
wells is deductible at the rate of 2714% of the gross income from the property 
for the taxable year, but it may not exceed 50% of the net income of the tax- 
payer from the property, without allowing for depletion. Owners of oil and gas 
wells use percentage depletion, unless depletion per unit of product will give 
them a larger deduction from taxable income. Percentage depletion is allowed 
owners of other wasting assets at their option. The rate is 5% of gross income 
from the property for coal mines, 15% for metal mines, and 23% for sulphur 
mines, with the same limit of 50% of net income from the property computed 
without allowance for depletion. 

The fact that the taxpayer may over the life of the asset end up deducting 
more than 100% of its cost under the percentage depletion method has at- 
tracted criticism of this procedure. Actually, it reflects the fact that large sums 
are spent upon the development of natural resources that do not result in finding 
recoverable products, so that the added tax benefit of percentage depletion from 
the successful property will offset the other failures that inevitably occur. 


Depletion and Financial Reporting. Because of the wide discrepancy between 
book and actual values of wasting assets, it has been suggested that manage- 
ments should compute depletion in statements to stockholders on the basis of 
engineering data, or that wasting assets be carried at $1 and no pretense at 
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evaluation and depletion for financial reporting purposes be made. A number of 
companies do not show depletion in their reports to stockholders. 

Graham, Dodd, and Cottle (Security Analysis: Principles and Techniques) 
indicate that investors should restate reported profits by. determining an amorti- 
zation charge to write off producing properties at a value based upon the price 
the investor paid for the stock, rather than upon the cost of the properties to 
the company. They state: 


The theory of amortization is that it should return over the life of a wasting or 
depreciating asset enough to repay the cost to the owner. Only after this is provided 
for can the remaining earnings be considered a true profit on the investment. A 
company’s annual depletion charge is based on its own cost of the ore or oil deposit. 
But if the investor in the company’s stock pays more or less than its net asset value 
he can usually be considered to be buying his share of the wasting asset at a higher 
or lower figure than the company’s book’ cost. In calculating the true profits and the 
return on his investment, he should allow for its amortization over a suitable period 
of time—presumably the same span as used by the company—but the dollar amount 
per share may be considerably higher or lower than the company’s figure. 


Special Problems of Capital Planning 


CAPITAL INVESTMENTS AND CASH FLOWS. Capital budgeting 
may be defined as that area of business activity concerned with choosing the most 
desirable of proposed investments in capital assets, taking into account the ex- 
pected life, method of financing, and resultant benefits. The principles of capital 
budgeting are illustrated in many areas of decision making, such as proposals to 
expand plant capacity, to replace equipment, to make or buy, to lease or buy, 
etc. In each instance the investment involves the measurement of the future bene- 
fits to determine the worthwhileness of a given proposal. The future benefits 
are in the form of cash flows and it is the cash flows, their extent and duration, 
that are the basis for what Bierman and Smidt (The Capital Budgeting Decision) 
call the measure of investment worth. 


MEASURES FOR EVALUATING INVESTMENT PROPOSALS. 
There are various ways in which investment proposals may be evaluated. The 
most important are: 


1. Payback or payout period 
2. Accounting or average rate of return method 
3. Discounted cash flow 

a. Time-adjusted rate of return 

b. Excess or net present value ened 


Payback or Payout Period. A simple and often employed method for de- 
termining the economic desirability of an investment is the payback or payout 
period. It represents, according to Bierman and Smidt (The Capital Budgeting 
Decision), “the length of time required for the stream of cash proceeds produced 
by the investment to equal the original cash outlay,” i.e., the time required for 
the project to pay for itself. The formula is simple: 

Payback period = Original investment + Annual cash inflow 
JP = I & iE 


The annual cash inflow represents the earnings, that is, the estimated cost 
savings resulting from the the proposed investment. For example, a machine is 
offered for $6,000; it has an estimated useful life of 10 years and promises cash 
savings of $1,200 a year (before depreciation). Hence it will pay for itself in 
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5 years (1e., $6,000 + $1,200). If the savings are ‘unevenly distributed in time, 
then the payback period is determined as in ‘the following illustration: 


Investment: $6,000 


Estimated savings 


Annual Cumulative 
First year $1,400 $1,400 
Second “ 1,200 2,600 
An ovea eS 1,100 3,700 
Fourth “ 1,000 4,700 
iDingd ey Ao 900 ; 5,600 
Sixth ee 800 6,400 


ete. 


It is evident that cost recovery will take place in about 51% years. In arriving 
at a decision as to whether this is satisfactory, the payback period must be com- 
pared with the economic life of the asset. Ordinarily the life of the asset must 
be substantially longer than the payback period. Thus, if the life span of the 
asset in the last illustration is 6 years, the project is not worthwhile. If it is 8 
or 10 years, it is likely to be worthwhile. The longer the stream of savings con- 
tinues the greater the margin of safety. 

The payback test is little more than a rule-of-thumb, but it has become popular 
simply because it measures the time required for investment recovery. It is 
not a measure of profitability. If there are a number of proposals to be con- 
sidered, the available funds for capital acquisitions may be apportioned on the 
basis of a maximum payback period. Any proposal exceeding such maximum 
would then be automatically eliminated from consideration. As will be seen 
below, there are better ways for ranking investment alternatives. 


The Accounting or Average Rate of Return Method. The accounting 
method uses a rate of return to establish the desirability of a given proposal. It 
is known by various names. The National Association of Accountants refers to it 
as the “financial statement method” (N.A.A. Research ‘Report No. 35); Anthony 
(Management Accounting) calls it the “unadjusted return on investment.” He 
further states that when calculated on the initial investment, it will always 
understate the true rate of return as found under the discounted cash flow 
methods. Its formula is as follows: 

Annual gross earnings — Annual depreciation 
Investment 


Rate of return = 
18) = ID 

IE 

Illustration. An asset costs $2,991; it has a 5-year life and estimated savings 
of $1,000 a year before depreciation. What is the rate of return? 


Vi 


Solution. 
$1,000 — $598 402 


$2,991 ~~ 2,991 
This assumes the asset has no salvage value at the expiration of its economic 
life; the rate of return is based on the initial investment. Since the asset shrinks 
in value from $2,991 to 0, some authorities have suggested calculating a rate of 


See or $1,496. In that case 


$2 
return based on the average investment, ( 
$402 
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TIME-ADJUSTED METHODS. The time-adjusted methods make use of 
the principles of compound interest and present values. Two of the more 1m- 
portant are the discounted cash flow, and the excess or net present value 
methods. 


Discounted Cash Flow. The discounted cash flow method attempts to eval- 
uate a proposal in the form of a rate of return that is applied to the unrecovered 
capital of each period instead of to the initial investment. In determining 
present values of annuities, the annuity payments cover principal and interest. 
Applied to capital budgeting, this means that each of the periodic cash flows 
represents a partial recovery of the investment and also yields a return. As 
stated in N.A.A. Research Bulletin 35: “The rate of return may be defined as 
the maximum rate of interest that could be paid for the capital employed over 
the life of an investment without loss on the project.” 

Figure 7 is a familiar amortization table that shows that if money can be bor- 
rowed for anything less than 20% the project can yield a profit. Put another 
way, the rate of return is “. . . the rate of interest which will discount future 
net cash inflows from the proposed project down to the amount of the invest- 
ment in the project” (N.A.A. Research Bulletin 35). In the instant illustration 
(Fig. 7) the annual cash inflows will do exactly that. The formula is: 

AO me 
ne 
= L000-x< a= = 1,000 x 2.991 
5|.20 


= $2,991. 


(Note: For a discussion of this formula and those underlying the other tables 
used, see Sec. 27, Mathematics of Finance.) 


Data: 
Investrvents cierto cette eee $2,991 
Savings before depreciation ............. 1,000 
Economic life of project ...... SPURTE kt 5 years 
Ratel of treturmniaee Lene. cae, oh Pa ee 20% 
Annual ; 
Capital Unrecovered Cash Interest Capital 
Year at Beginning of Year Inflow at 20% Recovered 
1 ns, A ere $2,991 $1,000 $598 $ 402 
De ee oe oo 2,589 1,000 518 482 
OS Praaiie eee 2,107 1,000 421 579 
ne Oe OeT e 1,528 1,000 306 694 
Dirt: ee eee 834* 1,000 167 833* 
*Hrror of $1 due to rounding. $2,990* 


Fig. 7. Amortization table. 


The above exhibit assumes that the unrecovered investment at the beginning of 


each year earns interest for the entire year and that each year’s cash inflow is 
received at the end of the year. 


Illustration. A machine with an estimated life of 6 years costs $20,000 and its 
annual savings from operations are $6,000. What is the discounted cash flow rate 
of return? Ignore taxes in arriving at a decision. 
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Solution. 

LAN ESUIACTIG ete ek Le ree eee eee Tee betas $20,000 

PrP OS ality sav INS Ut an PTE lO Le, eh SAG 6,000 

BM Baviack. 20,0006 6.0007 2Hitnin steal | eee, leans 3.33 years 


APTA 8 OR AEEA AEE T? Ae 19% approx. 


The above is the simplest type of situation. Note that the payback of 3.33 
years, when expressed in dollars, is really the present value of an annuity of $1 
for 6 years. If this factor remains constant but the economic life changes, the 
rate of return, of course, will also change. Thus, if the life of the machine were 
expected to be 10 years, the rate of return would be about 27%. If the life ex- 
pectancy were 4 years, the return would be roughly 8%. These rates of return 
are obtained from a table (illustrated in Fig. 15 in Sec. 27) that shows the pres- 
ent values of an annuity of $1 per period. 

If the periodic cash inflow is not uniform, then the problem becomes more 
dificult. Such a situation occurs if the cash inflows are unequal in amount, or if 
some declining balance basis of depreciation is used. (For handling of deprecia- 
tion, see treatment later in this Section.) In such instances it is necessary to get 
the individual present value of each cash inflow. Here, however, a further 
difficulty arises: The rate of return can be found only by trial and error. 


Illustration. A machine costs $20,000 and produces cash inflows as follows: 


SVG ariel ——petemtnerrpers fo WS he NS fee ah SNE $ 3,000 
. PE Cae CREST TORT OOO EOS TT ts 5,000 

: SFG Aan ena, TER roe Aa oer ae oe 8,000 
TE ABE ioe, Soran Oe cage tierra ot Sra 12,000 

a Ia Cet thirteen ches tN Potala tr Ale Se 6,000 

CPU NOM Cat teat Ca CRE EE eee 2,000 
$36 ,000 


The total cash inflow for the 6 years is the same as in the previous illustration, 
but its distribution by years is different. The solution is shown in Fig. 8. The 
annual present value factors are obtained from a table (such as Fig. 15 in 
Sec. 27) that is used when it is necessary to get the present value of a lump sum 
discounted for a definite period. 


Trial Factors 


18% 20% 
BPAY, “PVE 

Cash Inflows of $1 Amt. of $1 Amt. 

1 *P.V. one year hence of 3,000 847 $ 2,541 833 $ 2,499 
Oe eT iwOLsyears peer O00) 718 3,590 694 3,470 
Sue chree a “8,000 609 4 872 579 4,632 
eet OUT s “ 12,000 516 6,192 482 5,784 
ace fiver “ “6,000 437 2,622 402 2,412 
Cabanas SLX a “2,000 370 740 OOD 670 
Total cash inflows $20,557 $19,467 
Cash outflow (investment) 20,000 20,000 
Excess +$ 557 —§ 533 


* PV. = Present Value 


Fig. 8. Uneven cash flows. 
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By definition the present values of the cash inflows should exactly balance 
the investment; a first trial of 18% shows an excess of $557 cash inflows. This 
means that the discounting rate used was not high enough. A second trial of 
20% produces a deficiency of $533; the fico rate, therefore, was too high. 
In the instant case, the true rate of return is about halfway between 18% and 
20%, or approximately 19%. In general it is necessary only to obtain a discount 
rate producing a negative excess and one producing a positive excess. Interpola- 
tion to fractions of a per cent is not really necessary, since all figures used in the 
computations are estimates and hence subject to error. 


The Excess Present Value Method. The excess or net present value method 
is designed to overcome the weakness of the discounted cash flow method. It 
also uses present values but. discounts all cash flows at the minimum desired rate 
of return, often referred to as “cost of capital.” (For a detailed presentation 
of the cost of capital concept see discussion later in this Section.) 

With the same illustration as before, the result appears as shown in Fig. 9. 
(It is assumed that the minimum desired rate of return is 15%.) 

The excess of $2,364 means that the investment yields a higher than minimum 
rate of return and is therefore desirable. If there had been a deficiency, it. would 
mean that the investment would not have been advisable. 


Minimum Desired Rate, 15% 


Year PV eee Amt. 
1 3: O00ma tel Yome ae c, tke ce eee ee eee 870 $ 2,610 
He OOO mma e  pbaita Riera eta cere Sees 756 3,780 
3 S O00 eye © era toh tee 2 eee epee ook 658 5,264 
Ae MD OOD ie eens ma 8 2, Sere t onl eke ce ee ee ee Re 572 6,864 
cis C000 eae as, Senet, Sohne ee A497 2,982 
6 2 OOO Wesel Meee ars) tote Sony Ok to ee ee 432 864 

Total? cash inows- rete we ote ees See ee $22,364 
0 Cash outflow (investment) ....... . +) ot) OY Se ae 20,000 


Fig. 9. Excess present value calculation. 


OTHER FACTORS INVOLVED IN INVESTMENT DECISIONS. 
Whenever a choice must be made between alternative proposals, certain prob- 
lems arise whose treatment affects the outcome: 


Sunk costs and the role of depreciation 
Disposal value 

Incremental costs 

Tax effects 

Uneven lives 

Ranking projects 


Sr ON ee CO 


Sunk Costs and Depreciation. The American Accounting Association Com- 
mittee on Cost Concepts and Standards (Accounting Review, Vol. 27) defines 
sunk costs as “historical costs which are irrecoverable in a given situation.” 
Kohler (A Dictionary for Accountants) similarly defines sunk cost as “a past 
cost arising out of a decision which cannot now be revised.” For example, in the 
event of a replacement of an existing machine with a new one before the termi- 
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nation of the useful life of the existing machine, the cost or remaining book 
value of the existing machine is irrelevant. It is a sunk cost and as such has no 
bearing on the decision to be reached. What matters is not the past cost, but the 
future cost. 

For the same reason, depreciation on the existing machine is irrelevant since 
it is based on past cost. Likewise, depreciation on the new machine is irrelevant, 
since the present value formula provides for the recovery of the cost of the new 
equipment. The only role of sunk costs and depreciation is in connection with 
taxation, as explained below. 


Disposal Value. If the asset to be replaced has a scrap or disposal value, such 
value acts as a reduction to the capital investment being planned. Frequently 
the new asset also will have a residual value if replaced before the end of its 
economic life. If the amount is appreciable, it is customary to subtract from the 
investment figure the present value of the scrap value. Thus the net invest- 
ment in a machine costing $20,000 with a residual value of $3,000 at the end of 
10 years is as follows (assuming a rate of return of 15%): 


(SLOSSEAINVeStIMent: (ALi lit ek ee eh oa te ty REE $20,000 
Present value of $3,000 for 10 years at 15%—$3,000 X 247...... 741 
iNetuinvestmentty 1.10 se t0oo fi one es te Ste ee $19,259 


Incremental Costs and Savings. In all considerations of capital budgeting, 
only the additional costs involved are taken into consideration. This applies 
both to the original investment as well as to subsequent operations. Thus, as 
stated above, salvage values are subtracted from the gross investment and only 
the additional funds being committed to the project are considered. If the new 
asset promises any operating cost savings, it is necessary to offset additional costs 
incurred in arriving at the net sayings. The costs bemg considered here are 
those that would. be incurred if the project is carried out but that would be 
‘avoided if the project is rejected. Such costs are generally referred to as incre- 
mental costs. 


CAPITAL BUDGETING AND TAXES. Because of the high income tax 
rates generally prevailing in this country and elsewhere, it is necessary to take 
them into account in arriving at a decision concerning a capital asset acquisition. 
Such taxes affect both the timing of the cash flows as well as their amounts. 

Depreciation, as was noted above, is not a relevant factor in evaluating al- 
ternative proposals. Yet it affects the amount of taxes to be paid and hence the 
cash flows. Moreover, the cash flow may be materially altered by the method of 
asset amortization adopted, whether straight-line, declining-balance, sum-of-the- 
vears-digits method, etc. 

Finally, it is to be noted that where existing assets are disposed of, fiers may 
be a question of a taxable gain or loss on the remaining book value, even 
though the book value is basically irrelevant to the question of asset replace- 
ment. However, to the extent that taxes are involved, the cash flows are 
altered. . 

The application of these principles is illustrated below. Two solutions are 
presented: the first by the discounted cash flow rate of return, the second by 
the excess present value method. 


Data: Book value of existing machine Gan enal cost less 
accumulated | Gepreciatton))) ieesdese ee. oan $12,000 
Pistimated remaining hes Ss.Ves. oie. CSO. De ae 6 years 
Disposal! value wows s.5 4h HOH wank lego. 7,000 
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New fully automatic machine: cost (no residual value) $36,000 


Higtinaated lifes) x:2).tec.t > oterctdare Oe aoeeret ere eee tsrenetnees 6 years 
Estimated annual savings 
LGN eistt MO Oe ho ee coo eon a seboae” $10,000 
Mistenial (nec scc ces ces ce eietaetsat tee ei nc cee eee eaeiinae eee 5,000 
Additional annual costs 
POWer (sheesh eee, he eae ce Creo Ree Ree eres 1,500 
Mamtenance “CUGsite. soe a cteni tele ie Uttar tart etenonenstare 3,500 
WGrobboosasny Glesiel THEWUEN, Cooocconocussoobandose mo ooues 15% 


The discounted cash flow solution (see Fig. 10) first develops the net invest- 
ment and then the annual savings. The total investment is immediately reduced 
by the realizable disposal value of the old machine. However, since the book 
value of the old machine is $12,000 and it is being disposed of for $7,000, there is 
a loss of $5,000 that results in a tax saving of $2,400, based on a tax rate of 
48%, so that the net investment is reduced to $26,600. 


Cost of news machines ees. ee tote hoo eae $36,000 

Less disposal value of old machine.......... 7,000 $29,000 
Loss on book value of old machine (12,000 — 7,000) 5,000 
TAXVSAVING ALTA S Vor cnc cate cetera 2,400 
Neen vVestieniteatsaet vaio cnc cole ee ee $26,600 
Annual Savings 

Mabor and materialise .seess nee ce eee $15,000 

Less added costs (power, maintenance, etc.).. 5,000 
Before tax savingsiim. ces cnn cue e tee ee em eee $10,000 $10,000 
Additional depreciation 

New -nlachinen wanes te eee $6,000 

Old’nigchinewarose ean e ao see 2.000 4,000 
Taxablessavingstrs. tic tact oe tare ens $ 6,000 
Additionallataxyated Soccer ssccce ag cine tr cies ee ee ree ane $ 2,880 
Post=taxy Sayiigs: ts yer tein scedo ee eee ee eRe ee ere $ 7,120 
Payback factor 26,600 + 7,120 = 3.736 
Ratevofjreturn, papproxacat ba.ceeddetee. eek ee Pee 15 48% 


Fig. 10. Discounted cash flow return solution.: 


The net annual savings before taxes amount to $10,000. For tax purposes, de- 
preciation must now be considered, but only the additional depreciation, i.e., 
the difference in annual depreciation between the old and new machines. The net 
cost savings of $10,000, less the increased depreciation of $4,000, assuming a 
straight-line basis, results in total annual savings amounting to $6,000. The net 
savings after taxes is $3,120 and the cash flow saving is $7,120. These results 
may also be summarized as follows: 


PENNER AGEN A condo gocooonGodouds $10,000 
Additiona] depreciation ................. 4.000 
Balancessubjechstoutax eri eee ees $ 6,000 
Tax bated Soren tsratas fe coe ee 2.880 
Netasayangraltermsuaxan. 20 aes eee $ 3,120 
Add: back idepreciationtmen trae eee 4,000 
Cash flows savings) atten taxa tee eee $ 7,120 


The next step is to obtain the payback factor, i.e., the investment divided by 
the annual savings. The payback period is 3.736 years. This represents the time 
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required to recover the investment; but this is precisely what the present value 
of an annuity does. Hence the figure of 3.736 is in effect the present value of an 
annuity of $1 for a period of six years at an unknown rate of return. The pres- 
ent value table shows the payback, i.e., the present value of $1 per period at 
various interest rates. The figure of 3.736 lies between 15% and 16%. Interpo- 
lation, though not necessary, would yield an adjusted rate of return of 15.48%. 


Excess present value solutions: 


Net investment as before (cash outflow)........ —$26,600 (Fig. 10) 
Present value of annual savings of $7,120 at 

TOVomadel20 ><a3.464—. cashmintl Owe cee + 26.942 
Diflerencey err. eric SR ONO ty ae a ok eee +$ 342 


Since the final result is positive, this means that the proposal will return more 
than the minimum 15% desired. Unless nonquantitative factors might change 
the result, the proposal may be accepted. In view, however, of the small excess, 
this proposal becomes a borderline case. Before a final decision is reached, it 
would be well to appraise the nonquantitative factors such as customer relations, 
employee relations, etc. On the basis of the figures alone, the proposal is not 
attractive. 

If a depreciation method other than straight-line is used, such as the sum-of- 
the-years-digits method, it becomes necessary to evaluate each year’s savings 
separately. This is because the stream of savings differs from year to year and 
cannot, therefore, be solved by the annuity formula. Using the same example as 
before, the results are as shown in Fig. 11. It is assumed that the old machine is 
depreciated on a straight-line basis, but that the new machine will use the sum- 
of-the-years-digits method. The solution uses the net present value method. It 
shows a more substantial excess of cash inflows over outflows, proving again how 
important it is, especially in borderline cases, to examine all relevant factors care- 
fully. The reason for the greater excess is the fact that the cash savings of the 
sum-of-the-years-digits method are larger in the early years when their present 
values are highest and taper off toward the end when the present value becomes 
small by comparison. 


Unequal Lives. In order to make proper assessments between projects call- 
ing for replacement of existing assets, it is desirable to make the comparison for 
the same number of periods in each case. The difficulty arises from the fact that 
the present equipment may have a remaining useful life of, say, 4 years while the 
life expectancy of the proposed new asset is 10 years. Thus, if the new machine 
is purchased now the comparison can be made as of the end of 4 years when the 
useful life of the old machine is terminated. But at that time the machine that was 
purchased will have a life expectancy of 6 years and, therefore, its salvage value 
at that time should be taken into consideration. 


Illustration. The Derek Company is considering replacing one of its lathes, 
Machine A, with a more modern type, Machine B. 


Machine A 
Cogh may, Gxounmies! INGO SRS wes eoscc ce cenoeugpcoongoac $10,000 
Book value now (straight-line depreciation) ................. 4,000 
Remememrs WSS MS “Saas ccce so coc obo onpcnudes goo coo oan ner 4 years 
I ieewe VEN LIS Sith gees cle erin. CabineG Sor Gun aera taa sey iran aren $ 2,500 
ec HEL WAU SEs sp OVS ONSLEY Mey ee 0-0-0. HS aey OOM OE ROI no NOT CaR OR 1,000 
Annual operating costs, exclusive of depreciation............. 10,000 


Iifhauboagyyaal Glostinetl DeeMbeel, Ao guudc vic mO.o col om Sy ccade Gao AOm AOD 12% 


*POY}OU! S}ISIp-sivaA4-9y}-jO-uINsS 0} paidde onjea jussaid ssooxq “TT “SLY 


TZ = 9 Y8no1y} T wo. sy1Srp Jo wing , 
€09'L $ ssooxny 


£02 8Z$ + SMOPUI YsBo [RIO], 
2806 = (6ci0 €90°¢ LEC P 986 01 986 — PILT 12/T 000°% 000'0T 9 
SCO + LOV 988'¢ bITy TLg'8 6GF'T 66h S 12/é 000°% 000°01 . 
HEE ae oLg 802'9 G6S ES Lg8°9 erle SPL 12/€ 000° 00001 v 
AGO Se Soo SG) 69FS. Srl LES'p LG8'9 12/P 000°6 000°0T § 
sig9 + oor VGE8 9F9'T 6F'S 1199 IL¢'8 12/¢ 000°% 00001 G 
b86L $+ 0L8° LLY'6$ E68 $ VILT $ 982'8$ 982 01$ «12/9 000°6$ ~ 000°01$ I 
009°9%$— OT (OT Sty) (Aop}NO Yyseo) JUeUTseAnT aN 0 
OLX 6 %quywoy -g_-z Wp = 1 <3 XG qanowy uolpRIy auryoryy BULARG eax 

[B10], MOLT 48 XBy, sdurarg ‘uadoq aulypoupy Many PIO XvIIg 

WGT Ye “A’g eae Ni ss ae a “LPPV uorjeneidag 


oET ‘Or 6 8 L g & v 18 G oT 
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Machine B 
Costenew. estimated: litem Osyears cj... se eieiacte tet ei era ater $20,000 
Disposal value 4 yearsshencel cernnr cesses oleracea tae 12,000 
2 See Penn PPR ase tn AG Uno aia é 4,000 
Annual operating costs, exclusive of depreciation ............ 3,000 


Solution: The comparison is made at the end of 4 years (see table on page 45). 


At the end of 4 years, Machine A will have been completely written off. The 
disposal value is therefore a capital gain. 

If the decision is to retain the present equipment it will have to be replaced 
4 years from now by machine C, whose life span would then extend another 10 
years, i.e., 14 years from now. The problem has been well stated by Horngren 
(Cost Accounting, a Managerial Approach) : 


. some estimate of residual value is necessary, whether the comparison is made 
over the remaining life of old equipment or the useful life of the new equipment. If 
new equipment is to last eight years and old equipment five years, a decision to 
retain old equipment implies that replacement will be made in five years. There- | 
fore, if a comparison is to be made over eight years, the future replacement cost 
(five years hence) of the old equipment has to be estimated and also the terminal 
value of that replacement at the end of the eight-year span under review. This 
vicious difficulty goes on and on; the practical answer is to make realistic assump- 
tions regarding residual values at a common terminal date. The common date 
should be as distant as can be considered with confidence. 


RANKING PROJECTS. The annual capital budget of a business may in- 
clude proposals for a great number of projects. Some may have to be adopted 
because of their urgency, such as an emergency replacement. Some may have to 
be adopted because of legal requirements (additional fire exits, etc.). The remain- 
ing projects must be judged on the basis of the available funds and of the rate of 
return, 1.e., whether they can earn a minimum desired rate of return. Where the 
excess present value method of evaluating a project is used, it becomes necessary 
to express each proposal in the form of a profitability index. This is the ratio of 
all cash inflows to the cash outflows. An index over 100 indicates that cash in- 
flows exceed cash outflows and the project is, therefore, desirable, and vice versa. 

For the Derek Company illustration above, the profitability index would be 
computed: 


Present value of cash inflows _ $22,888 
Present value of cash outflows $20,000 


= 114.44 


There may be alternative proposals relative to the allocation of the avail- 
able funds. A combination of proposals with the highest rate of return may 
not always be the best. The optimum combination is made up of investments 
with the highest incremental rate of return or profitability indices. This de- 
termines the disposition of the available funds. 


Illustration. The following capital items are submitted for consideration 
(adapted from Horngren, Cost Accounting) : 


Project Cost Profitability Index 
1 $ 60M 150 
2 50 125 
3 70 120 
4 20 115 
5 50 110 


$250M 
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The total available budget is $200M; since the projects are ranked in order of 
profitability, project 5 is immediately rejected. Suppose, however, there is the 
further possibility of substituting project la for project 1. The cost of la is 
assumed to be $130M and it has a profitability index of 140. 


Solutions: 


Profitability 
Cost Index Present Value 
A. Project i II (I x IT) 
1 $ 60M 150 $90 M 
92 50 125 62.5 
3 70 120 84 
4 20 115 23 
$200M $259.5M 
B. la $130M 140 $182 M 
3 70 120 84 
$200M $266 M 
a Rejected 
(2 la $130M 140 $182 M 
2 50 125 62.5 
4 20 115 20 
$200M $267.5M 


3 Rejected 


It is evident that Solution B is preferable to A since its present value is greater 
than A’s. Similarly Solution C is preferable to B. In each case the reason is 
that the incremental return is greater, even though the profitability index of 
project 1 is greater than that of project la. The incremental approach can be 
proved as follows: 


Cost Present Value Profitability Index 

IRrOlectiplatys ae $ 60M $ 90M 
Projectmlaupaanie.cne 130 182 
Differences sas. otea: $ 70M $ 92M 131 
Rejections: 
IPROVECUN MMe a site okt $ 50M $ 625M 

A aye ees thes’: 20 2S 

$ 70M $ 855M 122 


What has happened is that the difference or incremental investment of $70M 
shows a profitability index of 131 as against an index of 122 for the projects that 
are eliminated. 

In Solution C the incremental index is again 131 as between projects 1 and la. 
The rejected project 3 has a profitability index of only 120. 


The Cost of Capital 


THE GENERAL CONCEPT. Reference to the cost of capital occurs most 
frequently in connection with discussions of capital allocation decisions. As pre- 
viously indicated, all capital expenditure projects—except those designated by 
the management as “strategic” capital outlays—would be considered unaccepta- 
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ble from the stockholder’s viewpoint unless the estimated rate of return from a 
capital proposal exceeded the firm’s cost of capital. Thus, cost of capital is visu- 
alized as a “hurdle” or minimum rate of return that must be earned ona capital 
investment proposal. The management strives to improve the position of the 
owners, the common stockholders; this effort involves many decisions in respect 
to proposed capital expenditures, which in turn must be related to the firm’s 
present and future cost of capital. “— 

The cost of capital to a firm cannot be defined with finality. A slight change in 
the price of a company’s common shares, for example, all other things being 
equal, will result in a perceptible change in the firm’s cost of capital. Moreover, 
share prices change continually—generally by small percentages but sometimes 
by substantial amounts. However, though it is difficult to predict a firm’s cost 
of capital with precision, it can be estimated within a reasonable range of ac- 
curacy. 

Robert W. Johnson (Financial Management) points out: 


_. . It is important that we do not consider the cost of capital to be one single given 
figure, that is, a cut-off point. Rather it is, a value-in a boundary area. When we 
say that a firm’s cost of capital for a given amount of financing is 10%, we really mean 
that as the rate of return after taxes on capital expenditures approaches the neigh- 
borhood of 10%, our examination of proposed projects should be increasingly 
rigorous. ; 

Profit vs. Wealth Maximization. The primary usefulness of the cost of 
capital concept arises from the fact that, in theory at least, a firm will continue 
to invest in capital expenditure projects as long as their time discounted rate 
of return exceeds, or at least is equal to, the cost of capital. The concept of profit 
maximization may, however, be influenced by a number of other financial con- 
siderations. For example, heavy use of debt financing, while increasing the 
stockholders’ rate of return, may also tend to reduce the market value of the 
company’s shares because of the lower capitalization rate applied to the income 
by investors. Yet stockholders are more likely to be interested in the value of 
their shareholdings than in profits per se. 

Some writers also point out that the uncertainty attaching to a stream of 
income from an asset is by itself a sufficient cause for questioning the validity 
of profits as the variable to be maximized by businessmen. In addition, financial 
decisions relevant to capital-raising activities are made in the context of circum- 
stances actually existing or expected to exist in the capital and money markets. 
As a result of these and other considerations, present value maximization of 
owners’ wealth is beginning to be increasingly recognized in economic theory as 
an acceptable expression of a businessman’s furthering of his self-interest. 


Other Definitions of Cost of Capital. Capital is used by a firm as one of 
several factors of production. Businessmen compete for it and obtain it subject 
to restrictions, standards, and demands established in the capital markets, social 
policy, and the bargaining power possessed by the parties involved. The influ- 
ence of these factors, in turn, is reflected in the market rates of capitalization. 
Accordingly, the cost of capital is sometimes defined as a “burden” assumed or 
as a “‘sacrifice” suffered by an enterprise in return for the use of capital. It is the 
“price” paid to capital suppliers for inducing them to entrust their funds to the 
enterprise. From an internal managerial viewpoint, the cost of capital can be 
defined alternatively as the cost of capital inputs. 


Borrowing and Lending Rates. Still another definition of the cost of capital 
that has been proposed relates to the: so-called “borrowing” and “lending” rates. 
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These concepts were first used by Lutz and Lutz in their analysis of investment 
decisions of a firm (The Theory of Investment of the Firm). The “borrowing 
rate” is the rate a firm must pay for funds it acquires. The “lending rate,” on 
the other hand, is the rate a firm can earn by committing its funds to alternative 
market investments involving the degree of risk comparable to that existing in 
the firm itself. , ’ 

Barges has pointed out: “. . . Because of difficulties of determining the ‘lend- 
ing rate’ for specific projects and because of the administrative difficulties in 
applying it, the opportunity cost concept has not received much attention .. .” 
(The Effect of Capital Structure on the Cost of Capital). 


APPLICATIONS OF THE COST OF CAPITAL. Where wealth-maximi- 
zation is given major emphasis, it is necessary to take into account not only 
profits but, foremost, investmént values. The measurement of cost of capital is, 
therefore, interrelated with the valuation of a business enterprise. As Durand 


has expressed it, “. . . problems of measuring capital costs are much the same as 
the problems that arise in trying to appraise the going concern value of a busi- 
ness enterprise . . .”’ (Conference on Research in Business Finance). 


In view of the manifold differences between borrowed and equity capital, a 
firm’s valuation may be affected by mere financing decisions, independent’ of 
profits derived from the invested capital. As has been pointed out, a firm’s mar- 
ket value will be changed whenever a financing decision causes its capitalization 
rates to move up or down. A rise in the proportion of debt in the capital structure 
will tend to increase the volatility and risk of the common stock and vice versa. 

These circumstances indicate the need for the separation of financing deci- 
sions from investment decisions. Each of them may, in turn, affect a firm’s 
cost of capital, and thus its valuation. Moreover, each involves a number of 
subsidiary issues. For example, a choice between retaining profits or paying 
them out in higher dividends includes both an investment decision and a financ- 
‘ing decision; as such, it is likely to have some repercussions on the cost of 
capital. 


FINANCIAL STRUCTURE VS. CAPITAL STRUCTURE. Typically, 
measurement of the cost of capital is restricted to items included in the capital 
structure. Under this definition, only long-term debt and equity enter the 
computations, leaving out all short-term sources of funds. This practice seems 
to be consistent with other financial analytical techniques, such as the leverage 
ratio and interest coverage. Although this may be acceptable for some purposes, 
it is open to the criticism that at least some short-term credit arrangements 
are not independent of the overall financial planning of the firm. 

For example, although bank credit may legally take the form of a short-term 
arrangement subject to renewals, in actuality it may be filling a more permanent 
need for capital. In addition, the management itself may consciously supplement 
its long-term financing with short-term arrangements in anticipation of changing 
conditions in the money and capital markets. It, is not difficult to conceive of a 
number of other situations where a line between a true short-term and a true 
long-term credit cannot be drawn very easily. It is not the technical classification 
of items but rather the nature of capital needs that is relevant to cost of capital 
measurement. 

In order to recognize some degree of substitutability among the various types of 
credit in the debt structure of .a firm, some writers explicitly add short-term 
interest-bearing debt to the value of long-term capital (for example, Weston, 
Managerial Finance). Others prefer to assume that capital structure and finan- 
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cial structure are identical or interchangeable (Schwartz, The Journal of Finance, 
Vol. XIV). Whatever a particular executive’s preference is with respect to the 
inclusion of such short-term items in the computation of a firm’s overall cost of 
capital, it appears that their costs should be known at least to the extent that 
they may influence the choice from among several financing alternatives. 


SPECIFIC COSTS OF CAPITAL. As has been mentioned, the measure- 
ment of a firm’s cost of capital is not an exact procedure. It involves some am- 
biguities and controversial views and must be based largely on forecasts that, of 
course, are subject to various margins of error. The computed value for cost of 
capital should therefore be regarded only as a reasonable approximation of 
the true cost of capital inputs consistent with corporate needs, the conditions 
under which the company is raising its capital, the state of expectations, and 
self-imposed policy constraints. Frequently, businesses prefer to employ more 
than one type of capital, the costs of which may differ widely. Only after the 
cost of each type of funds has been obtained is it possible to arrive at some idea 
of the overall, or composite, cost of a firm’s capital. Thus, the first step in the 
measurement of a company’s cost of capital is the calculation of each specific cost, 
which may be defined as “. . . the minimum financial obligation which must be 
incurred in order to secure the use of capital from a particular source.” (Hunt, 
Williams, and Donaldson, Basic Business Finance.) 


Classification of Capital Funds. Capital funds may be classified according 
to the legal instruments used in their acquisitions—i.e., debt, preferred equity, 
and common equity. However, such a classification is somewhat inadequate 
since it fails to recognize the fact that equity capital is frequently “raised” 
without resort to capital markets. Thus, it may lead to incorrect conclusions 
with respect to the “cost” of funds that are recouped from operations through 
nonfunds-flow items, the most important of which is depreciation. 

Not only have increased profits presented business firms with opportunities to 
enlarge their equity base without resorting to the capital markets, but businesses 
have actually shown a pronounced tendency to rely more heavily on internal 
funds, in satisfying their needs for investment capital, than on external funds. 
This preference reflects, in large part, the increased cash throw-offs in recent 
years. And it is reasonable to expect that the role of internal financing will con- 
tinue to rise. Larger after-tax profits under the 1964 tax law should provide busi- 
ness firms with more investible funds. In addition, more liberal depreciation 
allowances under the presently allowed accelerated depreciation schedules, in- 
vestment tax credits, and the increasing capital intensity of our production 
processes, will give a continued strong impetus to the internal generation of cash. 

Consequently, capital funds are additionally classified according to the “locus” 
of their generation, i.e., whether they are externally or internally generated. 


COST OF BORROWED FUNDS. The amount of interest paid periodi- 
cally to the creditor is the most obvious item in the cost of borrowed funds but 
it may not be a complete measure of the cost. This is true, for example, of even 
such a relatively simple arrangement as an unsecured short-term bank credit. 

When the full value of the loan is made available to the firm and when there 
are no other costs of obtaining the loan, its cost is equal to its nominal or stated 
rate of interest. But when a bank discounts the loan by deducting all interest in 
advance, the effective rate of interest—that is, its cost—is somewhat higher 
than the nominal rate, which is based on the maturity (or “par’’) value of the 
loan, whereas the amount actually available is the par value reduced by interest 
charges. In order to compute the cost of a discounted loan it is necessary to re- 
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late interest charges to the amount that the company can actually draw. Thus, 
in the case of a 90-day, 6% discounted loan of $100,000, the interest is $1,500 
and the net proceeds $98,500. 

Interest $ 1,500 
Proceeds $98,500 


Adjusting this to an annual basis—1.523% x 4 the effective rate of interest is 
6.092% per. annum. The same result is obtained by relating to the net proceeds 
the imputed annual interest charge based on the face value of the loan: 


Cost of Loan = = 1.523% for 90 days. 


6% x $100.000 
$98,500 


This is the before-tax cost of the loan. Since interest payments are tax-de- 
ductible, the after-tax cost is the before-tax cost X (1 — the tax rate). Assum- 
ing a 48% corporate tax rate, the after-tax cost of the above loan is: 


6.092% X (1 — 48) = 3.168%. 


COSTS INCURRED IN SALE OF SECURITIES. There are four ele- 
ments of cost incidental to the issue of a security. These are: 

1) A payment of a predetermined amount to the investment banker who 
handles the issue. Typically, the banker deducts this amount (the spread) from 
the selling price of the security (to the public) and remits the balance to the 
company. (In some instances, of course, the securities may be sold directly to 
an institution or to the company’s own stockholders and the investment banker 
may not be used at all, or he may be used on a standby basis only.) 

2) Frequently the issuing company incurs other costs, for example, the cost 
of designing, engraving, and printing the security certificates, some legal ex- 
penses, and the like. The extent to which these costs are absorbed by the under- 
writers or paid by the issuing company itself depends mainly on the nature of 
the purchase agreement. 

3) Periodic payments to security holders in the form of either interest or 
dividends. 

4) Whenever an issue has a definite maturity (or when the company has the 
right to redeem it, in whole or in part, at its own option), the final payment 
to investors will most likely differ from the amount actually received by the 
company at the time of the original sale. The extent to which the original net 
proceeds is less than the retirement payment represents a “discount” to the 
company, whereas a “premium” occurs in the opposite case. It must be noted 
that a discount to the company may reflect a premium to the investor, and vice 
versa, as shown in the illustrations below. 


COST OF BONDS. The specific cost of funds raised by a sale of bonds is 
customarily computed on a per bond basis. The net proceeds per bond are 
obtained by subtracting the spread and the share of company-paid expenses 
from the selling price. The financial obligation incurred includes periodic inter- 
est payments and the principal, with appropriate adjustments for discounts 
or premiums. 

Assume that-a company sells 444%, 20-year bonds for which investors. pay 
$1,010 per $1,000 par value. Assuming, further, that the spread is $35 and that 
other expenses paid directly by the company amount to $15, the net proceeds to 
the company are then $960. Thus, the company is committed to pay $45 interest 
a year and to repay to the bondholder at the end of 20 years the par value of the 
bond. What is the cost of these funds? 


= 6.092%. 
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It is usually assumed that the excess of maturity value over the net proceeds 
is accumulated gradually and uniformly over the entire life of the bond. In this 
example, the accumulation would be at the rate of $2 annually—1/20 of $40 
every year. When added to the interest payment of $45, total annual cost (or 
“sacrifice”) becomes $47. The amount of funds available to the company is 
thus an average of $960 (the amount originally received) and $1,000 (par value), 
or $980. 

The approximate cost of funds is obtained in the following manner: 


Sacrifice _ $47 
Proceeds — $980 


The steps taken to compute the cost of debt above are summarized in the follow- 
ing formula: 


= 4.796% per year. 


fe ING. 
I+ es 
Approximate cost = py ma NP 
2 


where J is the dollar amount of annual interest paynient, PV is the amount pay- 
able at maturity (usually par value), NP is the net proceeds, and n represents 
the number of years to maturity of the bond. ; 
Similarly, when the company has a “premium,” it is assumed that it is bemg 
used up gradually and uniformly as a partial offset agaist interest payments. 
Again, the same general formula apples, except that the interest cost is reduced 
by a pro rata fraction of the premium. For example, if the net proceeds were 
$1,020 (instead of the previously assumed $960), the cost of the issue would be: 


$1.000 — $1,020 


4 
#453 20 pi eet Temalar 
$1,000 + $1,020 ~ $1,010 ; 6 


2 


_ Accurate Method. For most purposes the approximate method shown above 
is quite adequate. A more precise method of computing the effective rate of inter- 
est should recognize, however, that the annual accumulations for the discount are 
kept reinvested and are earning income. It is not necessary to set aside $2 every 
year in order to have $40 at maturity. The amount that is theoretically set aside 
each year must be just large enough to give $2 when compounded to the maturity 
of the bond. That is, the amount to be provided each year should be equal to the 
present value of $2 at maturity discounted to the year in which it is assumed to be 
set aside. The rate of discounting is the effective rate of interest on the bond 
itself. 

The problem, therefore, is to find the rate of interest at which the sum of 
present values of all interest payments of $45 per year plus the present value of 
$1,000 20 years hence is precisely equal to the net proceeds of $960. The solution 
may be handled through a discounted cash flow return analysis, as discussed pre- 
viously. More commonly, however, it is done by means of bond value “tables” 
(see Sec. 27), where the information is conveniently presented. According to the 
tables, the cost of the issue cited above is 4.814% when net proceeds are $960 
and 4.35% when the net proceeds are $1,020. 

It should be noted that because of the flotation costs and other expenses, the 
cost of capital to its user is not the same as the yield on investment to its sup- 
plier. It was shown, for example, that the bond issue discussed above cost the 
company 4.814% when the proceeds were $960. The yield to the investor, how- 
ever, based on the previously assumed selling price of $1,010, comes to 4.424%. 
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BEFORE AND AFTER-TAX COST OF DEBT. Because of the tax 
deductibility of interest, it is customary to show the cost of borrowed funds as an 
after-tax effective rate of interest. Strictly speaking, however, use of a tax- 
adjusted effective rate of interest is justified only when earnings before interest 
and taxes are equal to, or exceed the interest charges. When earnings before 
interest and taxes are negative, the tax shield does not apply and the actual cost 
of borrowed funds is equal to the before-tax effective rate of interest. With earn- 
ings before interest and taxes ranging between zero and the level of interest 
charges, the cost of credit varies between the before-tax and the after-tax effec- 
tive rates of interest, the precise rate depending on the extent to which the inter- 
est charges are actually earned, 

In practice, this refinement can be ignored. The cost of capital should be re- 
garded as a “continuous” concept—i.e., extending over the entire life of a con- 
tract—rather than an “instantaneous” phenomenon. Moreover, through the 
carry-forward or carry-backward provisions of the tax laws a firm can take ad- 
vantage of the tax shield even when earnings in a particular year do not cover all 
interest charges. Finally, the number of years in which earnings before interest 
and taxes fall short of interest charges is ordinarily very small, and an occa- 
sional failure to earn interest charges is unlikely to have an appreciable effect on 
the cost of the bond. 


COST OF PREFERRED STOCK. ‘From the point of view of the financial 
manager, preferred equity approaches debt very closely even though its legal 
status is quite different.. Although nonpayment of preferred dividends will not 
create a condition of default or bring about bankruptcy, it could have a number 
of other highly undesirable consequences. For this reason the financial manager 
typically considers the payment of preferred dividends mandatory rather than 
discretionary. 

There is an important difference, however, between debt and preferred stock in 
‘that debt contracts always specify a maturity date whereas preferred stock is 
typically considered to be a “perpetual” security. “True, some preferred stock 
issues do carry so-called sinking fund provisions which aim to retire the priority 
ownership but even so those provisions do not have the foree of debt maturities 
and are not ‘requirements’ in the unconditional sense.” (Waterman, Essays on 
Business Finance.) Similarly, the preferred is typically made callable at the 
option of the management. These features tend to put decisions on retirement of 
the stock in the area of financial. ‘ ‘maneuverability.” 

In general, the method of computing costs is similar to that used for bonds. 
Assuming that a $5 preferred stock ($100 par) is sold to the public at $105, that 
the spreads is $2, and that other expenses paid by the company amount to $1 per 
~ share, the cost of a preferred issue is: 


Obligation incurred _ mas on 
Proceeds received 105 — (2+ io ~ 102 


= 4.902% per annum. 


As the preferred dividend is paid out of the after-tax profits, the above method 
of computation results in an after-tax cost of preferred stock. 

The examples used as illustrations of the methods of computing the costs of 
borrowed funds and preferred stock are oversimplified in the sense that. no con- 
sideration was given to the fact that the indenture may provide for the gradual 
retirement of a bond issue, either through a sinking fund or through serial re- 
demptions, and that some preferred issues may also “clade predetermined re- 
tirement schedules. A sinking fund provision adds to the complexity of the 
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mathematics since the periodic payments will affect the timing and the extent of 
the flow of funds associated with the issue. The main problem remains the same, 
however, namely, to find that rate of discount that equates all future flows of 
funds with the net proceeds received from the issue. 


COST OF COMMON STOCK. The cost of common equity is obtained in 
the same manner as is the cost of senior securities, i.e., by relating “sacrifice” to 
the “net proceeds.” It is not as easily determined, however, since a number of . 
technical and conceptual problems arise. 

The fact that all periodic payments for the use of debt and preferred capital 
are fixed, the maturity is definitely known (or nonexistent in the case of pre- 
ferred stocks), and the amount repayable at retirement (or any other redemption 
date) is clearly specified, makes it possible to calculate rather precisely the finan- 
cial obligations associated with these sources of funds. 

In contrast, estimates of the cost of common stock are inexact. First, common 
equity may be obtained in a number of ways, e.g., through direct sale of stock to 
the public, sale of additional shares to present stockholders under pre-emptive 
rights, and indirect and “delayed” sale by way of convertible securities. The cost 
of common equity will vary depending on the method by which it is raised. 

Second, residual equity differs from senior capital in that it usually gives un- 
limited participation in business profits. Whether or not any dividends are paid, 
the entire amount of accumulated profits, after tax and provision for the pre- 
ferred stockholders, belongs to the common shareholders. Since this accumulation 
will be reflected in the price of the stock, the cost of common stock cannot be 
construed as a simple ratio of dividends to stock prices. 

A stockholder can realize income from his investment either in dividends or in 
capital gains or both. It is therefore customary to define the cost of equity as the 
ratio of earnings per share to the price per share: 


Earnings 


Cost of common equity = Proceeds" 


This approach has not been accepted unanimously, some writers preferring to 
express the cost of common equity as a function of dividends. Some of their views 
will be presented later in the discussion. In any event, LOVE the size of the 
dividend influences the price of the stock. 


DIRECT SALE OF COMMON STOCK TO THE PUBLIC. The first 
step in determining the cost of common stock for a going concern is to find that 
rate at which the market capitalizes the company’s earnings. The second step in- 
volves an adjustment in the capitalization rate for the difference between the 
market price of the shares already outstanding and the price per share (net pro- 
ceeds) from a new issue. 

Finding the rate of capitalization for common stock is not an easy matter. 
When an investor buys a security he buys a stream of anticipated future income. 
Profits, however, cannot be predicted with certainty and will tend to vary over 
time. The year to year variations in reported profits may cause the price of the 
stock to fluctuate, but not necessarily in a direct or proportional manner. To 
reduce the problem to a manageable level it is usually assumed that average ex- 
pected profits underlie investors’ valuations of the security. 

The record of past earnings usually reveals a trend that is relevant to the 
future. Consequently, unless there is some acceptable evidence that future profits 
will differ significantly from past levels, it is customary to use past earnings as a 
basis for projecting future profits. However, even though management’s estima- 
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tion of the value of the stock may differ from that of the market, the stock can 
be sold only at a price less than or equal to the price that the investor is willing 
to pay, which, in turn, is based on information available to him as well as his 
personal appraisal of the capital markets. Thus, any discrepancy in the valuation 
of the common equity between the management and the market should be taken 
into account when the management formulates its overall financial strategy. 


Avoidance of Dilution. Management’s prime responsibility is to the owners 
of an enterprise. Accordingly, it is important for the management to take care 
that, among other things, an investment or a financing decision does not result in 
a dilution of earnings of the existing residual owners. In terms of capital budg- 
eting, this means that an investment project should be accepted only when it 
promises to earn at least the equivalent of the earnings per share without the 
expansion. In terms of financing decisions, earnings will have to increase at least 
in the same proportion as the number of shares in order to maintain an otherwise 
expected level of earnings per share. 

Dilution occurs when common stock financing reduces earnings per share 
(earning power dilution) or asset value per share (asset dilution). But “be- 
cause earnings per share are more important than assets per share to the investor, 
the central problem is not so much whether new financing will dilute book value 
or asset value, but whether it will dilute earnings per share . . .” (Guthmann and 
Dougall, Corporate Financial Policy). 


Determination of Price per Share. Another major problem that arises in the 
computation of the capitalization rate for common equity is the selection of the 
share price to which the expected earnings will be related. First, there are stocks 
that are not traded at all or that are traded too infrequently to have an “objec- 
tively determined market price.” Second, prices of stocks that are traded regu- 
larly usually fluctuate—sometimes substantially—over a given period of time. 
Which, then, is the appropriate price to use? 

Theoretically the price to use is the price that would exist without the expan- 
sion. Since this is highly conjectural, attention is focused on the existing market 
price of the common stock, on the assumption that it very likely reflects the ex- 
pectations of investors. Thus, considerable value judgment is involved when 
management attempts to arrive at a “fair value” of the stock. This value may 
be obtained in a number of ways, none of which is completely immune to criti- 
cism. Some of the possibilities include: the current market quotations, an average 
of the past and/or current prices, a market price adjusted for known or expected 
reactions to similar issues of other companies, or a price that is carefully esti- 
mated on the basis of known or expected conditions in the company, in the indus- 
try, and in the capital markets. 


Computation of Cost. For purposes of illustration the following data are 
assumed: 

1) A company has 1,000,000 shares of common stock outstanding and future 
average annual earnings are expected to be $5,000,000 after taxes. 

2) The company has no senior capital. 

3) Its common stock is traded in a narrow range around $50 per share. 

4) The contemplated expansion requires $6,000,000 and can be financed, among 
other possibilities, by the sale of common stock. 

5) The investment banker believes that a 10% underpricing will be required 
to assure a successful distribution and, therefore, the stock will be offered to the 


public at $45. 
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6) For underwriting the issue the banker will receive $4 per share; an addi- 
tional $1 per share will be spent directly by the company. 

What is the cost of the new common stock issue? 

The facts indicate that the market capitalizes common shareholders’ profits at 
10% ($5/$50). Since all stockholders, new and present, will share alike in the 
company’s profits, the value of the investment of the existing owners will be 
maintained only when the additional investment earns at least $5 on each new 
share. It is assumed, additionally, that the incremental earnings are of the same 
quality as previous earnings. (There will usually be a temporary earnings dilu- 
tion due to the time lag between the raising of funds, the completion of the in- 
vestment project, and the subsequent generation of new income. However, such 
a dilution might ensue regardless of the method used to raise the funds and 
therefore can be conveniently ignored.) 

Since net proceeds to the company are $40 per share [$50 — ($5 + $4 + $1)], 
the cost of this capital is: 

Earnings $5 
Proceeds $40 — peti 

The difference between the 10% market rate of capitalization and the 12.5% 
cost of capital to the company is due entirely to the underpricing and the flota- 
tion costs. The same result can be obtained by adjusting the market rate of 
capitalization for the per share dilution in value. This dilution can be measured, 
in relation to the market price, in the following manner: 


Market price — Net proceeds Zs $50 — $40 


Dilution factor = Market Grits $50 


= 2 (or 20%) 
and the cost of new equity capital becomes: 


Market capitalization rate — 10% _ 12.5% 
1 — Dilution factor pga 


Alternatively, the cost of equity can be obtained as follows: 


E et $5 
MPX(1—DF) $50 8 


where # is expected earnings per share, WP is the market price of the stock, and 
DF is the dilution factor. 

That the cost of the new equity is 12.5% may be proved as follows: When net 
proceeds are $40 per share it is necessary to sell 150,000 shares of common stock 
in order to raise $6 million. And: 


Cost of equity = = 12.5% 


a. Total number of shares outstanding after the sale of common 


SEO CIEE INCHES citar tus) et a eee 1,150,000 
b. Minimum earnings per share necessary to preserve a market 
price.Of $50 wos. seaae bpciend tars ee ene ie oe eee $5 
eH! Total vearmings|meeded u(apmib)uiw..3i). avasei. Ce nt kee eee $5,750,000 
d.. Marnings ,beforey.expansioni sen «uk fuer es ee ee $5,000,000 
e. Minimum earnings that must be contributed by the new 
Prayect, Cas ©) css cult aloes sspchucis oon a oe ce Cee $ 750,000 
f. Minimum’rate of return on new capital ...................... 
$750,000 
$6,000,000 a 


SALE OF COMMON STOCK UNDER PRE-EMPTIVE RIGHTS. 
Pre-emptive rights may be granted to stockholders either by common law, by 
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state statutes, by the corporate charter, or by the management when it. decides 
to raise the funds through the sale of common stock. Referring to the illustration 
above, assume that instead of selling the stock to the public, the management has 
decided to offer it to the existing stockholders at $32 per share. Issuing costs, 
including fees to an investment paneer under a standby arrangement, are $2 per 
share. Assuming that all shares are promptly subscribed, what is the cost of this 
offering ? 

Since net proceeds to the company are $30 per share, it is necessary £0 sell 
200,000 shares in order to raise $6 million. Accordingly, a stockholder is entitled 
to subsenibe to one new share at $32 for each 5 shares ne now holds (since there 
are 1 million shares presently outstanding). | 

After the offering the common shareholder will have more shares, each worth 
somewhat less than the previous market price per share, but his proportionate 
interest (providing, of course, he has exercised his rights) in the company will be 
unchanged. Such a stockholder will now have six shares instead of the five held 
previously, with a total value of $282 (five shares at $50 each plus one share at 
$32). Since the market capitalizes this company’s earnings at 10%, it will take 
$28.20 in earnings to support his total investment of $282. Inasmuch as the earn- 
ings on the five shares previously held amounted to $25, the new investment will 
have to earn at least $3.20 weet share ($28.20 — $25.00). Thus, the cost of the 
issue is: 

Required earnings — $3.20 _ 
Net proceeds $30 fe 

It is possible to compute the cost of a rights offering by direct reference to the 
new market value of a share of stock. The theoretical market value of a share 
ex-rights is: 


(50 X 5) +82 _ 282 
6 oie 


The required earnings on the new investment are: 
(6 X $4.70) —' (5 X $5) = $3.20 


and the cost of the new issue is 10.67% ($3.20/$30). 

The difference between 12.5%—the cost of the new common stock sold directly 
to the public,.and 10.67%—the cost of the stock when issued by way of a privi- 
leged subscription, is entirely due to the extent of underpricing and the cost of 
flotation. The effect of these two factors on the cost of capital depends on the 
method of raising the funds. In a direct sale to the public, underpricing tends to 
increase the cost of capital because it reduces the proceeds to the company while 
it leaves the level of expected earnings per share unchanged. In a privileged sub- 
scription the extent of underpricing is irrelevant from the point of view of the 
cost of capital. It was shown above, for example, that a discount of $18 from the 
market price of $50 reduced the average value of each share of stock by $3 (to $47 
from $50) and that it also reduced the average required earnings per share on the 
new number of shares by $.30 (to $5 from $4.70). The size of a discount, under 
the same conditions, is usually higher in a rights offerimg than in a sale to the 
public. 

As regards flotation costs, assuming identical market conditions, the flotation 
costs should be lower in a rights offering than in a direct sale. Thus, in most 
situations there will be a difference in the cost of equity capital between a direct 
sale and a rights offering. 


= $47 
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INDIRECT SALE OF COMMON STOCK THROUGH CONVERT- 
IBLE SECURITIES. A senior security convertible into common shares is com- 
monly issued in three types of situations. First, the convertible security 1s a 
financing device by which a corporation may obtain funds through a low-cost 
bond issue during the early stages of a project, when earnings are low, and have 
the bond converted to equity capital as earnings rise. Second, it may be sold to 
attract investors who otherwise would not be willing to commit their funds be- 
cause of the risks involved. Third, a management may use a convertible security 
in order to reduce the cost of capital by taking advantage of the anticipated 
higher future price of the common stock. When converted, the effect of a con- 
vertible security on the position of the existing common shareholders will be the 
same as if the company sold common stock to the public. This means that when- 
ever a convertible security is sold to investors other than existing common share- 
holders, the latter may face a dilution of control, earnings, and asset values. 

The cost of a convertible bond can be shown either as the cost of a straight 
bond or as a cost of equity according to the terms of conversion. The computa- 
tion of the cost of a convertible bond as a straight debt instrument is the same 
as that of a nonconvertible bond. It is simple and accurate. The calculation of 
the cost as an equity-equivalent, on the other hand, may be beset with difficulties. 
The time of the conversion can be predicted only in a general way. Also, when 
the conversion ratio varies over time, as it usually does, the conversion price of 
the common stock is not known precisely and must be computed with reference 
to the price that will exist when the expected conversion takes place. 

In general, whether the cost of a convertible bond is considered by the man- 
agement to be equal to the cost of a debt instrument or to the cost of its equity- 
equivalent depends primarily on the intentions of the management and the 
reasons for issuing the convertible security. Should the management intend 
not to permit its conversion, for example, by calling it before the conditions con- 
ducive to conversion set in, a convertible bond would be treated as a straight 
bond. If, on the other hand, the bond is offered with the hope that it will be 
converted, its cost should be computed as the cost of a delayed “stock sale.” 

As before, assume a hypothetical firm that has 1 million shares outstanding and 
that it expects to earn $5 million without expansion. Its common stock is selling at 
about $50 per share. It contemplates an expansion project that requires $6 mil- 
lion additional capital. Suppose that the funds can be raised by a sale of 444%, 
20-year debentures, each convertible into 15 shares of common stock. The deben- 
ture is priced to net the company $960 per $1,000 face value. The terms of this 
debenture are identical to the terms of the bond that was used to explain the 
computation of the cost of a debt instrument, except that, in addition, it is made 
convertible into common stock. Its cost as a debt instrument would be the same 
as the cost of the bond, i.e., 4.814% (see page 52). It is further assumed that 
the management not only expects the debentures to be converted, but, in fact, 
is issuing them as a method of selling the common stock at a higher price than an 
outright offering could currently bring. 

According to the previous assumptions, net proceeds to the company were $40 
per share when the stock was sold directly to the public (see page 56). By 
means of a convertible debenture, however, the company is able to obtain the 
equivalent of $64 per common share ($960/15). In addition, before the con- 
version actually takes place the company has the use of a much cheaper debt 
issue. The cost of common equity raised in this manner is 9.375%: 


Expected earnings per share _ $5 


Net proceeds per share aa $64 = Bin Te 
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COST OF RETAINED EARNINGS. The increasing tendency of businesses 
to rely on retention of earnings to satisfy their needs for new capital makes the 
evaluation of the cost of this source of funds that much more important. The 
need to estimate the cost of retained earnings stems from the fact that an in- 
vestment of funds, to be profitable, must also account for the cost of capital 
inputs. Yet, some businessmen are not fully aware of the importance of imputing 
cost to retained earnings and may even consider these funds as practically cost- 
free capital. “. . . This mistaken view seems to rest on the assumption that the 
corporation is separate from the common stockholders, and that it costs the cor- 
poration nothing to withhold the earnings from them . . .” (Johnson, Financial 
Management). 

The generation of profits is a continuous process, as is the commitment of 
funds to assets, at least as far as working capital is concerned. This continuity 
may tend to divert management’s attention from the need to consider the cost of 
earnings retained in the business. Further, some highly profitable but not too 
rapidly growing enterprises may be able to obtain most, if not all, of their equity 
by retaining earnings and thereby virtually eliminate the need to raise equity 
funds in the capital markets. By foregoing the opportunity to test its invest- 
ment policies in the capital markets a management may be led to the erroneous 
conclusion that retained earnings represent a costless type of capital. 

In fact, retained earnings are not without cost. This becomes apparent as soon 
as a decision to retain profits in the business is recognized as “. . . a new act of 
investment by the existing stockholders, differing from the initial investment only 
in that the decision to reinvest is made by management rather than by the stock- 
holders.” (Robert H. Wessel, Principles of Financial Analysis.) The cost of 
reinvested profits to stockholders is the opportunity cost of such funds to the 
stockholders, i.e., it is equal to “. .. the earnings that they would otherwise 
obtain by placing these funds in alternative investments.” (R. W. Johnson, 
Financial Management.) 

The cost of retained profits differs from the cost of equity raised by a sale of 
securities in two respects. First, there is no need for underpricing and no flotation 
costs are incurred. As a result, net proceeds are equal to the entire amount of 
profits actually retained. Second, when profits are distributed in the form of cash 
dividends, the value to the stockholders of the dividends received is less than the 
value of the distributed profits by the amount of the stockholders’ personal tax 
liability on the dividend income. It follows, therefore, that the cost of retained 
earnings to the company is less than the market rate of capitalization for equity 
capital. 

The opportunity cost of retained earnings to the stockholder is the rate of 
return that he can obtain by investing the after-tax dividends in alternative 
‘opportunities of equal quality. For example, in the illustration used above, a 
stockholder was willing to pay $50 for a share of stock earning $5 a year because 
this was the rate that he could have made on other investments with comparable 
risk. If all earnings were paid out in dividends—$5 per share—and his personal 
tax rate was, say, 20%, a stockholder could earn, by investing the dividend else- 
where, about 40 cents on each $5 of dividend received ($5 x [1—t] x 10%). 
Therefore, based on before-tax dividend—i.e., earnings per share—his return is 
only 8% ($.40/$5). 

The rate of a stockholder’s earnings on his dividend income is equal to 7(1 — ¢), 
where i is the market rate of capitalization for this stock and ¢ is the stock- 
holder’s personal income tax rate. Consequently, if Z is the dollar return from 
investment of the dividend and P the price of the stock, the cost of retained 
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E(1—t) 


earnings = Tahiegon: Wes i.e., the market capitalization rate for equity multiplied by 


one minus the stockholder’s marginal tax rates. 


Selecting the Tax Rate. It is apparent that the cost of retained earnings to a 
firm is a function of the personal income tax rates of its stockholders. However, 
the multiplicity of the stockholders’ tax rates makes application of the formula 
rather difficult. In a publicly held corporation, where there are a great number of 
shareholders of various means and incomes, there is no single tax rate that cor- 
rectly reflects the opportunity cost of retained earnings to every, stockholder. 
(Even in a closely held family business not all of its owners are exactly alike in 
respect to their objectives, incomes, and tax positions.) The management must 
therefore exercise its judgment in selecting that tax rate that it thinks most 
realistically represents the marginal tax of its “typical” stockholder. Obviously, 
this is not an easy task. In some situations a realistic rate can be obtained by a 
review of the tax status of each stockholder, but this is not practical when there 
are a large number of stockholders. However, it is not necessary to seek a com- 
pletely accurate tax rate so long as the rate selected represents a realistic com- 
promise of the tax situations and investment objectives of the stockholders. Such 
a rate may take into account the approximate number of stockholders falling in 
each tax bracket and the amounts of capital supplied by large shareholders. 
Should it be concerned with every stockholder or just those who have held the 
stock for a minimal—albeit arbitrarily determined—period of time? A “correct” 
tax rate should also reflect the objectives of the owners—e.g., whether they are 
interested in a regular dividend income or in capital gains. 

An interesting compromise in resolving the conflict between the regular and 
the capital gains tax rates has been advanced by Walter (The Journal of Fi- 
nance, Vol. 11). In analyzing the effect of taxes on investors’ valuation of retained 
earnings as compared with dividends, he has developed a formula that results in 
the cost of retained earnings that accounts for the effect of both the regular and 
the capital gains tax. In symbols, 


Fi ‘ t 
Cost of retained earnings = (4 ee 


where t.is one minus the marginal tax rate on personal income, s is one minus the 
tax rate on capital gains, and R. is the market capitalization rate for this stock. 

Another approach in selecting a rate from among the many marginal tax rates of 
the stockholders recommends developing an “average marginal tax rate” (John- 
son, Financial Management). On the other hand, when conditions are too 
complex and computations too impractical, management may set an arbitrary 
rate. For example, Hunt, Williams, and Donaldson (Basic Business Finance), 
suggest “taking the minimum individual federal tax rate, since all shareholders 
(except tax-exempt institutions) must pay at least this rate. . . .” 

Walter also refers to the marginal tax rate but to him the “marginal” rate is that 
paid by a marginal trader in a security rather than the rate paid by a typical 
stockholder. (Walter, The Journal of Finance, Vol. 11.) 


Disagreement As to Need for Tax Adjustment. There are also writers who 
do not see the need for adjusting the market capitalization rate for stock- 
holders’ tax liability, thus suggesting that the cost of retained earnings is the 
same as the market rate of capitalization for the common stock. Guthmann and 
Dougall, for example, state that “. . . to avoid dilution of the rate earned on the 
total common stock equity, management must earn the same return on retained 
earnings as on the common stock portion. The cost of capital from both sources 
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is therefore the earnings yield that satisfies the market for the stock itself.” 
(Corporate Financial Policy.) 

A similar position is taken by Solomon (The Theory of Financial Manage- 
ment), who concludes that “. : . so long as external opportunities are available, 
the minimum measure for the cost of internal-funds is ke, regardless of the effect 
of personal taxes.” (k- is the “yield available on external investments,” i.e., the 
market capitalization rate.) In this context, the cost of retained earnings is the 
opportunity cost to the company, not to the stockholder. 

Donaldson and Pfahl (Corporate Finance) agree, in principle, that the cost of 
retained earnings is equal to the rate of return that “. . . the shareholder himself 
could earn.” This is equivalent to the market capitalization rate for the corpora- 
tion’s stock, adjusted for savings of flotation costs and the tax status of the stock- 
holders. They assume, however, that the cost of retained earnings is “. . . equiv- 
alent to the common-stock capital regardless of the tax position of the owners . . .” 
for, in their view “. . . it does not seem reasonable that management should 
capitalize on the tax position of its stockholders. . . .” 

Weston (Managerial Finance) denies the need for tax adjustment of the market 
capitalization rate for another reason. In his opinion: 


This view implies that there is a direct relation between retained earnings and 
prices of common stock. Because this relation does not in fact obtain, it is not appro- 
priate to cut down the amount of retained earnings by some percentage factor. 

Retained earnings may best be regarded as another form of common-stock invest- 
ment. Therefore they can appropriately be included in full with common stock in 
net worth of equity as an element of financing in calculating cost. As a practical 
matter, the problem does not arise if market values are employed. 


COST OF DEPRECIATION FUNDS. All external sources of funds and 
retained earnings supply a firm with new capital. In contrast, depreciation re- 
flects conversion into cash of funds previously committed to the enterprise. As 
such, it should not enter the computation of the firm’s composite cost of capital. 
In fact, depreciation is “neutral,” inasmuch as it serves only to formally recog- 
nize the extent of a gradual consumption of fixed assets; the real source of funds 
is the income from operations. Therefore, depreciation “provides” funds only to 
the extent that it is actually earned, i.e., only when consumption of fixed assets 
attributable to a certain period is “liquefied” by generation of operating revenues. 

Productive capacity of fixed assets, on the other hand, does not decline con- 
tinuously and simultaneously with book adjustments to their unused values, at 
least not in an exact proportion to the depreciation allowances. Neither does 
replacement of fixed assets parallel the reduction in their net book values. To 
this extent funds recovered from income through depreciation charges are avail- 
‘able for reinvestment along with other capital obtained from all other sources. 

Assignment of cost to depreciation funds has attracted very little attention. 
There seems to be general agreement, however, that the cost of depreciation funds 
is its opportunity cost to the common shareholders. Accordingly, a market 
capitalization rate for common equity in alternative opportunities of like quality 
is usually accepted as a good measure of the cost of funds recovered through de- 
preciation. Obviously, the underlying thought here is the concern for the preser- 
vation of the earning power of the firm, i.e., to its stockholders. It follows that 
when an internal project cannot earn at least the rate that the stockholder can 
obtain in an outside investment, the money should be distributed as a partial 
liquidation dividend and the company should embark upon a gradual dissolu- 


tion. 
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Most writers point out, however, that in practice businessmen seldom attempt 
to assign a cost to depreciation. It is also argued that this omission is usually 
harmless because the funds required for a firm’s profitable investment opportu- 
nities, together with its strategic investment projects, usually exceed the amount 
of funds obtained through depreciation charges. 


COMBINED COST OF CAPITAL. A major value of the computation of 
specific capital costs lies in the fact that it makes possible an evaluation of the 
overall cost of capital, that is, the combined or composite cost of all capital em- 
ployed by an enterprise. A firm seldom relies solely on one type of capital funds, 
most typically employing a combination of creditors’ and owners’ funds. Further, 
each of these general sources may include a variety of preferences, priorities, and 
security provisions. The cost of these various types of funds may differ rather 
substantially, depending primarily on the nature of the funds raised as well as on 
the financial strength and the rating of the firm. The combined cost of all capital 
employed lies somewhere between the least and the most expensive funds. Its 
computed value represents the measure of the firm’s composite cost of capital. 

Representing the cost of a “package” of capital funds characteristic of that firm, 
the overall cost constitutes the “correct” rate in the sense that it allows for a 
recovery of all capital input costs regardless of the method of raising the funds at 
a particular moment. Both the magnitude of corporate profits and the wealth of 
the firm’s owners will be enhanced by investing the funds in projects earning in 
excess of the cost of its capital mix, on the assumption, of course, that marginal 
investments do not affect materially the quality of the income flows. The oppo- 
site would result in converse situations. 

The merit of an investment project should, therefore, not be judged by com- 
paring the project’s expected returns with the cost of the type of capital seem- 
ingly raised to finance that particular project. Such a direct association between 
investment and financing decisions is usually misleading, since when a project is 
financed through a credit secured by acquired property or some other asset, the 
creditor tends to rely both on the firm’s earning power and the “cushion” pro- 
vided by the equity. Therefore, it is reasonable-to conclude that “. . . there exists 
on the one hand a group of apparently desirable investment proposals, and on the 
other, a variety of sources of additional capital funds that, taken together, could 
supply the financing for the increased investment. In such circumstances, any 
procedure for assigning the cost of a particular source of capital funds to a specific 
investment proposal would be arbitrary and capricious.” (Bierman and Smidt, 
The Capital Budgeting Decision.) 

Further, costs associated with capital-raising efforts make it impractical to ob- 
tain the needed funds simultaneously from a variety of sources, each supplying a 
small portion of the total capital secured at that time. Thus, economies of scale 
in the capital-raising activity also suggest the wisdom of uncoupling investment 
and financing decisions and evaluating capital expenditure decisions in relation 
to the firm’s overall cost of capital. Each financing decision has to be viewed as 
an integral part of a continuous process of financing the enterprise. Various types 
of funds are raised on a “package” basis in the sense that they satisfy investors’ 
requirements with regard to a satisfactory mix in the capital structure as well as 
the corporation’s need to preserve—in the long run—a desired balance between 
borrowed and equity funds. 


AVERAGE COST OF CAPITAL. The average cost of capital is an average 
of specific costs of all types of capital employed by the firm, where each source 
of funds is assigned a weight corresponding to its relative position in the firm’s 
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capital structure. Although conceptually its measurement is simple, in practice 
a number of problems arise. 

Fig. 12 contains essential balance sheet and income statistics for the H(ypo- 
thetical) E(xample) Corporation. The data, together with additional information 
given in Fig. 13, will be used to illustrate the measurement of the average cost of 
capital for the H. E. Corp. To simplify the computations it is assumed that. all 


A. Capital Structure 


Balance sheet values as of Per Cent 
December 31, 1963: Amount of Total 
414% bank'term loan, due Jan. 1, 1969 ........... $ 3,000.000 2.5 
5% Ast mortgage bonds, due Jan. 1, 1980 .......... 10,000,000 8.3 
6% subordinated debentures, due Jan. 1, 1975 ..... 12,000,000 10.0 
Mo talsloncatermmecdebte: -necyeicsr iy. eee ers $ 25,000,000 20.8 
7% cumulative preferred stock, $100 par; 200,000 

sharesmoutetanoine yern ur ck.. cen eee ee 20,000,000 16.7 
Common stock, $5 par; 2 million shares out- 

StAMGIN GM ee Sete SESS EE OE Se a5, bee 10,000,000 823 
PATE (CALC alll ere ecsterste erse sicvssvoat Re ee eee te 15,000,000 12.5 
Retamedvearnines: wii Ah eet. F203, Bees 50,000,000 41.7 62.5 

Movalicapital’ structure’). wo. Ain) i, FED $120,000,000 100.0 
Book value of common per share ................ $37.50 


B. Income Statistics 


From income statement for 12 months 
ending December 31, 1963: 


Profits, before interest and taxes ......3..--.9-2-6 $26,162,700 
TGCTEST weC MAN CS Meters orca sis) to: es cece ents ene 1,355,000 
Prohitsaperore redenaly taxes. .0m.4 saci acne $24,807,700 
Hederalwimcome: tax (4890). cae. 51s cite cu) Courses 11,907,700 
IBFONtranbelmenuxCs mmeitc ck s:0 a wutakorc tdu-ae todo pane $12,900,000 
Prarie clined 2oReg ye eRe ss aeleone sue dns 1,400,000 
IPMeIaHEM UY Corcovanoral GOUWNIAY QEMBabeo on adnocos saanon: $11,500,000 
Earnings per share of common stock ............ $5.75 


Fig. 12. Selected balance sheet and income data for H. E. Corp. 


Capital 
Market Market Structure at Per Cent 
, Type of Capital Price* Yield** Market Values of Total 
Tivece™ tat halicA te IRs Male ah Atpar 450%. -$ 3,000,000 13 
59o lst mortgage, bondg |. ..055-405- $ 99 5.09 9,900,000 41 
6% subordinated debentures ...... 106 5.25 12,720,000 5.3 
Motalelong-termadebir s~sssckece et: $ 25,620,000 10.7 
T/omOLelerned esuOCkKgee pansy cit ols 118 5.93 23,600,000 9.9 
Common stock (P/E ratio of 16.5). 94% 6.06 189,750,000 79.4 
Total permanent funds .......... $238 970,000 100.0 


* Average price for the year. 
** Yields on mortgage bonds and debentures obtained from the bond value tables. 


Fig. 13. Computation of the market value of H. E. Corp. capital structure. 
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fixed income securities were originally sold to investors sufficiently above par to 
give net proceeds to the corporation exactly equal to the par values. Further, it is 
assumed in Fig. 13 that the market value of the term loan is equal to its face 
value. This is equivalent to saying that the market rate of interest for this type 
and quality of loan is unchanged from what it had been at the time when the loan 
was granted. (If, however, the rate of interest did actually change, it would be 
appropriate to adjust the value of this loan to its “market” equivalent.) In. 
addition, it is assumed that there are neither sinking fund nor any other pro- 
visions relative to mandatory prepayments or gradual retirements of senior 
capital. Finally, short-term funds are ignored, mainly on the assumption that they 
consist primarily of noninterest bearing liabilities or that such liabilities are not 
significant enough to warrant separate consideration. 


Computation of Average Cost. The computation of the average cost of 
capital requires two steps: (1) the computation of weights to be assigned to each 
type of funds and (2) the computation of costs of all sources of capital. Once 
these values are available, the average cost of capital is obtained by adding up the 
products of the costs of all types of capital multiplied by their appropriate 
weights. This is done in Fig, 14. 

It can be seen that the average cost may be computed in several ways. In the 
first place, the weight of each source can be obtained with reference to their 
book values or their market values. Secondly, specific capital costs can be either 
actual costs of each issue (sometimes approximated by taking coupon rates) or 
market yields. 


Book Values vs. Market Values. Figure 14 reveals that the choice between 
these two ways of looking at the capital structure will influence a firm’s cost of 
capital. Since cost of capital is used as a cutoff rate for investment projects, a 
selection of the valuation method of the capital structure will determine the 
range of acceptable projects and, hence, the firm’s profitability as well as its long- 
term financial position. 

The majority of writers prefer to use market values. First, and foremost, it is 
argued, when an investor considers committing his funds to an enterprise, book 
values as such are of little importance. What an investor seeks is adequate com- 
pensation for the risk assumed and a satisfactory return. The cost of funds 
obtained in the past is merely a matter of historical record and may not reflect 
the company’s present ability to raise capital. This is especially true of common 
stock. 

Second, book values do not show the true economic value of an enterprise. 
They represent the sum total of past financing and investment decisions and, more 
importantly, reflect a number of arbitrary accounting decisions with respect to 
capitalization or expensing of certain expenditures, selection of depreciation and 
amortization schedules, valuation of assets, and the like. 

Third, since accounting records are based on historical costs, balance sheet 
values typically ignore price level changes and therefore do not reflect actual cur- 
rent values, 

The use of market values, on the other hand, is also not without difficulties. For 
example, Barges points out that the use of market values involves the danger of 
introducing a bias into the measurement of the cost of capital. This results from 
the use of market values in the denominators of both the yield rate to common 
equity and the debt-equity ratio. Consequently, he prefers the use of the book 
rather than market values (The Effect of Capital Structure on the Cost of 
Capital). 
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A. Weighted by Book Values 


7 . . 
Weight in "Cost of Funds (in %) . Cost of Funds (in Jo) 


Capital 
Sah etnt Pedissuiee j (at actual rates) (at market yields) 
Funds Yo Specific? Weighted Specific’ Weighted 
ne Fee : i ‘ & aS a 2.34 0585 2.34 0585 
mortgage bonds . ! 2.60 2158 2.65 : 

Subordinated de- 5 AR 
ENPUTES <)Toanty. 43 « 10.0 3.12 3120 os .2730 
Preferred stock ..... 16.7 7.00 ¢ 1.1690 5.934 9903 

Common stock (par) 
Paid-in capital ...... 208 6.06 © 1.2605 6.06 © 1.2605 
Retained earnings ... 41.7 4.85% 2.0225 4.85! 2.0225 
100.0 5.0383 4 8248 


B. Weighted by Market Values 


Weight in Cost of Funds (in %) Cost of Funds (in %) 


Capital : ; i ‘ 
iacwea ke Sienature.€ (at actual rates) (at market yields) 
Funds %o Specific? Weighted Specific’ Weighted 
Mermeioans ee th cere 13 2.34 0304 2.34 .0304 
Ist mortgage bonds . 41 2.60 1066 2.65 1087 
Subordinated de- 
bentures ......... 5.3 3.12 1654 ONT} 1447 
Preferred stock .... 9.9 7.00 6930 SOR 5871 
Common equity ..... 79.4 6.06 © 4.8116 6.06 © 48116 
100.0 5.8070 5.6825 


- 2 From Fig. 12. 
> Coupon rate adjusted to after-tax basis. 
© Cost of debt adjusted to after-tax basis. 
4 Nominal dividend rate or market yield. 
© Inverse of price/earnings ratio. 
f Inverse of price/earnings ratio adjusted for an assumed 20% personal income tax 
liability. 
= From Fig. 13. 


Fig. 14. Computation of average cost of capital for H. E. Corp. 


Since the most important purpose of computing cost of capital is its use as a 
guide in capital investment decisions that will affect the future operations and 
earning power of the enterprise, the use of book values does not appear to be jus- 
tified. The opportunity cost of capital can best be approximated by reference 
to the market valuation of corporate securities. Since stock and bond prices 
change continuously, however, care should be exercised to eliminate the effects of 
truly short-term supply-demand factors in the capital and money markets as well 
as short-lived psychological reactions among the investing public. ‘Thus, although 
market values are preferable, selection of the particular prices is a matter of 
executive judgment. 

On the other hand, conditions may exist where book values may be reasonably 
representative of market values. This, for example, may occur in low-risk enter- 
prises with high-income stability and rather rapid replacements of fixed assets. 
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The latter condition, in particular, will tend to minimize inadequacies of account- 
ing and, therefore, tend to bring the book and market values closer together. 


Determining the Type of Capital Structure. Another problem that arises in 
computing average costs is selection of the capital structure from which the 
weights are obtained. There are several possibilities: (1) current capital struc- 
ture, either before or after the projected new financing; (2) marginal capital 
structure, i.e., proportions of various types of capital in the total of funds to be 
raised at the time; and (3) optimal capital structure. 

Using a current capital structure can be justified only when it closely resembles 
or is identical with the optimal capital structure for the firm. Otherwise, this will 
in practice result in suboptimal investment decisions. In addition, it will tend to 
perpetuate the existing deficiencies arising from an inappropriate capital struc- 
ture. 

There is even lesser justification for utilizing a marginal capital structure, as 
defined above. Not only is such a capital structure inherently unrelated to the 
optimal or even the present capital structure, but—more importantly—it assumes 
that each financing decision is independent of other capital-raising activities, which 
is an unrealistic view. 

Theoretically, the correct capital structure to use for obtaining weights for the 
various types of funds is the optimal capital structure of the firm. An optimal 
structure, by properly accounting for the effects of risk, leverage, income, control, 
and other relevant factors, will minimize the overall cost of capital to the firm and 
provide a “correct” cutoff value for investment decisions. 

In practice, however, an optimal capital structure is seldom achieved and, 
therefore, cannot be precisely determined. Actually, for each company there 
exists a unique, best mix of debt, preferred stock, and common equity. Too, the 
cost of capital and the capital structure are interdependent. In view of the 
above, and also because all computations related to cost of capital and capital 
structure rely heavily on estimates and forecasts, there probably exists a relatively 
wide band of capital structures over which the average cost of capital remains 
relatively constant. 

As a result, what is really sought is an acceptable capital structure that, al- 
though not determined with the maximum accuracy, permits the computation of 
the cost of capital that is not far from its optimum value. For this purpose it will 
be useful to study relevant data of other similar companies employing different 
proportions of debt and equity. Or, the existing capital structure of the company 
may be used unless there are compelling reasons to believe that it deviates sub- 
stantially from the optimal capital structure. This latter approach is often recom- 
mended as a reasonable compromise between theory and practice. (For example, 
by Solomon, The Theory of Financial Management, and by Weston, Managerial 
Finance.) 


Lease Reporting and the Cost of Capital. The leasing of assets is already im- 
portant in the United States and its importance is growing at an accelerated rate. 
Financial leases are defined as those in which “. . . the lessee agrees to make a 
series of payments to the lessor which, in total, exceed the purchase price of the 
asset acquired.” (Vancil, Harvard Business Review, Vol. 39.) As such, they are 
a means of financing acquisition of assets and for that reason are considered by 
many as, in essence, a form of borrowing. (This view is also presented by Gant 
in Harvard Business Review, Vol. 37.) In this respect leases are involved in 
the problem of cost of capital. 
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In many respects a lease is similar to a bond: Both are a source of capital, 
both require periodic payments, both may contain a clause that allows the lessee 
or borrower to retire the lease or bond before maturity, and the primary security 
behind them is often the general credit of the lessee or borrower in addition to the 
lessor’s ownership or lender’s claim to the assets involved. (See Nelson, Bureau 
of Business and Economic Research, Michigan State University, Occasional 
Paper No. 10.) The decision to lease, acording to Vancil (Harvard Business 
Review, Vol. 39), “. . . should begin only after a company has previously de- 
cided that the purchase of a piece of equipment is desirable. . . ”” The decision 
to obtain the equipment or property is subject to the same criteria as is any 
other investment decision, whereas the decision to lease is actually a financing 
decision involving a choice among the available alternatives. 

In accounting, lease obligations are usually reflected in the financial state- 
ments in one of the following two ways. First, they are indicated in balance sheet 
footnotes or separate schedules to financial statements; this is the more usual 
method. Second, they are capitalized on the balance sheet on the debit and the 
credit sides as lease benefits and lease obligations. Among those showing a prefer- 
ence for the capitalization of leases are: Myers (A.I.C.P.A., Accounting Research 
Study No. 4) and Nelson (Bureau of Business and Economic Research, Michigan 
State University, Occasional Paper No. 10). 

An able argument against the capitalization of lease “benefits and obligations” 

has been put forward by Cook (Harvard Business Review, Vol. 41). Also in 
support of this position is the Government Relations Committee of the Financial 
Analysts Federation, who state: “The Committee does not feel that there should 
be any adjustment by accountants of the balance sheet, mandatory or otherwise, 
since if adequate facts are disclosed the analyst can apply his own techniques to 
suit the particular case.” (The Financial Analysts Federation Fourteenth Annual 
Report, 1960-1961.) 
_ The relevance of this issue to computation of the cost of capital lies in the fact 
that the choice between capitalization and footnote reporting affects the capital 
structure of the firm by changing its balance sheet while leaving its income state- 
ment unaffected. Under such circumstances, the existence of leases will influence 
the computation of the cost of capital at least to the extent that the capital mar- 
kets may not properly reflect lease obligation burdens in securities prices. 


ACTUAL VS. MARKET YIELDS. As previously indicated, the computed 
weights for each type of capital may be applied either to actual (historical) costs 
cf these funds or to yields demanded by the capital market at the time. 

In the first approach, fixed-income securities are assigned their actual costs or, 
sometimes, nominal coupon rates for debt and nominal dividend rates for pre- 
ferred stock. The cost of common equity is often differentiated between common 
stock and paid-in capital accounts, on the one hand, and retained earnings, on the 
other. The cost of par value plus the paid-in capital portion of equity is the 
market yield on the company’s shares; the cost of retained earnings is the market 
yield adjusted for stockholders’ personal tax liability on dividend income (see 
discussion above on cost of retained earnings). Thus, in essence, this method is a 
hybrid between the historical specific costs view (for fixed-income securities) and 
the market yield (common equity) view. 

A second variation uses market yields for all types of capital employed. Figure 
14 (page 65) illustrates the computation of the average cost of capital with both 
methods. The difference in the case of the H. E. Corporation is relatively in- 
significant, but this is due mainly to the relatively low proportion of debt, the 
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closeness between market yields and coupon rates on debt, and the high price- 
earnings ratio for common stock. i 

Weston (Managerial Finance) has advanced the following argument in defense 
of using actual market yields: 


Here the economic principle of opportunity costs should obtain. The firm should 
charge as the cost of its capital what the capital would cost if it were currently to be 
acquired rather than what it happened to have cost when the capital was acquired, 

The difference between current costs and what costs may have been in the past 
represents a gain (a quasi-rent) because of a favorable purchase price at some time in 
the past. For current decisions, current facts should be used, not historical informa- 
tion. The cost of debt would not be the coupon rate but the current yields on its 
bonds at the time of the calculation. 


Use of current yields involves the danger, however, of overemphasizing strictly 
short-run influences. In addition, unless a company’s securities are actively 
traded, market yields may be hard to obtain. They may have to be estimated, in 
which case the results may not be very accurate. Frequently, actual specific costs 
and current market yields are surprisingly close, as occurs in Fig. 14. The smaller 
the proportion of fixed-income securities in the capital structure and the closer 
historical costs are to present market yields, the lesser is the “danger” of using 
historical costs. Conceptually, though, it is logical to use market yields whenever 
the capital structure is expressed in market values. 


COMMON EQUITY AND AVERAGE COSTS. Another difficulty in the 
computation of the average cost of capital arises from a certain degree of arbitrari- 
ness in measuring the cost of common equity. Since the latter usually comprises 
the largest single source of funds in the capital structure, its cost will tend to 
affect the average cost of capital more than any other source of funds. Yet, the 
computation of the cost of equity capital itself is rather imprecise. 


Dividends vs. Earnings. One of the thorniest problems in approaching the 
valuation of common equity is lack of agreement among financial authorities as 
to what is more important in determining the price of a share of common stock— 
dividends or earnings. Some assume that dividends are what the typical stock- 
holder looks for when buying a share of stock. (Williams, The Theory of In- 
vestment Value.) Walter accepts “the fundamental premise . ... that, over long 
periods, stock prices reflect the present values of expected dividends. .. 
Granted this premise, retained earnings influence stock prices principally through 
their effect upon future dividends .. .”” (The Journal of Finance, Vol. 11). 

A similar assumption is made by Gordon in his book The Investment, Financing 
and Valuation of the Corporation. His analysis leads to the following conclusions: 


... There is no choice between earnings and dividends as the variable an investor 
takes as his expected future income for a share of stock. Only in the special case 
where earnings are equal to dividends may the former be used. It is nonetheless 
possible though unlikely that the price of a share is independent of the fraction of 
earnings the corporation pays in dividends. It is unlikely because the necessary con- 
dition is that the corporation’s cost of capital be independent of the dividend rate. 
A corporation’s retention rate and rate of growth in its dividend move together, and 
its cost of capital may rise or fall with the rate of growth in its dividends. The 
larger the increase in the uncertainty of a dividend with its time in the future and 
the larger the aversion to risk on the part of investors, the more likely it is that 
the cost of capital will increase with the growth in the dividend. 


A diametrically opposed view holds that dividends have little if anything to 
do with stock prices. For example, Modigliani and Miller state that “. .. the 
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division of the stream of income between cash dividends and retained earnings in 
any period is a mere detail . . .” (The American Economie Review, Vol. 48). In 
another discussion of dividends they point out, however, that, “... in a world 
in which the policy of dividend stabilization is widespread, there is no simple 
way of disentangling the true effect of dividend payments on stock prices 
from their apparent effect, the latter reflecting only the role of dividends as 
a proxy measure of long-term earnings anticipations. .. .” ‘The main reason 
that the “informational content” of dividends has a bearing on the stock prices is 
that “. . . where a firm has adopted a policy of dividend stabilization with a long 
established and generally appreciated ‘target payout ratio,’ investors are likely to 
(and have good reason to) interpret a change in the dividend rate as a change 
in management’s views of future profit prospects for the firm .. .” (Miller and 
Modigliani, The Journal of Business, Vol. 34). 

Between these two extremes there is the traditional view widely held in the 
financial community that recognizes the importance of both dividends and earn- 
ings in the valuation of common shares. On the other hand, Solomon (The 
Theory of Financial Management) states: “. . . The answer to the controversy 
about whether dividends or earnings determines value is that neither does. 
When each approach is correctly restated so that it does provide a defensible 
model, the two models come to exactly the same thing.” 

Nevertheless, the debate goes on and it will continue as long as there will be 
some reason to believe that, as Durand put it, “. .. there is a difference be- 
tween capital gains and income—and especially between unrealized capital gains 
and realized income ... .” (The American Economic Review, Vol. 49). That 
is, the argument will persist as long as risks attending investments may cause 
investors to prefer current dividend income to a delayed capital gain or an 
enlarged dividend in the future. 

Porterfield considers that, in theory, both stock and cash dividends are irrele- 
vant to the stockholder (as “. . . all dividends are liquidating dividends, serv- 
ing as they do to reduce the assets of the corporation”) and that cash dividends 
like stock dividends have no inherent value, since “... cash dividends are 
merely a means of giving to the stockholder something that he already owns— 
the heretofore undistributed earnings of the corporation. . . .” But in practice, 
he admits, “. . . unfortunately, things do not work as ideally as this line of 
reasoning suggests. Indeed, it is highly probable that for many companies fairly 
regular and increasing cash dividend payments tend to have a favorable rather 
than an unfavorable effect on share prices over a period of time.” (Harvard 
Business Review, Vol. 37.) 

Harkavy distinguishes between the long-run and the “instantaneous” effect 
of the retention of earnings on market price. After empirical research, he has 
~ concluded that: 


1. As of a given time, there is a tendency for stock prices to vary directly with 
the proportion of earnings distributed. 

2. Over a period of years, the stocks of those corporations retaining the greater 
proportion of earnings tend to exhibit the greater price appreciation. (The Journal 
of Finance, Vol. 8.) 


Therefore, it appears that the traditional view, which holds that both divi- 
dends and earnings affect the value of common stock and is in essence a compro- 
mise between the two extremes, has much to offer. Financial executives will, no 
doubt, continue to be mindful of the effects that dividend policies may have on 
market values of the corporation’s stocks. Accordingly, in the event the corpo- 
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ration is contemplating raising new funds, they will tailor their dividend policy 
in such a way as to facilitate maximization of stock prices in the market and 
consequently lower the cost of capital to the corporation. 


VARIABILITY OF COMPOSITE COST OF CAPITAL. As indicated 
in the preceding discussion, a firm can influence its cost of capital by varying 
the proportions of senior and junior capital in the capital structure. Alterna- 
tively, given a certain level of earnings on capital employed, a firm’s total market 
value, among other things, also depends on its capital structure. 

This can be demonstrated by reference to the following data, assumed to be 
given. Some $12.5 million is needed to acquire fixed assets and to build up an 
adequate working capital for a newly organized firm. The firm expects to earn 
(before profits taxes and financial charges) 12% on these assets, or $1.5 million 
annually. The required funds can be obtained from a sale of 5% bonds and 
from a sale of common stock. Net proceeds to the company are assumed to be 
equal to par value of bonds and to $12.50 per common share. Thereafter, the 
stock will be traded in the market at about eight times the expected annual 
earnings per share. Ignoring corporate profits taxes, what is the cost of capital 
when 10, 30, or 50% of the total amount needed is obtained through the sale of 
bonds, with the remainder coming from a sale of common stock? 

From Figure 15, it is apparent that each increment of debt lowers the average 
cost of capital and, therefore, brings about a continuous rise in the total market 
value of the business. The common shareholders are, therefore, the direct bene- 
ficiaries of the increasing trading-on-the-equity. With the company’s net pro- 
ceeds from the original sale of stock at $12.50 per share, the following number of 
shares would be issued under the three financing plans: 900,000 with $1,250,000 
(10%) of debt; 700,000 with $3,750,000 (30%) of debt; and 500,000 shares with 
$6,250,000 (50%) of debt. The corresponding market prices of the common 
stock on a per share basis (at eight times expected earnings per share) are: 
$12.77; $15.00; $19.00. 

The average cost of capital (weighted by percentages of funds originally ob- 
tained—book values) ranges between 11.75% and 8.75%. If, however, market 
value weights are used—a more realistic approach—the average costs of capital 
are 11.77%, 10.53%, and 9.52%, respectively. Although Fig. 15 does not show 
this, it is apparent that under the above assumptions reliance on equity financing 
alone should be avoided. If all funds were raised by a sale of common stock, 
1 million shares would have to be issued. The market price of one share of stock, 
with $1.50 expected earnings per share, would be $12.00. The total market value 
of the company would then be $500,000 less than the amount of funds raised 
($12 million vs. $12.5 million). 

Most authorities agree that the shape of the cost of capital curve is such that it 
reaches its lowest level at the optimal capital structure and that beyond that 
point it begins to rise (see Fig. 16). 


BUSINESS VALUATION AND COST OF CAPITAL. Business in- 
come and cost of capital depend on the business risk and the financial risk. 
Business or external risk is generally defined as the risk affecting the stability 
of a firm’s income as well as the liquidity, safety, and marketability of corporate 
assets due to factors external to the enterprise. It determines the general level 
of a firm’s capitalization rate (cost of capital) as it “. . . is in large part dic- 
tated by the nature of the industry in which a firm is engaged and is not subject 
to any great extent to the control of the financial decision-maker.” (Schwartz, 
The Journal of Finance, Vol. 14.) 
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Cost of Equity 


Cost of 
Fugds? tee eee ee Composite Cost 
(%) 


Cost of Debt 


. 
° 
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. 


Capital Structure Ratio: 
debt/equity or debt/total value 


Note: The levels, shapes, and relative positions of all three curves will vary from case to case and 
with changing circumstances. Also, the curves have been smoothed out, which generally would not 


be the case in a real world. The diagram is designed merely to show the general behavior of capital 
costs to a firm. 


Fig. 16. Cost of capital to an enterprise. 


Financial risk usually refers to uncertainty of the income stream to capital 
suppliers arising from the firm’s capital structure. Since financial risk and finan- 
cial leverage are interrelated, the two concepts are sometimes used interchange- 
ably. 

The concept of financial leverage plays an important part in the theory of the 
cost of capital. Given the business risk within which a firm operates, the effect 
on a firm’s cost of capital caused by changes in capital structure can be studied 
by noting sensitivity of market capitalization rates with respect to financial risk. 

In 1952, Durand (National Bureau of Economic Research, Conference on 
Research in Business Finance) indicated that there are essentially two: ap- 
proaches to valuation of a business firm. These are: the Net Operating Income 
(NOI) approach and Net Income (NI) approach. 

In the NOI approach, which has not received wide acceptance, it is assumed 
that “. . . the totality of risk incurred by all security holders of a given com- 
pany cannot be altered by merely changing the capitalization proportions. Such 
a change could only alter the proportion of the total risk borne by each class of 
security holder . . . .” Accordingly, a firm’s market value and cost of capital re- 
main unaffected and constant regardless of its capital structure. Only the 
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capitalization rates of each security vary. But all changes in these rates are 
interdependent and interrelated in such a fashion that their influences on the 
overall capitalization rate for the firm’s net operating income cancel out. Thus 
nothing can be gained for the cost of capital by varying the capital structure. 
_ In the NI approach, which is today accepted by most financial experts, net 
imcome to residual owners is capitalized at an appropriate (market) rate and 
the capitalized (market) value of equity is then added to the value of debt to 
give the total market value of the firm. There is not necessarily a direct rela- 
tionship between the capitalization rates for debt and equity, which permits 
the value of the firm to change with the introduction of leverage. 


The U-Shaped Cost of Capital Curve. In general, it is believed that the 
composite cost of capital, when plotted against either the debt/equity or the 
debt/total value ratio, has a U-shaped curve (see Fig. 16). It starts at the same 
level as the cost of equity curve in an unleveraged firm of its class. From this 
point of intersection it will decline until it reaches its minimum level at an op- 
timal capital structure, and it will rise again with increasing leverage. The range 
of capital structures that is operationally meaningful to management is the one 
extending from pure equity to the optimal capital structure. 

It is widely believed that the cost of debt and equity will initially remain con- 
stant and then increase, with the cost of equity turning up before the cost of 
debt. (This will be the case because of the stronger protection that the creditors 
have in a corporation.) But the increase in specific costs of capital in the area 
between the pure equity and the optimal capital structure will not be strong 
enough to offset completely the favorable effect of a gradual replacement of 
high-cost equity with lower-cost debt. However, when the proportion of debt 
becomes excessive, the marginal cost of borrowing, i.e., the increased cost of 
debt from raising additional funds plus allowance for an increase in the equity 
capitalization rate due to the deterioration of the equity’s quality, exceeds the 
average cost of capital, and from that point on each increment of debt will in- 
crease the average cost of capital. 

Figure 17 illustrates in part the behavior of the cost of capital relative to the 
financial leverage of the H. E. Corporation. In this example it is assumed that 
the H. E. Corporation has raised $75 million, or three times as much capital by 
means of debt as it did previously (see Fig. 12, page 63). Since the total amount 
of funds is the same as previously, common equity book values are reduced by 
an appropriate amount. 

The substitution of debt for equity, as leverage increases, ordinarily will 
lower the average cost of capital so long as there is no offsetting rise in the 
equity capitalization rate. Thus when debt constituted 10.7% of the capital 

structure (weighted by market value), the average cost of capital of the H. E. 

Corporation was 5.68% (Fig. 14). When an increase in the Corporation’s debt 
brought the ratio to 28.8% of the capital structure, and there was no offsetting 
change in the capitalization rate, the average cost of capital declined to 5.07%. 
A further increase in the debt ratio, however, is considered excessive resulting in 
a rise in the capitalization rate of the common stock from 6.06% to 8%, and an 
increase in the average cost of capital to 5.97%. (Fig. 17.) 


CONCLUDING REMARKS. The cost of capital is a useful concept in 
formulating a firm’s investment policy and its financial strategy. However, the 
complexity of the problem and the difficulties in the measurement allow the 
management merely to delineate a range within which the true cost of capital 
lies. It is the management’s job to attempt to narrow this range as much as pos- 
sible in order to obtain an operationally meaningful measure of the company’s 
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cost of capital. As the cost of capital curve tends to flatten out over a segment 
of a firm’s capital structures (leverages ratios)—within which the cost of capital 
is almost constant—the computations can be safely based on any capital struc- 
ture that can be associated with the flat part of the curve. Besides, financial 
decisions are frequently influenced significantly by factors other than quantita- 
tive data. 

Since management’s judgment plays such an important part in the measure- 
ment of a firm’s cost of capital, false impressions of a nonexistent precision are 
undesirable. As Biermann and Smidt aptly put it (The Capital Budgeting De- 
cision), “. . . a person who desires neat solutions with one correct answer should 
avoid the computation of a corporation’s cost of capital.” But this does not 
make the concept any less meaningful or useful in making financial decisions. 
The soundness of the underlying assumptions, the validity of the concept itself, 
and the operational usefulness of the measured value of the cost of capital are 
much more important than a high degree of accuracy in the computations. 


Risk and Uncertainty 


RISK DEFINED. In decision making, management is forced to make 
choices between alternative courses of action. The quantitative data furnished 
management are in the form of estimates tending to show what the outcome will 
be if one or another course of action is chosen. Since these figures relate to the 
future, they carry with them:all the uncertainties associated generally with fore- 
casting. As stated by Dean (Managerial Economics): “. . . these uncertainty 
characteristics are important when there is much obsolescence of methods or of 
style, or fickleness and obscurity of forecasting buyers’ tastes, particularly in 
development of new and unknown product lines.” 

In recent years attempts have been made to apply the laws of probability to 
modify the estimates. Statistically speaking, this involves the measurement of 
the degree of risk and uncertainty. Spencer and Siegelman (Managerial Eco- 
nomics: Decision Making and Forward Planning) define risk as “. . . the quanti- 
tative measurement of an outcome, such as a loss or a gain, in a manner such that 
the probability of the outcome can be predicted.” 

Risk, then, is objective. Its probability can be measured with certainty where 
the outcome characteristics are known in advance, as in coin tossing or throwing 
of dice. Or the outcome may be predicted on the basis of historical data, where 
a sufficient number of observations make possible the computation of probability 
of an outcome. To be valid “. . . the number of cases or observations must be 
large enough to exhibit stability, they must be repeated in the population or 
universe, and they must be independent” (i.e., distributed in a random manner) 
- (Spencer and Siegelman). The prediction is made on the basis of a normal fre- 
quency distribution whose characteristics can then be defined by measuring the 
central tendency, the dispersion (standard deviation), and skewness. 


UNCERTAINTY DEFINED. According to Shubin (Managerial and In- 
dustrial Economics) : 


Uncertainty arises from developments and fluctuations that cannot be sufficiently 
foreseen and adequately predicted, such as changes in consumer style tastes and 
unforeseeable product developments by rival firms ... . Technological advance also 
increases uncertainty when it renders obsolete certain productive facilities .... 
Business uncertainty and potential losses derive also from the need to aceumulate an 
inventory of finished goods in advance of sales. 
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In contrast to risk, uncertainty is subjective in nature. The data again per- 
tain to the future, but cannot be objectively verified and predicted as In games 
of chance. This means that different persons may view a given situation differ- 
ently, depending upon their varying degrees of optimism or pessimism. Many 
business decisions, in fact, are the result of combining various estimates into a 
single figure, and of assigning to each estimate a probability. 


APPLICATION TO INVESTMENT DECISIONS. Bierman and Smidt: 
(The Capital Budgeting Decision) suggest a procedure to be followed in the 
making of investment decisions. Adaptations of this procedure may also be used 
for other types of decision making such as the following: 


1. Determine the present value of the net cash flows for three different assump- 
tions: 
a. Most probable series of events 
b. A reasonably pessimistic series of events 
c. A reasonably optimistic series of events 

2. Weight the three present values, using the best information available or using 
standard weights such as 50 per cent for the most probable and 25 per cent 
for the most pessimistic and optimistic predictions. 

3. The sum of the three weighted present values may be used to represent the 
present value of the investment, taking uncertainty into consideration . . 


For example, a sales forecast might be arrived at as follows: 


(1) (2) (3) = (1) XQ) 

Probability Stated Amount Expected Value 
Opiinisticgeass. sere rere c P20 $1,000,000 $250,000 
Most’ probable. {2nncse-: 50 800,000 400,000 
IRessimisticumeecree cere: _.25 680,000 170,000 
1.00 ; $820,000 


There are numerous applications of probability theory to decision making. 
The public accountant makes use of sampling techniques to determine the extent 
of the audit and the degree of reliance desired in the result. Other uses may be 
found in budgetary control, both in forecasting sales and the various costs asso- 
ciated with sales; in capital budgeting, as noted above, where it is necessary to 
determine future cash flows; in problems of maintenance; and in control of 
inventory. 

McKinsey & Company, Inc., have developed a technique for presenting to 
management “a clear picture of the relative risk and probable odds of coming 
out ahead or behind in the light of uncertain foreknowledge.” Hertz has de- 
scribed the method as follows (Harvard Business Review, Vol. 42) : 


To carry out the analysis, a company must follow three steps: 


1. Estimate the range of values for each of the factors (e.g., range of selling price, 
sales growth rate, and so on) and within that range the likelihood of occurrence of 
each value. 

2. Select at random from the distribution of values for each factor one particular 
value, Then combine the value for all the factors and compute the rate of return (or 
present value) from that combination. For instance, the lowest in the range of prices 
might be combined with the highest in the range of growth rate and other factors... . 

3. Do this over and over again to define and evaluate the odds of the occurrence 
of each possible rate of return. Since there are literally millions of possible com- 
binations of values, we need to test the likelihood that various specific returns on the 
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investment will occur. This is like finding out by recording the results of a great 
many throws of what per cent of “7”s or other combinations we may expect in toss~ 
ing dice. The result will be a listing of the rates of return we might achieve, ranging 
from a loss (if the factors go against us) to whatever maximum gain is possible with 
the estimates that have been made. 

For each of these rates the chances that it may occur are determined. (Note that. 
a specific return can usually be achieved through more than one combination of 
events. The more combinations for a given rate, the higher the chances of achieving 
it—as with “7’’s in tossing dice.) The average expectation is the average of the values 
of all outcomes weighted by the chances of each occurring. 

The variability of outcome values from the average is also determined. This is 
important since, all other factors being equal, management would presumably prefer 
lower variability for the same return if given the choice. 


SELECTED STATISTICS 100% 
INVESTMENT A | INVESTMENT B 


AMOUNT OF INVESTMENT $10,000,000 $10,000,000 


LIFE OF INVESTMENT 
(IN YEARS) 10 10 


aa A 


oe 


a 
| 


807 


EXPECTED ANNUAL NET 
! CASH INFLOW $ 1,300,000 $ 1,400,000 


VARIABILITY OF CASH 
INFLOW 


1 CHANCE IN 50 OF BEING 
GREATER THAN $ 1,700,000 $ 3,400,000 


3 


1 CHANCE IN 50 OF BEING 
LESS* THAN $ 900,000 ($600,000) 


EXPECTED RETURN ON 
INVESTMENT 5.0% 6.8% 
——s 


L 
> 
i 
— 


CHANCES THAT RATE OF RETURN WILL BE ACHIEVED OR BETTERED 


VARIABILITY OF RETURN ON 
INVESTMENT 


1 CHANCE IN 50 OF BEING 
GREATER THAN 7.0% 15.5% 


1 CHANCE IN 50 OF BEING 
LESS* THAN 3.0% (4.0%) 


+ 


RISK OF INVESTMENT 


CHANCES OF A LOSS NEGLIGIBLE 1 IN 10 
EXPECTED SIZE OF LOSS $ 200,000 0 
~10% -5 0 5 10 15 2 
*In the cose of negative figures (indicoted by porentheses) “less thon® means PER CENT OF RETURN ON INVESTMENT 


“worse thon 


Fig. 18. Comparison of two investment opportunities. 


According to Hertz, the same technique may be applied to investments by ob- 
taining the expected return and variability of each of a series of investments to 
determine the effectiveness of various combinations of them in meeting manage- 
ment objectives. Because so many combinations of factors are made, a computer 
is used to carry out the trial combinations. In this way, management obtains a 
clear picture of “(1) the expected return based on weighted probabilities of all 
possible returns, (2) variability of return, and (3) risks.’ The example (Fig. 
18) given by Hertz shows the significance of the method. 

The variability of cash inflow and of return on investment and the resulting 
risk of investment are obtained from computer runs. 
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SECTION 18 


CORPORATE SURPLUSES, RESERVES 
AND DIVIDENDS 


The Nature of Surplus 


SURPLUS DEFINED. The surplus of a corporation 1s the excess of the 
book value of the assets over the sum of the liabilities and the par or stated value 
of the capital stock. Because legal restrictions applicable to the impairment of 
capital do not apply to surplus, a substantial surplus accords a larger measure 
of flexibility to corporate management in the formulation of financial policies. 
For this reason, many managements seek to create a large surplus where one does 
not exist, or where the surplus has been impaired through operating losses or 
asset write-downs. The prevailing trend toward the use of low-par value stock 
in corporate capitalization reflects this desire to secure a substantial surplus. In 
the case of banks and insurance companies, separate surplus and undivided profits 
accounts are maintained, surplus being considered the more permanent and stable 
account. Since impairment of the capital of a moneyed institution could lead to 
its closing and forced liquidation, the surplus of such a corporation is a buffer to 
protect the capital account from impairment due to losses or asset write-downs. 

Surplus, in an accounting sense, is a stockholders’ equity account. As Don- 
aldson and Pfahl (Corporate Finance) explain, surplus is never anything real or 
tangible. Consequently, surplus cannot be used in an exchange transaction. 
Moreover, surplus does not relate to any specific asset or group of assets and it is 
not owned by any interest. 


CLASSIFICATION OF SURPLUS. Surplus is classified by source in order 
to show the origin of the stockholders’ equity. Generally, surplus is divided into 
three broad classes: (1) paid-in (or capital), (2) earned, and (3) revaluation 
(or reappraisal). The American Institute of Certified Public Accountants (Ac- 
counting Research and Terminology Bulletins) distinguishes between the first two 
classes as follows: 


Capital surplus represents (a) capital contributed for shares in excess of their par 
or stated value, or (b) capital contributed other than for shares. 


Earned surplus represents accumulated income or the remainder thereof at the 
balance sheet date. 


Kohler (A Dictionary for Accountants) has defined appraisal surplus as “the 
excess of estimated depreciated replacement cost, or other basis of measurement, 
of fixed or other assets over their cost or book value.” 

The term capital surplus has been used in the past as a generic term to de- 
scribe any type of surplus other than earned. However, in recent years there has 
been a tendency to replace this term by more precise designations. 
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Sometimes the term donated surplus is encountered. Donated surplus may 
result from donations by stockholders or from outsiders, such as donations of 
land by municipalities and grants-in-aid from governmental agencies. Under the 
threefold classification cited above, donated surplus is included under paid-in 
surplus. 

Occasionally, the term discovery surplus is found, particularly in extractive 
industries. Discovery surplus is analogous to revaluation surplus and should be. 
similarly classified. 

The Securities and Exchange Commission (Regulation S-X) prescribes that 
separate captions shall be shown for (1) paid-in surplus; (2) surplus arising 
from revaluation of assets; (3) other capital surplus; and (4) earned surplus. 


SURPLUS TERMINOLOGY. The real significance of surplus is frequently 
misunderstood by investors, creditors and other interested parties. Probably the 
two most common misconceptions are that surplus (1) represents cash funds 
available for dividends, and (2) denotes “too many,” “unneeded,” or “excess” 
liquid assets. Surplus does not represent cash or liquid assets. In fact, there is 
no necessary correlation between cash and surplus. A newly formed corporation 
will have substantial cash and no surplus immediately following the sale of capi- 
tal stock at par value. Conversely, an established corporation may have only a 
small amount of cash and a substantial surplus upon completion of a major plant 
expansion program. 


Decline in Use of Term “Surplus.” The confusion and misunderstanding has 
prompted both the American Institute of Certified Public Accountants (Account- 
ing Research and Terminology Bulletins) and the American Accounting Associa- 
tion (Accounting and Reporting Standards for Corporate Financial Statements) to 
recommend discontinuance of the term surplus in favor of the following designa- 
tions: retained income, retained earnings, or earnings retained in the business for 
earned surplus; capital received in excess of par or stated value for paid-in 
surplus; and excess of appraisal or fair value of fixed assets over cost, or appre- 
ciation of fixed assets for revaluation surplus. 

The A.I.C.P.A.’s annual survey of six hundred corporate reports (Accounting 
Trends and Techniques) reveals a steady decrease in the use of the term surplus 


in published reports. For example, only 27% of the companies were still using 
earned surplus. 


IMPROPER SURPLUS TECHNIQUES. The surplus of a corporation 
may be understated or overstated as a result of changing economic conditions, 
ignorance of accounting and financial principles, or intent to deceive. 


Understatement of Surplus. The principal device for understatement of 
surplus is the so-called secret reserve. Lenhart and Defliese (Montgomery’s 
Auditing) state that the term “secret reserve” denotes the existence of propri- 
etary equities concealed through the understatement or omission of assets, the 
overstatement of liabilities, or the inclusion of fictitious liabilities. Secret re- 
serves may be deliberate or unintentional. For example, management may will- 
fully write down intangible assets to a nominal amount of $1.00 when the value 
of such assets has not been impaired; or the estimated income tax liability may 
be deliberately overstated. In contrast, unintentional secret reserves occur when 
economic conditions prolong the useful life of a depreciable asset beyond reason- 
able expectations or when actual warranty costs fall below past averages. 


Overstatement of Surplus. The overstatement of surplus would result from 
practices that are directly the opposite of secret reserves. The capitalizing of 
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revenue expenditures and the omission of accrued liabilities are examples of 
techniques that will overstate surplus. 

Regardless of the specific cause of the misstatement of surplus, immediate 
correction 1s warranted whenever improper techniques are uncovered. 


Paid-in Surplus and Revaluation Surplus 


PAID-IN SURPLUS DISTINGUISHED FROM LEGAL CAPITAL 
AND UNDIVIDED PROFITS. The American Institute of Certified Public 
Accountants (Accounting Research and Terminology Bulletins) indicates that 
the stockholders’ equity section of a balance sheet should emphasize the distinc- 
tion between (1) legal capital (the par or stated value of capital stock), (2) capi- 
tal In excess of legal capital (paid-in surplus), and (3) undivided profits (retained 
earnings). Paid-in surplus is clearly part of paid-in or contributed capital. For 
this reason the term “additional paid-in capital” is sometimes used instead of 
paid-in surplus. In contrast to legal capital, which is not legally available for 
dividends, paid-in surplus is legally distributable in most states. 

The distinction between paid-in surplus and retained earnings is of funda- 
mental importance to corporate management, stockholders, and other interested 
parties. Operating losses and nonrecurring extraneous losses must be charged 
to retained earnings except in the case of a quasi-reorganization. The S.E.C., for 
example, stipulates that capital (paid-in) surplus should under no circumstances 
be used to write off losses that if currently recognized would have been charge- 
able against income. Thus, such charges as a fire loss, goodwill write-offs, and 
losses on the sale of investments should be absorbed through retained earnings. 

Various purposes may be served through paid-in surplus. In a bank, paid-in 
surplus provides added protection for depositors and makes possible larger indi- 
vidual loans. In insurance companies paid-in surplus is an added buffer against 
possible declines in investment values. 


SOURCES OF PAID-IN SURPLUS. In published financial statements 
paid-in surplus is often combined into a single amount. Such disclosure fails to 
reveal the specific sources of paid-in surplus and is incompatible with sound re- 
porting standards. The principal sources of paid-in surplus are: (1) the sale of 
capital stock for more than par or stated value, (2) donations and gifts, (3) 
reacquisition of capital stock, (4) recapitalizations, (5) reorganizations, and (6) 
business combinations. Each of these sources is discussed below. 


Sale of Stock. Paid-in surplus may arise from the sale of par value stock for 
more than par and no-par value stock for more than the stated value. Paid-in 
surplus may also be created by the sale of treasury stock at a price that is in 
excess of the acquisition cost of such shares. The excess results from a financial 
rather than an operating transaction. Accordingly, it is improper to credit 
such “gains” to retained earnings. 


Donations. In some corporations, paid-in capital is created through donations 
by stockholders or outsiders. Stockholder donations usually involve the return 
of capital stock to the issuing corporation. Such donations enhance the book 
value of the shares that remain outstanding but corporate assets are not increased. 
Eventually the donated shares may be resold, in which case assets and paid-in 
surplus are increased. 

Donations from outsiders may consist of both tangible and intangible proper- 
ties. The accepted basis of valuation is the fair market value of the property at 
the time of the donation. Donations or gifts may be conditional or uncondi- 
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tional. Until the contractual conditions are met it may be desirable to use tem- 
porary paid-in surplus accounts in the interest of full disclosure. 

Occasionally, donated surplus may also arise from forgiveness of indebted- 
ness by stockholders or outsiders. 


Reacquisition of Capital Stock. Paid-in surplus may result from the reacqui- 
sition of preferred or common stock. Preferred stock may be redeemed by call 
(assuming the terms of issue include a call provision), by purchase in the finan- 
cial markets, or by negotiation with specific shareholders. When the purchase 
price is below the net book value of the reacquired shares, paid-in surplus results. 
Crediting the “gain” to retained earnings is not sanctioned since the redemption 
of preferred stock is not related to a company’s operating activities or its Income 
performance for a given period. 

Common shares are sometimes purchased for the treasury with the expecta- 
tion that they will be re-issued at some time in the future. Either the cost 
method or the par value method may be used in accounting for treasury stock. 
Under the cost method, which predominates in practice, the reacquired shares 
are recorded at their cost. Consequently, the purchase of treasury shares has no 
effect on paid-in surplus. Under the par value method, which has the greater 
authoritative support in accounting, paid-in surplus will result if the purchase 
price is less than the prorata amount paid in on the shares. The paid-in surplus 
created thereby may be used to absorb “losses” sustained on subsequent acquisi- 
tion of treasury shares. 


Recapitalization. The term recapitalization is used here to describe a modifi- 
cation of paid-in (or contributed) capital without asset revaluation or new 
financing. The effects of a recapitalization are limited entirely to the stock- 
holders’ equity section of a balance sheet. The re-alignments of owners’ equity 
resulting from recapitalizations are relatively minor for insolvency has not oc- 
curred and is generally not imminent. Recapitalization may be effected through 
stock dividends, stock splits, conversion of preferred stock into common stock, 
and changes from par to no-par stock or vice versa. The paid-in surplus that 
results from recapitalization should be separately identified to indicate its source. 
In some cases the designation “Recapitalization Surplus” is used but more specific 
disclosure is desirable, such as “Surplus From Stock Dividends,” “Surplus From 
Stock Conversion,” etc. 


Reorganization. Dewing (The Financial Policy of Corporations) defines a 
reorganization as a radical adjustment of the financial structure of a corpora- 
tion that results from serious financial plight. There are two principal types of 
reorganizations: (1) an informal accounting reorganization, and (2) a formal 
legal reorganization. In the former, generally called a quasi-reorganization, 
the adjustments in the capital structure are made without recourse to the courts; 
in the latter, the re-alignments are made through the courts in compliance with 
Federal bankruptcy laws. Typically, a quasi-reorganization involves a downward 
revaluation of assets, a reduction in the par or stated value of capital stock that 
produces a paid-in (or capital) surplus, and the absorption of a deficit. As a 
result of this procedure, assets will be stated in terms of current values that may 
subsequently permit a company to report increased net income and to resume 
dividend declarations. 

Regardless of the specific form of reorganization, the important feature from 
an accounting standpoint is the emergence of a new accounting entity. The 
American Institute of Certified Public Accountants (Accounting Research and 
Terminology Bulletins) has established the following accounting requirements: 
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When the readjustment has been completed, the company’s accounting should be 
substantially similar to that appropriate for a new company. 

After such a readjustment earned surplus previously accumulated cannot properly 
be carried forward under that title. A new earned surplus account should be estab- 
lished dated to show that it runs from the effective date of the readjustment, and this 
dating should be disclosed in financial statements until such time as the effective 
date is no longer deemed to possess any special significance. 

Capital surplus originating in such a readjustment is restricted in the same 
manner as that of a new corporation; charges against it should be only those which 
may properly be made against the initial surplus of a new corporation. 


The S.E.C. (Regulation S-X) indicates that the dating of retained earnings 
should be continued for three years, but in practice it is often continued for 
longer periods. 


Business Combinations. Business combinations may be accomplished through 
mergers or consolidations. Legally, there is a sharp distinction between these 
terms. A merger occurs when one corporation loses its existence and its assets 
are combined with those of the surviving entity. A consolidation (or amalga- 
mation) results when two or more companies combine to form a new corporation 
and all of the old companies lose their corporate identities. In business and 
finance, however, these terms are often used interchangeably. 

For accounting purposes, business combinations are classified as being either 
a purchase or a pooling of interests. The American Institute of Certified Public 
Accountants (Accounting Research and Terminology Bulletins) indicates that a 
purchase may be described as a business combination of two or more corpora- 
tions in which an important part of the ownership interests in the acquired cor- 
poration or corporations is eliminated. In contrast, a pooling of interests occurs 
when the holders of substantially all of the ownership interests in the constitu- 
ent corporations become owners of a single corporation that owns the assets and 
businesses of the constituent companies. Thus, in the typical situation a merger 
represents a purchase and a consolidation constitutes a pooling of interests. 

When a business combination is deemed a purchase the assets of the acquired 
company should be recorded at their fair market value by the purchaser and 
any retained earnings of the predecessor becomes paid-in surplus to the purchaser. 
In a pooling of interests, however, the book value of assets, if stated in accord- 
ance with generally accepted accounting principles, may be continued after mak- 
ing appropriate adjustments to place them on a uniform basis. In addition, the 
retained earnings of the constituent companies may be carried forward and any 
increase in stated capital of the new corporation over that of the predecessor 
companies should be deducted first from the total “capital surplus” and then 
from the retained earnings of the predecessors. 

- A special feature of consolidations is the recognition of minority interest in 
the paid-in capital and consolidated surplus of the affiliated companies. Minority 
interest is generally shown in the consolidated balance sheet as a separate ele- 
ment immediately following the presentation of current and long-term debt. 


REVALUATION SURPLUS. The generally accepted basis of accounting 
for fixed assets is cost minus depreciation. Accountants have steadfastly op- 
posed the use of revaluation data and as a result such information normally is 
not shown in the accounts and statements. The 8.E.C. has refused to approve the 
use of appraised values by new companies, but it has accepted appraisal data for 
established companies if the appraisal is “based on scientific method.” When 
appraisal data is recorded, the credit is made to revaluation (or appraisal) sur- 
plus in order to indicate the specific source of the item. 
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Legally, revaluation surplus is usually available for both eash and stock divi- 
dends. However, accountants have universally rejected this type of surplus as a 
basis for dividends and corporate managements have seldom found it acceptable. 

It is generally agreed that revaluation surplus should not be used to absorb 
deficits, operating losses, or the write-down of assets that have not been previ- 
ously subject to an appraisal increase. 


Retained Earnings 


SOURCES OF RETAINED EARNINGS. Retained earnings represent 
the undistributed profits of a corporation, from whatever source derived. Re- 
tained earnings results from the principal business operations, ancillary activities 
such as the sale of scrap and income from investments, and extraordinary gains 
such as the sale of fixed assets for more than book value and income tax refunds. 
Retained earnings do not result from transactions in a company’s own stock and 
transfers from paid-in surplus. 


CHARGES TO RETAINED EARNINGS. It is generally agreed that re- 
tained earnings are properly charged for (1) the net loss for the period, (2) 
dividend declarations, and (3) the establishment of retained earnings reserves. 
Material extraordinary charges are included in the determination of periodic 
income (or loss) or are charged directly to retained earnings. 

Direct charges to retained earnings may also result from financial transactions 
such as stock conversion, stock redemption, and the purchase of treasury shares. 
If the consideration given exceeds the pro rata amount paid in, the excess is 
properly chargeable to retained earnings. This treatment is justified on the basis 
of an implied dividend, a bonus, or a donation to the stockholder who relinquishes 
his shares. 


ADMINISTRATION OF RETAINED EARNINGS. The administration 
of retained earnings relates to the adoption of retained earnings policies by the 
board of directors that will afford a proper balance among the various interests 
represented in the enterprise. The basic decision involves a consideration of 
dividend declarations versus the reinvestment of earnings. 

Such purposes as protection of working capital, anticipated plant expansion, 
compliance with legal and contractual requirements, declaration of regular divi- 
dends, and maintenance of a strong market position for a corporation’s securities 
are generally regarded as ethically desirable and administratively proper. Yet, in 
practice, it is not always easy to accomplish these purposes, taking into account 
both short- and long-run considerations, from the standpoint of all equities 
involved. : 

In recent years, the wide disparity between earnings per share and dividends 
per share, vague appropriations of retained earnings for equally vague purposes, 
and the imposition of the accumulated earnings tax have resulted in a more 
critical appraisal of retained earnings administration. Management clearly has 
responsibility for disclosing and defending its retained earnings policies. 


DEFICITS. A debit balance in retained earnings is called a “deficit.” A 
deficit results when accumulated profits are less than the sum of accumulated 
losses and dividend declarations. In the absence of other types of surplus, a deficit 
would cause an impairment of legal capital. Generally accepted principles of 
accounting provide that losses should be charged to retained earnings even if a 
debit balance is created thereby. Stated in another way, paid-in surplus cannot 
be used to absorb losses that otherwise would be charged against income. 
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Ifa deficit is a temporary situation, no special action is needed because subse- 
quent earnings will fully absorb the deficit. However, if future earnings will be 
insufficient. to cover the deficit, a company may authorize the write-off of the 
deficit against paid-in surplus via a quasi-reorganization. The principal ac- 
counting requirement, as explained in the caption “Paid-in Surplus from Reor- 
ganizations,” is to date the retained earnings of the reorganized company. 

While a deficit exists it should be shown as a deduction from total paid-in 
capital in the stockholders’ equity section of the balance sheet. 


“Surplus” or Retained Earnings Reserves 


RESERVES. One of the most overworked and frequently misunderstood 
terms in business is the word “reserve.” The term “reserve” may be used in 
financial statements in three separate and distinct ways: (1) as an asset valua- 
tion account, (2) as an estimated liability, and (3) as a reservation (or appropria- 
tion) of retained earnings. 


Valuation Reserves. Valuation reserves reflect the estimated decline in the 
value of specific assets that has already occurred. Some valuation reserves, such 
as reserves for bad debts, marketable securities, and inventories, are deducted 
within the current asset section in order to show the expected realizable value of 
the related assets. Other valuation reserves, such as reserves for depreciation 
and depletion, are offset against related fixed asset accounts to show the unex- 
pired cost (or book value) of the assets. 


Liability Reserves. Liability reserves may be used to reveal estimated lia- 
bilities at the statement date. Such liabilities represent known legal obligations 
the precise amount of which is indeterminate at the time the balance sheet is 
prepared. Examples include reserves for income taxes, product warranties, and 
employee pensions. Liability reserves may be classified as liabilities, as part of 
- stockholders’ equity, or in a separate reserve section. 


Surplus Reserves. Surplus reserves represent the appropriation or earmark- 
ing of retained earnings for some specific future purpose, such as plant expan- 
sion, retirement of bonds, and contingencies. Generally, surplus reserves are 
shown in stockholders’ equity, but occasionally they are classified in a reserve 
section. 


Recent Trends in Terminology. Both the American Institute of Certified 
Public Accountants (Accounting Research and Terminology Bulletins) and the 
American Accounting Association (Accounting and Reporting Standards for 
Corporate Financial Statements, Supplementary Statement No. 1) have recom- 
mended discontinuance of the term “reserves” to identify asset valuation ac- 
counts and estimated liabilities. Terms such as “estimated uncollectibles,” 
“accumulated depreciation,” and “estimated income taxes payable” are suggested 
as alternative designations. Prevailing practice, as revealed by the American 
Institute of Certified Public Accountants (Accounting Trends and Techniques), 
shows a decided trend toward acceptance of these recommendations. 

The two accounting organizations differ, however, concerning surplus reserve 
terminology. The A.I.C.P.A. believes the term “reserve” should be used to desig- 
nate appropriations of retained earnings. The A.A.A., on the other hand, favors 
the designation “appropriations” of retained earnings. In recommending the com- 
plete elimination of the term “reserve,” the A.A.A. claims that (1) clarity of finan- 
cial statement captions would be promoted, (2) nonaccountants would no longer 
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have to deal with a specialized meaning at variance with popular usage, and (3) 
professional thinking would be freed from a confusing ambiguity. 

The American Accounting Association also suggests the elimination of the 
reserve section in corporate balance sheets. Acceptance of this proposal would 
significantly enhance the understanding of financial statements, for the hetero- 
geneous quasi-liability reserve section would be eliminated. 


RELATIONSHIP BETWEEN FUNDS AND RESERVES. Although 
reserves are frequently considered to be funds by laymen, a clear distinction 
must be drawn between them. Funds are tangible assets; reserves are segrega- 
tions of retained earnings. Funds are established by the transfer of cash and/or 
other assets to the fund; reserves are created by an accounting entry that does 
not involve a transfer of assets. Funds can be used in exchange transactions; 
reserves cannot be used as a medium of exchange. 

A fund may exist without a related reserve, as is typical with a petty cash fund; 
a reserve may exist without a related fund, as is typical with a reserve for con- 
tingencies. Both a fund and a reserve may exist simultaneously. This situation 
is described as funding a reserve. When a reserve is funded the reservation of 
retained earnings is accompanied by a transfer of liquid assets from working 
capital to a special fund. This procedure accomplishes a dual purpose: the re- 
serve assures the retention of earnings in the business, and the fund provides for 
the accumulation of assets whose use is restricted to the purpose for which the 
reserve is created. Thus, a “reserve for plant expansion” may be accompanied 
by a “plant expansion fund.” 

When either the fund or the reserve, or both, is voluntary, no necessary rela- 
tionship exists between the amount of the fund and the amount of the reserve. 
When both are obligatory, the terms of the contract determine the relationship 
of the amounts. 


NATURE OF SURPLUS RESERVES. Surplus reserves represent an in- 
formal appropriation of retained earnings. The temporary capitalization removes 
a portion of retained earnings from the amount available for dividends. The 
reserves are created by the board of directors, which can increase, decrease, or 
eliminate them when changing circumstances justify such action. Burtchett and 
Hicks (Corporation Finance) state that it is often desirable to divert a portion 
of apparent earnings to surplus reserves in order to meet business contingencies, 
to act as a buffer for errors in determination of earnings, and to help stabilize 
dividends. ; 

The reserve does not earmark or restrict any specific asset for a specific pur- 


pose. It does, however, limit the amount of total assets that can be distributed 
in the form of dividends. 


Legal, Contractual, and Voluntary Reserves. There are three basic kinds 
of surplus reserves: legal, contractual, and voluntary. Legal reserves are re- 
quired when state laws place a limitation on the combined disbursements for 
dividends and the purchase of treasury stock. Contractual reserves are set up 
when bond and/or preferred stock contracts provide for the retention of earnings 
for the protection of the claims of senior security holders. Voluntary reserves 
result from the discretionary actions of the board of directors in order to earmark 
and to disclose the present or potential uses of retained earnings in the business. 


Accounting for Surplus Reserves. It is generally recognized in accounting 
that the determination of periodic earnings should not be affected by surplus 
reserve transactions. Accordingly, establishment of the reserve is effected by a 
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direct transfer from retained earnings, and elimination of the reserve by a direct 
return to its original source. Under no circumstances should surplus reserves be 
used to absorb losses ordinarily chargeable against current earnings. 

Both the creation and the elimination of the reserve must be authorized by 
the board of directors. Instead of returning the reserve to unrestricted retained 
earnings the directors may formally capitalize the amount by declaring a stock 
dividend from the reserve. 

Since surplus reserves represent a part of retained earnings they are classified 
in the stockholders’ equity section of the balance sheet. The usual presenta- 
tion is as follows: 


Retained Earnings 


Reserves: 
Reserve for Sinking Fund............. $500,000 
Reserve for Plant Expansion ......... 400,000 
Reserve for Contingencies ........... 300,000 $1,200,000 
Hee 4ukt fet. SEE ENG. &. alata 1,000,000 
Total Retained Harnings ......... $2,200,000 


PURPOSES AND TYPES OF SURPLUS RESERVES. Broadly speak- 
ing, the purpose of surplus reserves is to show the amount of retained earnings 
presently unavailable for dividends. However, the reserves may also indicate the 
specific purposes for which earnings are retained, namely, to maintain legal capital, 
to provide additional protection for bondholders and preferred stockholders, and 
to indicate present and potential uses of retained earnings in the business such as 
to expand plant facilities and to anticipate future contingencies. 

The importance of surplus reserves is sometimes exaggerated. Every purpose 
for which a reserve is established can be accomplished equally well by cther 
means. Moyer and Mautz (Functional Accounting) point out that negative ac- 
tion in the form of no dividend declaration is as effective in retaining earnings 
‘in the business as positive action in the form of creation of a reserve. The real 
protection against future losses and inefficient use of assets lies in the judicious 
administration of assets. A surplus reserve is essentially a disclosure device to 
indicate the specific nature of future contingencies. 

A brief discussion of the principal types of surplus reserves is presented below. 


Reserve for Treasury Stock. In the interests of creditors and minority stock- 
holders, some state statutes limit the purchases of shares of a corporation’s own 
stock to the amount of the corporation’s surplus account balance. Under such 
statutes the effect of the expenditure of funds to acquire outstanding stock is to 
render an amount of surplus corresponding to the cost of the shares unavailable 
for dividend appropriation. In a study of state corporation laws, Rabel (Journal 
of Accountancy, Vol. 95) says that surplus restrictions are generally recognized 
(but not necessarily required) in the thirty-one states that include an “impair- 
ment rule” or a “surplus rule” in their statutes. (For explanation of rules, see 
discussion below under Statutory Law, p. 19.) Under either rule the combined 
disbursements for dividends and purchases of treasury shares cannot exceed sur- 
plus. The restriction of surplus may extend only against retained earnings or it 
may apply against all surplus legally available for dividends. In the states re- 
ferred to above, only six apply the restriction specifically to retained earnings. 


Reserve for Bonded Indebtedness. Many bond contracts require a reserve 
for bonded indebtedness (often referred to as a sinking fund reserve). The 
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purpose of the reserve is to prevent the dissipation of working capital for cash 
dividends and thereby retain enough cash (or liquid assets) in the business to 
redeem the bonds periodically or when they mature. 

Since the reserve for bonded indebtedness limits the use of cash only for divi- 
dends, it may not provide sufficient protection against the impairment of working 
capital from other uses. Thus, some bond indentures also require the establish- 
ment of a bond retirement (sinking) fund. A bond retirement fund is created 
by periodic transfers of cash to a specifically segregated fund that can be used 
only for the redemption of the bonds. The fund may be under control of the 
company or it may be administered for the bondholders by a trustee. In either 
case, the fund is classified as a noncurrent asset in the balance sheet. When 
both a bond sinking fund reserve and a bond sinking fund are required, the rela- 
tionship between the amount of the two will be determined by the bond contract. 

There is some difference of opinion as to whether the fund or the reserve offers 
greater protection to the bondholder. The prevailing view is that the fund is 
more important since the bondholder has a specific claim on the fund in the 
event of forced liquidation. Paton and Paton (Corporation Accounts and State- 
ments) argue, however, that earning power is basically more important than the 
composition of assets since without earnings default may occur when only a small 
part of the total requirement has been accumulated. 

At maturity the reserve for bonded indebtedness is returned to free retained 
earnings or it may be used for a stock dividend declaration. 


Reserve for Contingencies. Although retained earnings itself is a buffer 
against uncertainties, many companies use contingency reserves to indicate the 
specific nature of possible future losses. Examples include losses that may result 
from pending litigation, strikes, and expropriation of foreign investments by 
unfriendly governments. 

The use of this type of reserve is justified if a specific condition exists or is 
reasonably imminent, and if the amount of the loss may be estimated with some 
degree of accuracy. The establishment of general purpose contingencies to 
identify vague and remote circumstances, however, is not recommended, for such 
reserves may obscure rather than clarify the presentation of stockholders’ equity. 


Reserve for Plant Expansion. Companies that anticipate a major plant ex- 
pansion or modernization program may establish a “Reserve for Plant Expansion” 
or a “Reserve for Additions, Betterments, and Improvements.’ The purpose of 
the reserve is to earmark funds and to prevent payment of dividends that could 
impair the reserve so that the company will be in a better cash position to pay 
for its expansion program. 

Upon completion of the expansion program, the reserve may be returned to 
free retained earnings. However, since the company’s cash position may not per- 
mit cash dividends, the directors may decide to formally capitalize the reserve 
through a stock dividend. Such action can be fully justified, for the plant expan- 
sion program, in effect, has permanently capitalized a portion of retained earnings. 

A closely related reserve is the “Reserve for Increased Replacement Costs.” 
As Husband and Dockeray (Modern Corporation Finance) explain, this reserve 
is intended to recognize situations where depreciation reserves (usually based on 
original cost) are inadequate for replacement of the physical assets. This proce- 
dure has the sanction of the American Institute of Certified Public Accountants 
(Accounting Research and Terminology Bulletins), who believe it is entirely 
proper for management to make annual appropriations of net income or surplus 
in contemplation of replacing facilities at higher price levels. 
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Reserves for Future Inventory Declines. At the end of an accounting 
period two types of inventory losses may be recognized in the accounts and 
statements. Under the lower of cost or market method of inventory costing 
known losses resulting from market declines that have already occurred are re- 
corded by a charge against income and a credit to a valuation reserve. In con- 
trast, potential losses expected from future inventory price declines may be 
recorded in a surplus reserve. The “Reserve for Future Inventory Declines” 
reveals to all interested parties the possible inventory losses that may occur in 
the future. If the loss materializes it is charged against income, but the reserve 
can then be returned to free retained earnings to nullify the effect of the inven- 
tory loss on unappropriated retained earnings. 


Reserves for Insurance. Any corporation is apt to suffer loss of property 
values through fire, flood, windstorm, or other natural causes. Protection against 
a part of such loss may be secured through the purchase of insurance. Not all 
hazards are known, however, and not all known hazards are insurable. Few, if 
any, insurance policies afford full protection against possible property loss. 
Hence, whether a corporation carries its own insurance or buys all the insurance 
available to it, there will be an unprotected hazard that can be covered by a 
surplus reserve for that purpose. Since these hazards will continue until the 
enterprise is terminated, the “Reserve for Insurance” is rarely returned to free 
retained earnings. 

Aside from loss to property values, most corporations face other risks requiring 
insurance, such as workmen’s compensation and public liability for accidents 
on the premises or acts of an employee of the corporation. If a corporation 
decides to carry self-insurance—in states where this is permitted—or if it cannot 
buy full coverage by the payment of premiums, provision should be made to meet 
these hazards. In contrast to fire losses, which are not predictable, these hazards 
can be determined with reasonable accuracy on the basis of past experience. 
-Moreover, these are bona fide costs of operations and they represent actual liabil- 
ities of the company. Accordingly, provision for these events should be made by 
a charge to expense and a credit to an estimated liability account such as “Esti- 
mated Liability for Workmen’s Compensation Insurance” or some similar title. 
In the balance sheet this account is classified as a liability and when workmen’s 
benefits are paid they are charged against the estimated lability. 


Nature and Kinds of Dividends 


DIVIDEND DEFINED. A dividend involves an appropriation, usually of 
- current or accumulated earnings, that results in a distribution of an equivalent 
amount of corporate assets to stockholders of a given class on a pro rata basis. 
The appropriation is made by the board of directors and is usually referred to as 
declaring a dividend. The declaration of a dividend and the payment of the 
dividend represent two separate and distinct steps. 

When used alone the term “dividend” usually refers to a declaration from 
current or accumulated earnings payable in cash. However, in many states it is 
possible to declare dividends from sources other than earnings, and pay- 
ment may be made in media other than cash. In such instances, full disclosure 
of the source and medium of payment is generally required, and in any event 
should be made. Occasionally a dividend represents a return of invested capital 
but this is not the usual connotation. 
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CASH DIVIDENDS. The vast majority of dividends are payable in cash. 
Companies incorporated abroad usually pay dividends in their own currencies, 
and in some countries there are restrictions on the transfer of dividends to other 
countries. In others, such as Canada, a dividend tax is withheld at the source, 
so stockholders do not actually receive the full amount declared. 

Regular payment of cash dividends generally has a favorable effect on the 
market value of stock. It should be noted, however, that payment of cash divi- 
dends reduces corporate assets, stockholders’ equity, and book value per share. 
Husband and Dockeray (Modern Corporation Finance) indicate that in an ab- 
stract sense the increase in shareholder assets may not be genuine. Moreover, 
Porterfield (Harvard Business Review, Vol. 37) argues that cash dividends 
theoretically have no value to stockholders and should be a matter of indifference 
to them. 


STOCK DIVIDENDS. In relative importance, stock dividends rank next 
to cash dividends. Stock dividends may be payable in either preferred or common 
stock to stockholders of the same or a different class of stock. Ordinarily a 
stock dividend is payable in common stock to common stockholders. Since this 
type of dividend does not change either total stockholders’ equity or the amount 
of corporate assets, it has been referred to by some writers as only nominally 
a dividend. Burke (Accounting Review, Vol. 37) therefore suggests the use of 
the expression “Stock Distributions in Kind” to describe the ordinary stock 
dividend. 


Stock Dividends vs. Stock Splits. In a stock dividend additional shares are 
issued at the par or stated value of shares previously outstanding; in a stock split, 
the par or stated value is reduced and a proportionate number of additional 
shares are issued. A distinguishing feature is the principal intent of the corpo- 
rate action: The objective of a stock dividend is the formal capitalization of a 
part of retained earnings, whereas the purpose of a stock split is to increase the 
marketability of the stock. The American Institute of Certified Public Account- 
ants (Accounting Research and Terminology Bulletins Final Edition) recom- 
mends that the effect of the event upon market value should be used to validate 
the avowed purpose of the action. They believe there will be few instances in 
which the issuance of shares of less than 20% to 25% of the shares previously 
outstanding will not qualify as a stock dividend. 


Purposes of Stock Dividends. Donaldson and Pfahl (Corporate Finance) 
indicate that the primary reasons for stock dividends are to (1) retain needed 
cash in the business, (2) pacify stockholders, (3) reduce per share earnings and 
dividends, and (4) reduce the market price of the stock. The first two reasons 
are the most important. 

The use of stock dividends to conserve cash is considered desirable in a 
“growth” company in order to reduce dependence on capital markets for needed 
funds. Husband and Dockeray (Modern Corporation Finance) point out that 
the greatest use of stock dividends is in periods of rapid growth and that growth 
companies frequently follow a policy of no-cash or low-cash dividends accom- 
panied by stock dividends. 

A stock dividend offers several advantages to the stockholder. It is not tax- 
able upon receipt and when sold it will receive capital gains treatment. (See 
discussion of taxability below.) It gives him the opportunity to decide whether 
to maintain his proportionate interest in the business or to sell the additional 
shares. If he holds his stock, he will receive increased income whenever the com- 
pany pays cash dividends. 
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Stock dividends give corporate directors some control over the earnings, 
dividends, and market price per share of stock. Ordinarily, of course, the man- 
agement prefers a good earnings per share ratio and a high market price per 
share. However, a conspicuously high profit may spur labor union demands for 
higher wages whereas a high market price may narrow the market for the stock. 
In order to effect a significant reduction of per share earnings a large stock 
dividend, say of 50% to 100%, would be necessary, whereas the ordinary stock 
dividend is often within the range of 2% to 5%. Consequently, if this is the 
motivating objective the corporate action would be more like a stock split. 
(See discussion above of Stock Dividends vs. Stock Splits.) 


Taxability of Stock Dividends. Under the Internal Revenue Code, the gen- 
eral rule is that stock dividends do not constitute income to the recipient. This 
rule has been upheld by the Supreme Court, which stated in Eisner v. Macomber, 
252 U.S. 189 (1920): 


Far from being a realization of profits to the stockholder it tends rather to post- 
pone such realization, in that the fund represented by the new stock has been trans- 
ferred from surplus to capital, and is no longer available for actual distribution. 


The foregoing applies to all types of stock dividends, including a distribution of 
stock to a different class of stockholders. When a stock dividend is not taxable, 
the dividend reduces the cost price of the stock for purposes of computing capi- 
tal gains or losses when the shares are sold. 

A stock dividend is taxable, however, if (1) the stockholder could elect to 
recelve money or other property, and (2) if the distribution of stock is made in 
discharge of dividends on preferred shares for the current or preceding taxable 
year. Stock dividends in discharge of preferred dividend arrearages for years prior 
to the first year preceding the year of distribution are tax-free within the gen- 
eral rule. For taxable stock dividends, income is measured by the fair market 
value of the shares received in the distribution. 


Valuation of Stock Dividends. Within the requirements of state statutes, 
the board of directors has the power to determine the amount of surplus to be 
capitalized when a stock dividend is declared. Normally, the legal requirement 
is equal to the par or stated value per share. 

The American Institute of Certified Public Accountants (Accounting Research 
and Terminology Bulletins) takes the position that the amount capitalized should 
bear a reasonable relationship to the fair value of the shares distributed. They 
maintain that the typical dividend (frequently much less than 20%) will not 
substantially change the market price of the shares previously outstanding and 
that the recipient accordingly may believe that retained earnings have been 
‘capitalized in this amount. 

In an effort to prevent abuse of the stock dividend device, the New York 
Stock Exchange has established several requirements for listed companies. 
If the stock dividend represents less than 25% of the shares previously outstand- 
ing, the dividend will not be approved unless (1) the company transfers from 
retained earnings to paid-in capital an amount equal to the fair value of the 
shares and (2) retained earnings for the particular period covered by the divi- 
dend is equal to or greater than the aggregate fair value of the dividend. 


Rescission of Stock Dividends. Unlike cash dividends, stock dividends do 
not become a debt of the corporation between the date of declaration and actual 
payment. The board of directors may rescind a stock dividend any time before it 
has been distributed, and no liability is thereby incurred. 
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PROPERTY DIVIDENDS. Dividends payable in noncash assets are “prop- 
erty” dividends. The most common form of property dividends is the distribu- 
tion of securities held as an investment by the declaring corporation. F or this 
reason a property dividend is sometimes referred to as a “security” dividend. 
Property dividends may be liquidating dividends or they may be distributions 
of earnings. For example, public utility holding companies have used property 
dividends to dispose of stock of subsidiaries under the divestment requirements 
of the Public Utility Holding Company Act. Property dividends may also result 
from an antitrust action when a corporation is forced to divest itself of stock of 
other corporations. On occasion, marketable securities held as liquid assets, in- 
ventory held for resale, and government bonds have also been distributed as a 
property dividend. 

Property dividends avoid the necessity of selling assets to obtain cash for the 
payment of dividends. When such assets are not needed in operating the business 
there can be little objection to this procedure. To the recipient, the fair market 
value of the property represents taxable income, and, as Guthmann and Dougall 
(Corporate Financial Policy) point out, the corporation saves a tax that might 
have resulted if it had converted the property into cash. 


SCRIP DIVIDENDS. Corporations may sometimes seek to maintain a regu- 
lar dividend record without paying out cash immediately. This is done by dis- 
tributing notes payable either at some date in the future or by installments over 
a period of several years. Such distributions have been called scrip dividends, 
since notes are issued in small denominations, or for the specific amount payable 
to each stockholder. The notes usually bear interest and if issued unconditionally 
they are negotiable instruments. Scrip dividends are generally classified as a 
current lability. 

Scrip dividends are actually deferred or postponed dividends. They are 
rarely used and are justified only when a corporation has actual earnings that 
will be converted into cash before the notes become due. Ordinarily it is better 
to “pass” the dividend until sufficient cash becomes available. 

Donaldson and Pfahl (Corporate Finance) point out that scrip dividends to 
preferred stockholders will not satisfy their prior claims for dividends unless it is 
so specified in the stock contract or the preferred shareholders agree to such 
action. 


BOND DIVIDENDS. Bond dividends are similar to scrip dividends except 
the obligation has a longer maturity. The effect of bond dividends is to trans- 
form a portion of stockholders’ equity, generally retained earnings, into long- 
term debt. 

The theory underlying bond dividends is that a corporation, in lieu of selling 
bonds to other investors, may distribute bonds to stockholders and retain the 
existing cash for other business purposes. Bond dividends, however, are not 
considered sound practice, on the ground that a corporation should not incur 
debt except for the actual operating needs of the business. The Interstate Com- 
merce Commission has denied a number of applications by railroads to issue bonds 
to be distributed as dividends. 

To the recipient, a bond dividend is usually considered to represent income 
in the amount of the fair market value of the bond. Paton and Paton (Corpora- 
tion Accounts and Statements) argue against this interpretation, pointing out that 
there has been no distribution of corporate assets when the bonds are issued 
and that payment of the bonds may be postponed indefinitely by exchanges or 
refundings. 
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Designation of Dividends 


REGULAR DIVIDEND. The term “regular dividend” usually refers to a 
cash dividend payable on common stock. Such stock normally does not carry a 
specific dividend rate, nor is any rate expressed in the charter or bylaws. The 
regularity of the dividend, therefore, results from the actions of the board of 
directors. When they announce a regular dividend, they imply that they can 
repeat the dividend periodically, assuming no drastic changes in the circumstances 
affecting the distribution. Regular dividends generally are declared quarterly 
but occasionally they may be monthly, semi-annually, or annually. 

In many companies great effort is exerted to pay a regular dividend over the 
years, the American Telephone and Telegraph Co. being the classic example. 
However, in other cases, the dividend has at times been lowered and sometimes 
passed entirely. On the New York Stock Exchange most of the leading com- 
panies have a regular dividend rate on their common stock and approximately 
eighty corporations have a record of at least fifty consecutive years of cash divi- 
dend payments. 


EXTRA DIVIDENDS. When a dividend is designated as “extra” it is 
one declared in addition to the regular dividend and by this designation the 
board of directors indicates that there is no assurance that the distribution can 
be repeated. Disclosure of an “extra” is accomplished in some instances by 
using checks of different color from regular dividend checks and by marking the 
check “extra dividend.” Extra dividends may be paid quarterly or at the end of 
the year, to reflect better than expected earnings for that year. Some corpora- 
tions pay regular dividends in cash whereas extras are paid in stock or property. 
Unusually large extra dividends are often referred to as “melons.” 


SPECIAL DIVIDENDS. A dividend designated as “special” is represented 
explicitly as being in the nature of a “windfall” to stockholders, and therefore 
unlikely to be repeated. Stockholders are thus placed on notice that they are 
not justified in assuming that such dividends will recur. Otherwise, there is the 
possibility that the public will assume that the dividend reflects a regular dividend 
policy, and the price of the stock might unjustifiably discount the temporarily 
larger yield. Such dividends often result from an isolated or nonrecurring event, 
such as a gain on the sale of real estate or a substantial income tax refund. 


INTERIM AND FINAL DIVIDENDS. The term “interim dividends” 
is sometimes used to identify partial distributions of earnings during the year, 
and the term “final dividend” is employed to indicate the declaration made at 
the end of the year. Interim dividends may be distributed once or as many as 
three times during the year. The final declaration may not be paid before 
the end of the year. However, it must be paid before the 15th day of the third 
month following the close of the taxable year to qualify as a distribution under 
the Section 531 surtax on undistributed earnings. 


LIQUIDATING OR CAPITAL DIVIDENDS. When a dividend is 
designated as “liquidating” or as a return of capital, the stockholder is put on 
notice that part of the capital is being returned to him, and that the distribution 
he receives does not come from earnings of the business. Such dividends will 
not then be looked upon as recurring in nature. Furthermore, stockholders will 
know that the dividend is not taxable to them, but results rather in a corre- 
sponding reduction in the cost of the shares or basis for capital gains tax purposes. 
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Mining companies, investment trusts, and others whose dividends constitute in 
part or whole a return of capital should make this fact known to the stock- 
holders, regardless of how the dividend is designated in making it public, so they 
can be guided accordingly in the preparation of their personal income tax returns. 

The action of returning a portion of the corporation’s permanent capital is 
not a true dividend. Accordingly, the term “capital distributions” is a more 
appropriate designation. 


CONSTRUCTIVE DIVIDENDS. “Constructive” dividends is the term 
used to describe distributions of corporate assets to stockholders in the ratio of 
their holdings without formal dividend action. They are sometimes termed 
quasi-dividends and their use is confined generally to closely held corporations. 
Special problems arise in connection with tax regulations because constructive 
dividends are sometimes similar to officers’ salaries or bonuses. But whereas 
dividends represent distributions of profits, salaries are business expenses. 
Dividends are not deductible for tax purposes by the corporation, whereas busi- 
ness expenses are. Tax authorities attempt to determine whether the payments 
bear a closer relationship to services rendered or to stockholdings in distinguish- 
ing between the two. 


Types of Dividend Policy 


DIVIDEND POLICY DEFINED. Wide variety is encountered in divi- 
dend policies. As Hunt, Williams, and Donaldson (Basic Business Finance) 
indicate, the concept of dividend policy implies that businesses, through their 
boards of directors, evolve a recognizable pattern of cash dividend payments that 
has a bearing on future action. From a study of dividend policies in large 
industrial corporations, Lintner (American Economic Review, Papers and 
Proceedings) concludes that in the majority of cases current dividend decisions 
are intimately related to previous dividend decisions. The principal. dividend 
policies frequently employed by American corporations are described below. 


REGULAR DIVIDEND POLICY. Regularity of dividends is an impor- 
tant factor in establishing dividend policy. Present views seem to favor a policy 
of regular dividend payments. 

Graham and Dodd (Security Analysis) claim that the combination of divi- 
dend continuity and stability is the most important factor in establishing an 
investment rating for common stock. Dewing (The Financial Policy of Corpo- 
rations) asserts that a policy of regular dividends forms a more loyal permanent 
group of stockholders and helps create a strong credit for borrowing in the 
open market. Burtchett and Hicks (Corporation Finance) believe that a stable 
dividend policy indicates conservative operating and financial management as 
well as a relatively secure and profitable position in the company’s industry. 
Gerstenberg (Financial Organization and Management of Business) also calls at- 
tention to possible tax advantages of regular dividends and to the fact that rail- 
road and public utility bonds cannot become legal investments in some states 
unless the company has a five-year unbroken dividend record. 

Companies with relatively stable earnings and a large number of conserva- 
tive stockholders are ideally suited for a regular dividend policy. However, 
companies with fluctuating annual earnings can also maintain a regular dividend 
policy by paying relatively modest dividends in prosperous years and using ac- 
cumulated earnings as the basis for dividends in low-income years. 


REGULAR AND EXTRA DIVIDEND POLICY. Under a regular and 
extra dividend policy the stockholder receives a relatively stable regular divi- 
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dend rate and at times an extra dividend when earnings warrant it. Extra divi- 
dends sometimes occur with such frequency that they virtually become a part of 
regular dividends. If it is believed that the extra dividend can be maintained 
indefinitely, the directors may decide to raise the regular rate and to drop the 
extra dividend. 

This procedure is illustrated by the following excerpt from a recent annual 
report of The American Tobacco Co. 


For the past several years an extra dividend equivalent to 50 cents per share on the 

present Common Stock was paid on March 1 of each year. Under the new policy, 

subject always to business conditions at the time, regular quarterly dividends will be 

eae 12% cents per share in place of paying the extra dividend of 50 cents on 
arch 1. 


REGULAR PLUS STOCK DIVIDEND POLICY. Gerstenberg (Financial 
Organization and Management) indicates that this type of dividend policy is 
used when a corporation (1) wants to continue its record of regular cash pay- 
ments, (2) has reinvested earnings it wants to capitalize, and (3) wants to dis- 
tribute to stockholders a part of the additional earnings without using up its 
cash. As indicated in the discussion of stock dividends, growth companies often 
adopt a policy of paying small cash dividends plus stock dividends. 


IRREGULAR DIVIDEND POLICY. Some corporations prefer to make 
no attempt to establish a regular dividend rate, but instead vary dividend distri- 
butions from year to year and even from quarter to quarter, depending on 
earnings and other conditions. This may involve dividend declarations every 
few months but not regularly, or the irregularity may be limited to the rate, 
with payments declared quarterly, semi-annually, or annually, or on an interim 
and final basis. This type of dividend policy is particularly suited to companies 
that have highly fluctuating earnings. 


REGULAR STOCK DIVIDEND POLICY. A regular stock dividend 
policy has rarely been used. Continuous stock dividends dilute the capital stock. 
Both earnings and book value per share may become unsatisfactory, and the 
market price may fall below a range that will permit later financing. Moreover, 
not many stockholders are content to defer indefinitely the possibility of receiv- 
ing cash dividends. 


PROPERTY DIVIDEND POLICY. Some enterprises, particularly those 
that are constantly developing new subsidiaries, distribute securities of other 
corporations as part or all of their dividend distributions. Holding companies 
that are required to dissolve also have adopted a property dividend policy to 
distribute their assets to shareholders. 


LIQUIDATING DIVIDEND POLICY. Because of the many uncer- 
tainties that surround accurate computation of the depletion charge against 
earnings, and because it may not be possible to replace an exhausted natural 
resource by acquiring new property of similar character, dividend policies of 
wasting asset enterprises are affected by special considerations. Policies en- 
countered in such enterprises are: 


1. Distribution as dividends of the entire excess of receipts over current disburse- 
ments, except for sums required for working capital, without any effort to 
accumulate a reserve for the replacement of the natural resource. In such cases, 
it is assumed that when the natural resource has been exhausted, the enterprise 
will be liquidated. A number of mines and some smaller oil-producing com- 
panies have adopted this policy, informing stockholders with each dividend 
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check of the proportion of the payment that constitutes a return of capital, 
so that they will not pay income tax thereon. 

2. Only a part of the earnings after depletion is paid out in dividends, the balance 
of net receipts being retained in the business and used to acquire new natural 
resources or to diversify the enterprise by entering some other type of activity. 
Thus, an oil-producing company may use funds derived from depletion and 
undistributed earnings to acquire new oil leases, or to build refining and mar- 
keting facilities so as to become less dependent upon wasting assets for future 
earnings. 

3. Depletion reserves and part of the earnings may be retained in the form of 
cash or government securities, to be utilized in the future as and if occasion 
arises. The management may decide subsequently to invest these reserves in the 
same business, to enter some other line of activity, to become a general invest- 
ment or investment-management company, or to distribute these liquid assets 
as liquidating dividends. If an efficient organization has been built up to 
manage a wasting asset that cannot be replaced when exhausted, it is often 
considered preferable to utilize this organization in some other profitable 
activity than to dissolve it by liquidation. 


NO DIVIDEND POLICY. Some corporations, particularly those in rapidly 
growing industries, rely entirely upon re-invested earnings for new capital 
rather than on new financing in the capital market. Such companies, therefore, 
adopt a no-dividend policy and refrain from paying dividends over long periods. 
Under such a policy, stockholders must look to appreciation of their holdings, 
stock dividends, and ultimate cash dividends in the remote future rather than to 
current dividends for a return on their capital. In pursuing this policy, the pos- 
sible impact of the surtax on unreasonable accumulation of earnings must be 
weighed. (See discussion of Tax Aspects below, page 23.) 


FACTORS AFFECTING DIVIDEND POLICY. The formulation of a 
dividend policy involves many factors. The first consideration is necessarily the 
legal right of the corporation to distribute net income. Corporation laws of all 
the states limit dividend payments, and even without statutory restrictions there 
are common law limitations. In the second place, the distribution of income to 
stockholders is influenced by the tax consequences, both to the enterprise and 
to the owners personally. A third factor is the working capital position of a 
corporation, for it would obviously be shortsighted to pay dividends that could 
undermine the financial strength of the enterprise and even threaten its future 
solvency. A fourth basic consideration is the long-term capital requirements of 
the business and the availability of other sources of funds for expansion. Fifth, a 
corporation may have specific objectives in view, such as merger with another 
business. These aims would be furthered by liberal dividend distributions that 
would make its stock more attractive when offered in exchange for the shares of 
other concerns. The desire to achieve such a purpose may offset other con- 
siderations in shaping dividend policy. A brief discussion of these factors is 
presented below. 


Legal Restrictions upon Dividends 


REASONS FOR LIMITATION. The primary reason for restricting divi- 
dend declarations by corporations is the protection of creditors. The greatest 
privilege accorded corporations by law is the limitation of the liability of stock- 
holders. In return for this privilege, the courts have sought to protect the capital 
of the corporation, as originally constituted, from deliberate impairment. by divi- 
dend distributions or by purchases of its own stock by a corporation. It is one 
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thing for a corporation to amend its charter to reduce the par or stated value of 
Its capital, and to distribute the amount of such capital reduction as a liquidat- 
ing dividend. But when dividends are paid out of capital without charter amend- 
ment, creditors who rely upon the stated capital of the business in granting credit 
to the enterprise may, in effect, be defrauded. 

_A second reason for legal limitations upon dividend distributions is the protec- 
tion of the stockholders of the enterprise. The payment of dividends out of 
capital may mislead stockholders. Dividends that are in fact a return of capital 
constitute misrepresentation, if not specifically described as such, because they 
cause persons to pay excessive prices for the shares. Subsequently, when they 
learn that dividends cannot be maintained because they were actually a return of 
capital, the market price of the shares will decline and large losses may be 
incurred. 


COMMON LAW RULES. Even apart from state corporation laws that 
restrict dividend payments, the courts have held that there are basic common 
law rules limiting the payment of dividends. As long ago as 1824, the United 
States Supreme Court, in the leading case of Wood v. Dummer, held that divi- 
dends could not be paid out of capital until all creditors had been satisfied. The 
court in this case went so far as to say that the capital of the corporation is 
“like a trust fund” for the benefit of creditors, but legal writers have since felt 
that this trust fund doctrine, as it is called, goes too far in describing the legal 
status of corporate capital. Other equity cases have ruled that dividends should 
be paid only from the profits of a business. 

If state laws impose specific legal restrictions upon corporate dividend pay- 
ments, these take the place of common law precedents: However, because divi- 
dend statutes are often brief and general in character, so that they do not provide 
an adequate guide for the determination of whether dividends can be paid in 
many cases, courts still refer to equity cases in deciding litigation concerning 
_ dividends. 


STATUTORY LAW. Dividend laws of the individual states are modified 
from time to time by statutory amendment and court decisions. There is a great 
diversity of dividend provisions in state corporation laws although their basic 
principles are similar. These provisions establish one or more tests to determine 
the legality of a dividend declaration. The four tests found in state laws, some- 
times in various combinations, are: 


1. The capital impairment test 
2. The surplus test 

3. The profits (or earnings) test 
4, The insolvency test 


The New York Statute. Section 510 of the new Business Corporation Law of 
New York may be regarded as fairly typical of present-day legislative standards 
in respect to dividends. This section states: 


A corporation may declare and pay dividends or make other distributions in cash 
or property, including the shares of other corporations, on its outstanding shares, 
except when currently the corporation is insolvent or would thereby be made 
insolvent, or when the declaration, payment or distribution would be contrary to any 
restrictions contained in the certificate of incorporation, subject to the following 
limitations: 

(1) Dividends may be declared or paid and other distributions may be made out 
of surplus only, so that the net assets of the corporation remaining after such declara- 
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tion, payment or distribution shall at least equal the amount of its stated capital; 
except that a corporation engaged in the exploitation of natural resources or other 
wasting assets, including patents, or formed primarily for the liquidation of specific 
assets, may declare and pay dividends or make other distribution in excess of its 
surplus, computed after taking due account of depletion and amortization, to the 
extent that the cost of the wasting or specific assets has been recovered by depletion 
reserves, amortization or sale, if the net assets remaining after such dividends or 
distributions are sufficient to cover the liquidation preferences of shares having such 
preferences in involuntary liquidation. ' 

(2) When any dividend is paid or any other distribution is made, in whole or in 
part, from sources other than, earned surplus, it shall be accompanied by a written 
notice (A) disclosing the amounts by which such dividend or distribution affects stated 
capital, capital surplus and earned surplus, or (B) if such, amounts are not deter- 
minable at the time of such notice, disclosing the approximate effect of such dividend 
or distribution upon stated capital, capital surplus and earned surplus and stating 
that such amounts are not yet determinable. 


The Capital Impairment Test. The oldest statutory limitation upon dividend 
declarations, and one that is found in the common law, is a prohibition of divi- 
dend payments that impair capital. 

Application of a provision prohibiting capital impairment requires a definition 
of “capital.” Court decisions have laid down three such definitions: 


1. The par or stated value of capital stock, regardless of whether shares were 
issued for more or less than such par or stated value. 

2. The actual dollar consideration received from the sale of capital stock, which 
in many cases among older corporations was substantially less than the par 
or stated value. 

3. The capital at the beginning of the accounting period in which dividends are 
paid. This would mean that the amount of the capital to be kept intact may be 
reduced by preceding operating losses or write-downs of assets. 


Under the first interpretation the capital impairment test is similar to the 
surplus test, since in many states all types of surplus are available for dividends. 

Under the second interpretation total contributed capital must be main- 
tained in the business. As a practical matter, this view prevents dividends from 
paid-in surplus, and in the absence of revaluation surplus, dividends are limited to 
retained earnings. This interpretation merits both financial and accounting sup- 
port since dividends are based on current and accumulated earnings. 

The third interpretation, namely capital at the beginning of the period, 
does not provide a satisfactory test. Under this view, prior deficits need not be 
made good out of current earnings before dividends are declared, and capital in- 
creases during the period resulting from sources other than earnings are legally 
available for dividends. 

The major deficiencies of the capital impairment test as a basis for dividend 
declarations are: (1) the lack of agreement concerning the meaning of capital, 
(2) the fact that a revaluation surplus may be available for cash dividend decla- 


rations, and (3) the fact that dividends may be legally declared before eliminating 
a prior deficit. 


The Surplus Test. The majority of state laws now limit dividend declarations 
to surplus. This means that dividends can legally be declared whenever total 
assets exceed habilities and legal capital. In recent years there has been a marked 
trend in the statutes and in the courts toward an acceptance of sound accounting 
principles in determining surplus. Pennsylvania, Ohio, Louisiana, and Washing- 
ton make surplus the sole test in determining the legality of a dividend and Dela- 
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ware, Georgia, Arkansas, California, and Florida use either a surplus or a net 
profits test. 

Barring any specific statutory prohibition, the surplus test allows cash divi- 
dends to be declared from all types of surplus. A recent study made by 
Buttimer (Accounting Review, Vol. 36) reveals the following: 


Statutes of thirty-nine states establish paid-in surplus as a legal source for distribu- 
tions to preferred shareholders, and only twenty-eight of these extend the availability 
of paid-in surplus for dividend charges to common shareholders. In addition to these 
twenty-eight, the statutes of California and Minnesota permit common dividend 
charges to paid-in surplus when there are no preferred shares outstanding. 


Graham and Katz (Accounting in Law Practice) indicate that the availability 
of paid-in surplus for dividends is widely assumed in practice, although there 
have been few decisions to support this assumption. Guthmann and Dougall 
(Corporate Financial Policy) point out that “the growing tendency is to limit the 
use of paid-in surplus to preferred dividends, to. restrict the distribution of sur- 
plus arising from a reduction of legal capital, and to require that stockholders 
be even notice when dividends are paid from any source other than earned 
surplus.” 


The Profits Test. The profits test is frequently referred to as the net profits 
or earnings test. There are two legal interpretations of this test: (1) current. net 
profits, and (2) accumulated earnings. Buttimer (Accounting Review, Vol. 36) 
for example, cites ten states that permit the declaration of dividends from cur- 
rent profits despite a deficit in accumulated earnings. The term “nimble divi- 
dends” is sometimes used to describe this action because the directors have to 
be quick to declare the dividend before the current earnings are absorbed by the 
deficit. This interpretation of the profits test 1s not in accord with sound ac- 
counting and financial practice, which holds that prior deficits must be eliminated 
before a dividend from current earnings is declared. 

The accumulated profits test provides a sound basis for dividend declarations. 
The underlying premise is that only profit-derived assets are legally available 
for dividend distributions. Under this interpretation, dividends are based on 
accumulated net undistributed earnings from the beginning of a corporation’s 
existence, as determined by generally accepted accounting principles. Bonbright 
(Valuation of Property) urges the adoption of the accumulated profits test as 
the sole criterion for establishing the legality of a dividend. However, the insis- 
tence of the courts upon a liquidation point of view, the difficulty of measuring 
corporate profits, and the general unfamiliarity of lawyers and judges with ac- 
counting principles tend to hinder the wider use of the profits test. 


The Insolvency Test. An insolvency test is used in approximately ‘one-third 
of the states. Often this test is used in conjunction with one of the other statu- 
tory restrictions. In essence the insolvency test stipulates that a dividend can- 
not be declared if such action would make the declaring corporation insolvent. 
Equity courts would probably apply the insolvency rule if the statute does not 
do so, on the ground that the payment of a dividend while a corporation is insol- 
vent, or that causes insolvency, is a fraudulent conveyance. 

Application of this test involves a definition of the term “insolvency.” In 
California, the term is used either in the bankruptcy sense, which means that 
assets do not suffice to cover liabilities other than capital, or in the equity sense, 
i.e., that the corporation is unable to meet its debts as they mature. In Ohio 
and Massachusetts, the term is used specifically in the equity sense. If the 
equity definition of insolvency is used, a corporation whose assets exceed its debts 
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may nevertheless be rendered insolvent by a dividend, if the payment of the divi- 
dend absorbs cash that is needed to meet obligations as they mature. 

Guthmann and Dougall (Corporate Financial Policy) indicate that this test, 
when used alone, is less than sound policy requires. 


OTHER RESTRICTIONS. A corporation’s charter, bylaws, or bond in- 
dentures may impose on dividends restrictions beyond those imposed by stat- 
ute. A common restriction limits dividend declarations to retained earnings 
accumulated after a specified date, to prevent the use of earnings previously 
accumulated for this purpose. A restriction often inserted to protect preferred 
stock and bond issues provides that dividends shall not be paid if they will re- 
duce current assets to, say, less than twice current liabilities, or if net working 
capital will thereby be reduced below a specified amount. 

Corporations subject to special regulation may have to conform to additional 
statutory provisions. Thus, Section 12(c) of the Public Utility Holding Company 
Act provides that approval by the S.E.C. is required for payment of dividends 
cut of capital or unearned surplus by a registered holding company or its sub- 
sidiary. Accounting regulations imposed under the Interstate Commerce Act, the 
Motor Carrier Act, the Federal Water Power Act, and the Federal Communica- 
tions Act affect dividend declarations by corporations subject to these statutes. 


JUDICIAL COMPULSION TO DECLARE DIVIDENDS. Stockhold- 
ers sometimes seek to compel a corporation to declare dividends on preferred or 
common stock if the board of directors does not do so even though large earnings 
are reported. The courts have been loath to interfere, holding that the declara- 
tion of a dividend is a matter of business judgment that should be left to the 
discretion of the board. Also, there is reluctance to overrule a conservative course 
of action by corporate management. 

There have been a few cases, however, where the courts of equity have held 
that failure to pay dividends imposes an undue sacrifice upon shareholders, or 
that the purpose of the board in not declaring a dividend is to depress the price 
of the stock and so induce outside stockholders to sell their holdings. 

The most celebrated equity case was Dodge v. Ford Motor Co. (204 Mich. 
459, 140 N.W. 668), in which the board of directors of the Ford Motor Co. was 
ordered to declare a dividend of $19,000,000 out of earnings of more than three 
times that amount. Referring to Henry Ford’s argument that he wanted to put 
the bulk of the earnings of the corporation back into the business to expand 
production and employ more men, the court said: 


A business corporation is organized and carried on primarily for the profit of the 
stockholders. The powers of the directors are to be employed for that end. The dis- 
cretion of the directors is to be exercised in the choice of means to attain that end, 
and does not extend to a change in the end itself, to the reduction of profits, or to 
the non-distribution of profits among stockholders in order to devote them to other 
purposes. 


If all stockholders agree to the distribution of a dividend and the directors do 
not oppose the distribution, such a “consent dividend” may be validly dis- 
tributed in many jurisdictions without specific vote of the board of directors. 
This will occur only in close corporations. 


EFFECT OF DIVIDEND DECLARATION. A dividend that is prop- 
erly declared creates a debt by the corporation to stockholders. However, if 
declaration of a dividend violates the statute, or is otherwise illegal, no debt is 
thereby created. Furthermore, if no announcement has been made of the divi- 
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dend and stockholders have no knowledge that it has been declared, it may be 
revoked without stockholders’ consent (Hunt v. O’Shea, 69 N.H. 600). 

It is realistic to list cash dividends payable, if they are legally declared, as a 
current lability of the corporation. A stock dividend payable, on the other hand, 
1s properly carried along with capital stock outstanding in the stockholders’ equity 
section of the balance sheet. 


_LIABILITY FOR ILLEGAL DIVIDENDS. Many of the state corpora- 
tion laws specifically make directors liable for illegal dividend declarations. 
Creditors of the corporation, a trustee in bankruptcy, or a new management may 
sue directors to recover sums paid out in dividends that are illegal. A few states 
make it a misdemeanor for a director to vote for a dividend that impairs capital, 
and criminal penalties have been imposed in several such cases. 

It has been held that a director who attends a meeting at which a dividend is 
illegally declared becomes liable like a director who votes for it, but that a di- 
rector who records his vote as opposed to an illegal declaration of dividends 
thereby escapes personal liability. In Illinois, directors who vote for an illegal 
dividend are guilty of conspiracy. Delaware and some other jurisdictions make 
good faith a defense if a director is sued because of improper dividend declara- 
tions, reliance upon audited financial statements being considered evidence of 
good faith. 

The right to recover illegal dividends directly from stockholders is restricted 
under corporation laws in this country, although it is the prevailing practice 
under European law. When a dividend payment renders a corporation insolvent, 
such a distribution is generally recoverable from stockholders. But a number of 
laws specify that a dividend, even though illegally declared, may not be recov- 
ered from the stockholders if they received it in good faith. 

Because of civil and sometimes criminal liabilities incurred by directors for 
improper dividend declarations, it is particularly important that the financial 
statements used as a basis for dividend actions shall be prepared in accordance 
with the law of the state in which the corporation is incorporated and pertinent 
judicial decisions. Otherwise, directors may unwittingly declare a dividend in 
the belief that a surplus or net profit exists, when under statutory provisions and 
judicial precedents no surplus would be held available for this purpose. Both 
creditors and innocent stockholders may bring suit for injuries sustained as a 
result of illegal dividends. 


Tax and Financial Aspects of Dividend Policy 


SURTAX ON UNDISTRIBUTED EARNINGS. Section 531 of the In- 
ternal Revenue Code provides for a surtax on undistributed earnings. Under the 
law, earnings are improperly retained when the purpose of the retention is to 
avoid personal income taxes on shareholders or when the earnings reinvested are 
in excess of the reasonable needs of the business. The tax is essentially a penalty 
tax and it is imposed in addition to other corporate income taxes. The tax rates 
are 274% on unreasonable additions to retained earnings up to $100,000 in any 
one year (after excluding $100,000 of retained earnings) and 384% on annual 
improper accumulations in excess of $100,000. These rates apply only to the 
portion of retained earnings found to be unreasonable. 

The 1954 Internal Revenue Code substantially lessened the impact of the tax 
by transferring the burden of proof for unreasonable accumulations from the 
taxpayer to the Commissioner of Internal Revenue. However, the burden of 
proof will switch to the taxpayer if he fails to submit a statement in response to 
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the Commissioner’s tax deficiency notice or if such statement is not supported 
by facts. The imposition of a penalty is ordinarily not recommended by revenue 
agents unless: 


1. Corporations have not distributed at least 70% of their earnings as taxable 
dividends. 

2. Corporations have invested earnings in securities or other properties unrelated 
to their normal business activities. 

3. Corporations have advanced sums to officers or shareholders in the form of 
loans out of undistributed profits or surplus from which taxable dividends 
might have been declared. ’ 

4. A majority of the corporation’s stock is held by a family group or other small 
groups of individuals, or by a trust, or trusts, for the benefit of such groups. 

5. The corporations’ distributions, although exceeding 70% of their earnings, 
appear to be inadequate when considered in connection with the nature of the 
business or the financial position of the corporation or corporations, with accu- 
mulations of cash or other quick assets that appear to be beyond the reasonable 
needs of the business. 


The reasonable needs of a business depend upon the specific facts of the situ- 
ation. Montgomery’s Federal Taxes indicates some of the more important con- 
siderations that may be involved: 


1. Accumulations to pay off liabilities. 

2. Accumulations to finance planned enlargement or modernization of facilities. 
3. Accumulations necessary to increase investment to maintain present business. 
4. Accumulations necessary to maintain adequate working capital. 

5. Accumulations necessary to invest in key man or stockholder life insurance. 


The undistributed earnings tax has undoubtedly been a factor in dividend pol- 
icy, especially in small corporations. The major effects of the tax, however, have 
been in the actions taken to avoid the liability rather than in the penalties im- 
posed. Unnecessary buildup of plant facilities and premature introduction of 
new products are a few of the consequences directly or indirectly related to avoid 
the tax. In reality, as TeKolste (Accounting Review, Vol. 29) explains, most 
companies need not worry about the tax because their financial positions are not 
exceedingly fluid and, even when the combination of circumstances indicated 
above is not present, adequately supported intentions to use the liquid funds 
will serve to impress the courts favorably. Anderson (Taxation and the Ameri- 
can Economy) points out that the Internal Revenue Service has won less than 
half of such cases, even though only the most flagrant violators have been brought 
\nto court. : 

The surtax on undistributed earnings can be defended if the corporation is 
used as a vehicle to avoid the imposition of income taxes on stockholders. Such 
taxation, however, has been opposed on the ground that it tends to discourage 


corporate savings and to penalize the use of retained earnings for corporate ex- 
pansion. 


EFFECT ON STOCKHOLDERS’ TAXES. From the stockholders’ view- 
point, liberal dividends are unattractive when received by persons in the high 
income brackets. Wealthy stockholders are generally better off if a smaller 
proportion of earnings is distributed as dividends, for they can then benefit from 
appreciation of the market value of their holdings or stock dividends, instead of 
receiving taxable cash dividend distributions. When this appreciation in value is 
realized through sale of the stock after the stock has been held for at least six 
months, the result is a long-term capital gain subject to a maximum tax of 25%, 
regardless of the surtax bracket of the taxpayer. The larger the extent to which 
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capital stock of a corporation is owned by shareholders in the higher income 
brackets, therefore, the greater the incentive to limit dividend distributions and 
to reinvest the larger part of the profits in the business. 

Under the Federal tax revisions enacted in 1964, the first $100 of dividends re- 
ceived from domestic corporations is excluded from gross income. The 4% credit 
on dividends was reduced to 2% in 1964 and eliminated as of January 1, 1965. 


WORKING CAPITAL POSITION. Since cash dividends reduce current 
assets of the corporation, the effect of dividend distributions upon the working 
capital position of the enterprise must be carefully weighed. It is obviously short- 
sighted and unsound to impair working capital for dividend purposes. Particu- 
larly if there is any question about the adequacy of current assets to meet current 
labilities and operating expenses, therefore, a projection of cash requirements 
oar be made to insure that funds to be used for dividend distributions can be 
spared. 

The fact that current cash holdings are adequate does not alone justify a divi- 
dend declaration. If a corporation must borrow some years hence to replenish 
working capital that has been impaired by dividend distributions, in effect it 
borrows to pay the dividend. For this reason, a projection of cash income and 
outgo for a period of 2 years or longer ahead should be weighed in formulating 
dividend policy where capital resources are scant. 

Stock and property dividends, which do not involve a diminution of working 
capital, are sometimes paid when the need for conserving working capital causes 
cash dividends to be reduced or eliminated. 


“Cash Flow” Analysis. In recent years the concept of “cash flow” has be- 
come a major factor in judging the ability of a firm to pay dividends, meet debt 
requirements, and finance replacement and expansion programs. Mason 
(A.I.C.P.A., Accounting Research Study No. 2) defines cash flow as follows: 


“Cash flow” in financial analysis means net income after adding back expense 
items which currently do not use funds, such as depreciation. It may also involve 
deducting revenue items which do not currently provide funds, such as the current 
amortization of deferred income. It corresponds to the “funds derived from opera- 
tions” in a statement of source and application of funds. 


The term cash flow is not strictly accurate for it is neither cash nor flow. Net 
income is generally computed on an accrual basis rather than a cash basis, and 
the adding back of depreciation and other items that do not use funds does not 
indicate the amount of cash provided by operations. Paton (Accounting Review, 
Vol. 38) vigorously opposes the current usage of cash flow as follows: 


The sum of net earnings and the depreciation deduction may often be hopelessly 
in error as a measure of cash “currently generated” from operations . . . This type 
of “cash-flow” calculation ... is intrinsically sloppy and inadequate as a tool in 
the area of cash administration or fund analysis. 


In financial literature such terms as “cash earnings” or “cash income” have 
been used interchangeably with cash flow. Such terminology not only is imaccu- 
rate but it fosters the misconception that cash earnings are either a supplement 
to or a substitute for net income. Mason (A.I.C.P.A., Accounting Research Study 
No. 2) specifically denies this connotation of cash flow, pointing out that “in no 
sense can the amount of cash flow be considered as a substitute for or an im- 
provement upon the net income properly determined, as an indication of the 
results of operations or the change in financial position.” 
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When cash flow is viewed as the amount of working capital produced by op- 
erations, it becomes a valid and useful analytical tool. Consequently, the terms 
“working capital flow” or “funds flow” might be more appropriate than “cash 
flow” to describe this item. 


DIVIDEND PAYOUT RATIOS. The dividend payout ratio is determined 
by dividing annual net income into the dividends declared during the same period 
of time. For all US. corporations the average payout ratio of annual earnings 
has been approximately 50% in recent decades. Stated conversely, this means 
that 50% of annual net income is reinvested in the business. 

Buchanan (The Economics of Corporate Enterprise) states that from an 
economic point of view earnings should be paid out to the residual owners so 
long as they can earn a better return elsewhere, considering the relative risks 
involved. This is referred to as the marginal principle of dividend distribution 
by Johnson (Financial Management). Consequently alternative investment op- 
portunities become a major factor in establishing dividend policy. 

Under the marginal principle, dividend payout ratios would be relatively high 
in depression years for there would be limited reinvestment opportunities, and 
dividend distributions would be relatively low in prosperous times because of an 
abundance of expansion opportunities. Significantly, in the past three decades, 
the payment ratio for all U.S. corporations was the highest in 1935-39 (slightly 
over 100%) and the lowest in 1945-49 (approximately 40%). 

Although shareholders generally desire higher payout ratios, Hunt, Williams, 
and Donaldson (Basic Business Finance) point out that under circumstances of 
abundant opportunities for profitable expansion it would appear to be in the 
stockholders’ best interests to retain all earnings in the business. 


NEW CAPITAL REQUIREMENTS. Even if working capital is adequate 
to permit a dividend distribution, the need for additional fixed capital may make 
payments unwise. Fixed, as well as working, capital requirements should be 
projected, and the available sources for such capital considered before a divi- 
dend policy is crystallized. 

Even though an expansion program holds out every hope of being profitable, it 
may not be possible to secure the requisite capital on reasonable terms through 
new security issues or through loans. Therefore, management may have to look 
to the reinvestment of earnings as a major or sole source of funds for expansion. 
In that event, long-term capital needs could well become the chief consideration 
in the formulation of dividend policy. Hunt, Williams, and Donaldson (Basic 
Business Finance), in fact, say that given the current level of earnings, dividend 
policy would be a byproduct of the capital budget. If expansion involves sub- 
stantial risks and may prove unjustified by results, there is added reason to 
finance it in whole or part from earnings when this is feasible. 


SPECIFIC OBJECTIVES. A corporation’s dividend policy must normally 
be based upon legal, tax, working capital, and fixed capital requirements as al- 
ready indicated. In addition, specific objectives may influence declarations in 
particular cases. In connection with new financing or mergers, the board of 
directors may feel impelled to liberalize dividend distributions to secure more 
favorable terms. If stockholder dissatisfaction with management or a proxy 
battle has developed, similarly, a larger dividend distribution may be considered 
expedient to win the favor of shareholders. The desire to facilitate distribution 
of a block of stock held by persons close to management may be a factor also in 
governing dividend declarations. 


MECHANICS OF DECLARATION AND PAYMENT 18-27 


Corporations that need to raise large amounts of capital from time to time for 
expansion often adopt a stable dividend policy, since this helps to secure an 
investment status for capital stock and thus facilitates sale of new shares to 
investors. A corporation that has an issue of convertible bonds outstanding may 
raise the dividend rate on its common stock in order to hasten conversion. There 
have been cases where a large cash dividend is declared solely to make conversion 
attractive, since only bondholders who convert will be entitled to this dividend. 

Corporations have shaped their dividend policy at times to further broad cor- 
poration objectives. Thus, public utility holding companies have used stocks of 
subsidiaries for the purpose of distributing property dividends, while cash earn- 
ings have been conserved to pay off debt or preferred stock of the holding com- 
pany. In this way, two objectives are accomplished: divestment of subsidiaries 
and redemption of senior securities. 

A financial objective that at times assumes major importance is the devotion 
of most or all of the earnings of a corporation to the retirement of debt or pre- 
ferred stock, if the capital structure has become top-heavy because of loss of 
earning power or the changed outlook of management. Many railroads have 
pursued this policy assiduously in recent years, with the result that dividend 
payments have been small in relation to earnings. 


Mechanics of Declaration and Payment 


RESOLUTION OF THE BOARD. The authority to declare dividends is 
vested in the board of directors, ordinarily by specific statutory authorization. 
Only in the case of some closely held corporations are dividends sometimes dis- 
tributed by consent through informal agreement by all the stockholders. A 
dividend declaration by a board of directors is effected by a resolution approved 
by a majority or all the directors at a regular or special meeting of the board. 
This resolution will specify the amount of the dividend, the class of stockholders 
entitled to receive it, the date of record when the list of shareholders that are to 
receive the dividend is to be compiled, and the date of payment. 

A typical resolution declaring a regular dividend follows: 


Resotvep, That the regular quarterly dividend of ................ on the common 
stock of this Corporation be and it hereby is declared, payable on the ...... day 
Oleoda iepeiie ee. , 19...., to stockholders of record at the close of business on the 


ee iths ay. Olas... Pyare estan. chil Oeste 2 


STOCK DIVIDEND DECLARATIONS. The procedure of a board of 
directors in the declaration of a stock dividend follows essentially the following 


pattern: 
First, a resolution is passed that authorizes and justifies the dividend. A com- 


mon form of such resolution reads as follows: 


Whereas, the surplus profits of this Company, amounting to more than $........, 
have, from time to time, been invested in extensions and betterments to the plant 
and property of the Company, and in providing additional facilities for its business, 
and in that manner a large addition has been made to the value of the assets of the 
Company by withholding from the stockholders moneys which have been fairly 
earned, and but for the above mentioned expenditures would have been paid to 
them; and 

Whereas, upon a just and fair estimate, the assets. of the Company have been in 
such a manner increased in value over the amount of the capital stock, now issued 
and outstanding, by at least the said sum of $............ ; and (If the dividend is 
to be in no-par value common shares, the foregoing clause may be omitted.) 
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Whereas, the stockholders desire to realize on profits which have been so invested, 
and to make the same more available, without impairing the property of the Com- 


pany. 
Now, therefore, be it resolved, that from the surplus profits so invested, a dividend 
Gl Gad Aihcte (or, if the dividend is to be in no-par value common shares, of 


te 2a Poe dis shares of common stock without nominal or par value) for each aviave 
of the present issued and outstanding common stock of this Company be and is 


hereby declared, payable on the ............ day 2 Gf UES Sc 19...., in the 
capital stock of ‘this Company, to stockholders as actos by the books of the Com- 
pany at the close of business on the ............ day ofp}. ..SoNsIIatGo. 19.. 


and that the president and secretary be directed to issue proper stock petri: 
representing the same to such stockholders on such date. 


As authorized by this resolution, the president and secretary thereupon proceed 
to issue such stock under the conditions set forth in the resolution. There must 
be on hand sufficient unissued stock to meet the requirements of the stock divi- 
dend. Otherwise, action by the president and secretary must wait upon the 
authorization of more stock by the state and by the stockholders -through 
amendment of the charter in the manner prescribed by the law of the state. 
Usually such authorization is readily obtained. 


DATE OF RECORD. The date of record in dividend declarations will de- 
termine when the stock will be quoted ex-dividend on the stock exchange, if it is 
listed, or in over-the-counter trading. Ordinarily, listed shares will be quoted 
ex-dividend three full business days before the date of record, since settlements 
are effected on the fourth full business day following the date of the transaction. 
When the record date falls on a Saturday or holiday, the stock will be quoted 
ex-dividend on the fourth full business day preceding the date of record. 

Only stockholders whose names appear on the corporation’s stock books on the 
date of record will receive the dividend. On stock transferred after the date of 
record, but before the date of payment, the dividend goes to the seller. If some 
other arrangement is made, or is required by a stock exchange or the National 
Association of Securities Dealers, a due bill goes to the buyer with the stock, spec- 
ifying that he or his assignee is entitled to the dividend when paid. 


NOTIFICATION OF SHAREHOLDERS. Corporations whose shares 
are publicly held frequently advertise dividend declarations in the financial col- 
umns of newspapers in financial centers, or communities where numerous share+ 
holders reside. Corporations whose shares are closely held may no stockholders 
by letter. 

The rules of some stock exchanges require listed companies to notify the ex- 
change of all dividend declarations. This is done in order to protect minority 
stockholders and to prevent shareholders “in the know” from capitalizing on 
their information before the declaration is made public. As an aid in identifica- 
tion, declarations are sometimes numbered in sequence and reference to such 
numbers is often included in dividend notices. 

Many corporations accompany the dividend check with a communication to 
stockholders containing an interim earnings statement and sometimes other per- 
tinent information. It is in effect an interim earnings report. This communica- 
tion may be printed on a folder within which the dividend check is contained. 
In other cases, a brief notice only to the effect that it is in payment of specified 
dividends accompanies the dividend check. 


PREPARATION OF DIVIDEND CHECKS. The secretary of the com- 
pany, if no transfer agent is employed, furnishes the treasurer with a list of 
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stockholders of record. From this list the treasurer will make out the dividend 


checks. 


Larger corporations usually send out special checks in payment, of dividends 
with some identifying words printed thereon, as “Dividend Check” or “Dividend 
NG. at. =adaods, ” If checks are mailed, no formal receipt is required, as the en- 
dorsement on the check is sufficient acknowledgment. 


DIVIDEND BOOK. Fig. 1 gives a suggested form of the record that the 
treasurer uses in connection with dividend checks handed to stockholders at the 


company’s office. 


X. Y. Z. Manufacturing Company 


Semiannual Dividend No. 24 .........0.0..000.0..05 19.. $3.00 
We Hereby Acknowl- 
edge Receipt of the 
Name of Number Amount of Accompanying 
Stockholder Address of Shares Dividend Dividend 


Fig. 1. Form of record for dividend checks delivered at company’s office. 


Fig. 2 shows a typical record of dividend payments to stockholders as kept by 
the treasurer upon payments made by check sent by mail. 


The American Milling Company 
Capital Outstanding $400,000 


Dividend No. 24 Sheet No. 48 

List of stockholders of this company as shown by the transfer books at six 
o’clock p.m., February 15, 19..., and to whom the dividend of five per cent, 
declared February 12, 19..., is payable on March 1, 19... 


SHares Ourtstanpina 40,000 Rate or Diviwenpd 5% 


To Whose Order 
Check Should Be Amount No. of 
Drawn If Different of Check 
Name of from That of Mailing Number Dividend Issued in 
Stockholder Stockholder Address of Shares Paid Payment 


eal enolic erstelehe ie\e ee eNsieNetsuesl Melee lelerensis 46 0 9: wilece..6 88) a Tene 
0 ONO CsCl CONS Os) Ost i Sect eciars 
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Fig. 2. Form of record for dividend checks sent by mail. 
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SPECIAL BANK ACCOUNT AND PAYMENT THROUGH FISCAL 
AGENT. Payments of cash dividends may be accomplished through a special 
bank account or through a fiscal agent such as a bank or trust company. 

When a special bank account is used, one check can be drawn on the regular 
bank account for deposit in “X.Y.Z. Co. Dividend Account.” The checks to the 
individual stockholders are then drawn on the special account. With this proce- 
dure, it is important to recognize that distribution of the individual checks is 
necessary in order to pay the dividend; the liability is not satisfied by depositing 
the required funds in the special bank account. 

When a fiscal agent is employed, he maintains the stock ledgers and transfer 
records. Shortly before the date of payment, the declaring corporation transfers 
the required funds to the fiscal agent. The agent then prepares and mails the 
checks to stockholders. The fees for this work are usually based on the number 
of checks mailed. 
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SECTION 19 


PENSION AND PROFIT-SHARING PLANS 


Types of Pension Plans 


PENSION PLAN DEFINED. The term “pension plan” includes formal or 
informal procedures by which an income is provided for employees who are retired 
after attainment of a prearranged age, date, or condition. As herein considered, 
a pension plan is a formal arrangement made by an employer to anticipate by 
advance financing, in whole or in part, the responsibility that he considers that 
he carries to provide retirement benefits for some or all of his employees. 

A pension plan is usually part of a broader employee benefit program that 
may include other benefits such as vacations and payments for sickness, hospitali- 
zation, death, or termination of employment. Such a program is frequently 
based upon the broad philosophy of providing protection for employees against 
the economic hazards not only of old age but also of total and permanent. disa- 
bility, severance of employment, and death. A plan may begin in an abbreviated 
form and be expanded in time to provide more complete protection against these 
hazards. 


NECESSITY FOR A PENSION PLAN. Any employer who remains in 
business for any great length of time cannot avoid facing problems and making 
decisions concerning employees who become superannuated or disabled after years 
of service. The employer may not recognize these problems, however, until 
actual cases of superannuation and total and permanent disability appear among 
his employees after many years of service. 

It is a mere question of time until these conditions must be faced. Therefore, 
the question is not so much whether a pension plan is needed, but rather what 
kind of a pension plan will best fit into the employer’s program, 


Employer’s Four Alternatives on Superannuation or Disability. The 
employer has one of four choices concerning the treatment of employees. who 
become superannuated or disabled after long periods of service: 


To dismiss aged and disabled employees without benefits; or 

. To keep them on the active payroll; or 
To retire them on pensions financed on a pay-as-you-go basis; or 

. To establish a funded pension plan under which accruing pension credits are 
financed as they accumulate during the years of active service. 


Boo’ 


Each of these procedures has been followed by employers. Before making a 
choice as to the most satisfactory procedure for a particular employer, the 
implications of each of the procedures should be considered. 


Dismissal Without Benefits. The widespread adoption of pension plans is 
one of the most striking developments in employee relations. As to employees 
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represented by unions, this trend was given strong impetus by the Tuland 
Steel case, holding that an employer is required, under the National Labor 
Relations Act, to bargain with its employees’ union as to its pension and retire- 
ment policies. See Inland Steel Co. v. N.L.R.B., 170 F.2d 247 (7th Cir. 1948). As 
to other employees and executives, the adoption of a plan providing benefits 
on retirement has, in many cases, become a competitive necessity if the employer 
wishes to provide compensation comparable to that afforded by others in the 
same business or industry. But even when this practical necessity does not exist, 
many employers provide pensions to retired employees because of the widely 
held view that such payments are part of normal compensation to those who 
work to retirement age. The morale of employees, whether organized or not, 
would be impaired by a policy of dismissing, without suitable benefits, employees 
who become superannuated or disabled after many years of service. Such a 
policy has a detrimental effect not only on the employees as a whole, but on 
public relations as well. The public relations implications are of particular 1m- 
portance in small communities or localized areas in which the business operates. 


Continuance on Active Payroll. Experience has indicated that the employer’s 
second choice, that of keeping superannuated or disabled employees on the active 
payroll, is sometimes followed as the course of least resistance when an employer 
finds that the dismissal policy is impracticable. But it is probably the most 
expensive and unsatisfactory procedure. It involves a hidden cost progression 
that is not recognized at first because it is small. The first to become superannu- 
ated usually are few in number because they are generally the survivors of a small 
group of employees who constituted the original organization. The number of 
employees who become superannuated then increases steadily over a long period 
of time. Adverse consequences include not only the high ultimate cost of carry- 
ing superannuated employees on the active payroll, but also the detrimental effect 
on employee morale when promotional channels are blocked and the effect on 
productive efficiency and production costs of keeping superannuated employees 
in active service. 


Unfunded Pensions. The third choice is the retirement of employees on 
pensions financed on a pay-as-you-go basis. This is an in-between type of proce- 
dure that many employers have attempted and abandoned.. Among employers 
who have adopted a policy of paying pensions, the choice of this method has 
become relatively rare. The chief disadvantage of this procedure is the sharp 
rise In pension cost as the number of retired employees mounts. Another objec- 
tion is that employees have no protection against reduction or elimination of 
pensions financed on a pay-as-you-go basis because of the absence of financial 
provision to assure payment. 


Bookkeeping Reserve. Some employers have endeavored to buttress pay-as- 
you-go pensions with a supplemental bookkeeping reserve. The reserve accumu- 
lated to pay pensions is kept as an asset of the company instead of being 
segregated in a separate pension trust fund or turned over to an insurance com- 
pany. This method has a number of disadvantages. One of these is that the 
employer loses the benefit of tax deductions on any funds that are held in the 
form of a bookkeeping reserve until the funds are paid to retired employees. 
Another disadvantage is that the income earned on the bookkeeping reserve is 
subject to corporate income tax, whereas the income that would be earned on 
the segregated assets of a qualified pension trust fund, or realized under a plan 
with insurance company underwriting, is exempt from income taxes. 
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Funded Pension Plan. The fourth choice, to establish a funded pension plan 
( with pension financing during the years of active service whether by a trusteed- 
securities fund or an insured plan), has been found to be the most satisfactory. 


1. Basic advantages of funding. Employers generally have found that the 
costs of funded or insured pension plans represent an investment that pays 
dividends. 

A strong indication that funded pension plans are more satisfactory than any 
other procedure is the fact that although there have been pension systems in this 
country for over 75 years, there has been a marked expansion in the number of 
funded plans and a shrinkage in the number of unfunded procedures. 


2. Payroll relief. A properly funded pension plan helps an employer to retire 
superannuated and disabled employees, carry out delayed retirements, and effect 
early retirement of inefficient employees if a business depression makes it neces- 
sary to reduce the payroll expense to a minimum in order to meet competition, 
or even to stay in business. The payroll relief thus gained is financed by contri- 
butions made to the funded pension plan in previous more prosperous years. 
Without a funded pension plan, such employees would entail a current pension or 
payroll burden; whereas, under a funded plan, such employees are off the payroll, 
receiving pensions from the pension trust fund or the insurance company. 


3. Other advantages. Under a funded pension plan, the pension expense is 
met as a charge against current production, instead of being allowed to accu- 
mulate as a charge against future operations. Without a funded pension plan, 
under which the liability to pay future pensions created as a result of current 
production is financed as it is incurred, present profits are exaggerated at the 
expense of future profits, and.the future competitive position of the business may 
be jeopardized. Furthermore, the known cost of a funded pension plan is at all 
times a guide indicating whether the benefits and the conditions of payment are 
feasible from a cost standpoint. Employees appreciate the financing of funded 
benefits for their future security while they are actively working, whereas active 
employees tend to discount the value of pay-as-you-go pensions since they usu- 
ally have little or no assurance that they will ever benefit from such a program. 
Similarly, retired employees feel less secure if they have to depend on the em- 
ployer’s ability and willingness to continue their pensions on a pay-as-you-go 
basis instead of receiving pensions under a funded plan. 


TAX ASPECTS OF PENSION PLANS. Among the advantages of a 
funded pension plan are the tax benefits realized under plans that comply with 
the Internal Revenue Code and are thereby considered qualified plans. 


Taxation of Qualified Plans. If the plan meets the requirements of the 
Code, employer contributions are deductible from taxable corporate income for 
the years in which contributions are made, within certain limits. The net cost of 
the plan may thus be reduced considerably. Tax laws of most states grant deduc- 
tion privileges similar to those provided under Federal law. 

Moreover, employer contributions for pension and disability benefits under a 
qualified plan do not constitute taxable income to the employee participants until 
benefits are actually paid or made available to them. Since the employee is then 
usually in a lower tax bracket, considerable savings in taxes result as compared 
with the payment of additional compensation to the employee, particularly for 
executives and higher-paid employees. If all benefits standing to the credit of an 
employee arising from employer contributions under a qualified plan are dis- 
tributed to him in one taxable year because of termination of service, the distribu- 
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tion is treated and taxed as a long-term capital gain. Also, income earned under 
a qualified plan ig exempted from tax to the trust or plan. Distributions, to the 
extent attributable to employer contributions, are not subject to the Federal es- 
tate tax, if made to a beneficiary of a deceased employee; in addition, a designa- 
tion of a beneficiary is similarly exempt from the Federal gift tax. Special rules 
apply to the taxability of annuity plans of charitable and educational institutions. 

If a plan does not meet the requirements of the provisions of the Internal 
Revenue Code as to qualified plans, employer contributions are deductible from 
taxable income only if the employee’s rights derived from the contributions are 
nonforfeitable at the time the contribution is paid—i.e., the right to receive the 
benefits is not forfeited by termination of service for any reason, If the benefits 
are nonforfeitable, the employer’s contributions must be included in the em- 
ployee’s current taxable income. If the benefits are forfeitable, the employer’s 
contributions will be taxable to the.employee only when the benefits are dis- 
tributed or made available to him, and the employer will never be entitled to a 
deduction for his contributions. Federal Tax Regulations, Revenue Rulings, 
“PS” rulings of the Pension Trust Information Service of the Internal Revenue 
Service, Mimeographs issued by the Commissioner, and “IT” rulings of the 
Income Tax Unit should be consulted for answers to questions concerning the 
determination of deductible contributions. 


Requirements for Qualification. The Internal Revenue Code requires that 
a qualified plan must meet the following conditions: 


1. Contributions must be for the sole purpose of distributing the corpus and 
income of the plan or trust to the employees or their beneficiaries. 

2. It must be impossible for any part of the fund to be used for purposes other 
than the exclusive benefit of employees or their beneficiaries prior to the 
satisfaction of all liabilities under the plan or trust. 

3. The plan or trust must benefit either (a) at least 70% of all the employees, or 
at least 80% of the eligible employees if at least 70% are eligible, excluding in 
each case those not eligible because of a service requirement of up to 5 years 
and because of temporary or part-time employment, or (b) employees under 
an eligibility: classification found by the Commissioner of Internal Revenue 
not to favor officers, shareholders, supervisory employees, or highly com- 
pensated employees. 

4. The contributions or benefits must not discriminate in favor of employees 
who are officers, shareholders, supervisory employees,.or highly compensated 
employees; and must not amount to a subterfuge for the distribution of profits 
to major shareholders. 

5. A classification is not considered discriminatory merely because it excludes 
certain employees such as all employees not paid on a salaried basis or those 
whose remuneration consists solely of “wages” covered by the Social Security 
Act, or because contributions or benefits differ for that part of compensation 
constituting such “wages.” But the extent to which such benefits may differ is 
limited. On the other hand, a classification is not considered discriminatory 

_ merely because the contributions or benefits bear a uniform relationship to 
the total compensation, or the basic or regular compensation, of the employees 
covered by the plan. 

6. The plan or trust meets requirements as to eligibility or employee participa- 
tion throughout.a taxable year if it does so.on one day in each quarter thereof, 


Deductibility of Contributions. The Internal Revenue Code allows deduc- 
tions from taxable income for employer contributions amounting to either (1) 
sums reasonably necessary to meet the cost of the plan up to 5% of the com- 
pensation of the participants, plus (2) any additional amounts that are necessary 
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to meet the cost distributed as a level amount or level percentage of compensa- 
tion over the future service of each employee, or (3) the normal cost of the plan 
plus an amount not in excess of 10% of the cost to completely fund or purchase 
past service or supplementary pension credits as of the date they are included in 
the plan, determined under regulations prescribed by the Commissioner. 

Contributions in excess of the amount deductible in any year become deducti- 
ble in the next succeeding year or years to the extent of the difference between 
the contributions made and deducted in the succeeding year and the maximum 
amount that is deductible as described above. Excess contributions may be de- 
ductible by the surviving corporation in a corporate reorganization. 


I.R.S. Approval: Advance Rulings and Requests for Exemption. Because 
tax advantages will not be realized unless the plan meets certain requirements, 
or any subsequent amendments, it is important to secure an advance ruling ap- 
proving the plan from the Commissioner of Internal Revenue. However, an 
advance ruling approving the plan does not assure deduction of contributions 
made under the plan, since the Code provides that contributions to a qualified 
plan are deductible only if they constitute reasonable compensation for services 
Some These are subject to review when a field audit of the tax return is 
made. 

A trust claiming exemption must file information with the Commissioner for 
each taxable year as to the operation of the plan for the particular year. But if 
the employer has filed the information required to establish the fact that the 
plan has qualified, the trustee need only file a request for exemption stating 
the names and addresses of the parties to the agreement and the date thereof, 
the taxable year involved, and copy of a notification from the employer stating 
that the information has been filed and giving the name of the office where it 
has been filed. 


Financing Funded Pension Plans 


METHOD OF FUNDING. A pension plan may be funded by a trust fund, 
commonly called a self-administered plan, or by an insurance company, in 
which case it is called an insured pension plan, or by a combination of both. 
Contributions under a so-called self-administered plan, actuarially determined, 
are paid to the trustee, normally a trust company, to be directly invested by the 
trustee in accordance with the provisions of the plan. These plans usually pro- 
vide for wide discretion and flexibility in the investment of pension funds. Under 
an insured plan the payments are made directly to an insurance company or 
contributions are paid to a trustee who merely uses them to pay premiums to an 
insurance company. The greatest growth in recent years, especially among large 
enterprises, has been in the use of self-administered pension plans, and the ma- 
jority of persons covered by private pension plans in the United States are cov- 
ered under self-administered plans. 


SELF-ADMINISTRATION (TRUSTEED-SECURITIES FUND). 
The term “self-administration” is to some degree a misnomer that has been 
widely accepted to indicate the trusteed-securities method of financing a plan. 
Under this type of financing, the employer divests himself of the contributions 
by irrevocable payment to a trustee. The funds in the hands of the trustee con- 
stitute a trust fund that is administered in accordance with the terms of the 
controlling trust instrument. This type of plan is often called a self-insured plan, 
usually to distinguish it from a plan underwritten by a group annuity contract, 
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or one under which the trustee turns the funds over to an insurance company, 
usually to pay the premiums under individual or group permanent Insurance or 
annuity policies. In the latter case, the only essential function of the trustee is 
to apply the contributions to pay premiums and to receive and reapply amounts 
payable from the insurance company, such as dividends and returns under any 
policies that are canceled because of the termination of service of employees. 


DEFERRED GROUP ANNUITIES. Under the deferred group annuity 
type of financing, all contributions are paid to an insurance company under a 
master contract between the employer and the insurance company for the pur- 
chase of deferred annuities on a periodic single premium basis. Each participant 
receives a certificate from the insurance company describing his rights. All liability 
for benefit payments is assumed by the insurance company so long as the re- 
quired purchase payments are made. A minimum number of employees, such as 
50, is usually required for the issuance of a group annuity contract. If the plan 
is contributory, the usual requirement is that at least 75% of the eligible em- 
ployees must participate. The premium rates and other provisions are generally 
guaranteed only for the first 5 years, and are subject to change by the insurance 
company on any anniversary thereafter, although in practice some insurance 
companies offer additional successive 5-year guaranties. According to the Life 
Insurance Fact Book for 1963 (Institute of Life Insurance) about 80% of the 
total number of persons under insured pension plans in the United States are 
covered by group annuities of either the deferred or deposit-administration type. 


DEPOSIT-ADMINISTRATION GROUP ANNUITY. Under the de- 
posit-administration method of financing, employer contributions paid to the 
insurance company are held and accumulated at compound interest as a com- 
posite, undivided fund much like a composite self-administered fund. When an 
employee retires, the single premium required to purchase his retirement income 
is drawn from this fund. The rate of interest credited on the fund and the single- 
premium immediate annuity rates applicable at retirement are usually guaranteed 
for contributions paid during the first 5 years of the contract, on the same basis 
as is used under deferred group annuity contracts, although some insurance com- 
panies guarantee the interest rate only for a limited number of years. 

Contributions required under this plan can be estimated within limits, subject 
to the reserved right of the insurance company to change interest and annuity 
rate guarantees on contributions made after 5 years from the effective date of 
the contract. The employer’s annual contribution into the deposit-administration 
fund is determined by the benefits to be provided, the cost of annuities at retire- 
ment, the expected mortality and interest rate for the period before retirement, 
and the age, sex, and earnings of participating employees. Assumed scales of 
salary increases and expected withdrawal rates may also be taken into account. 
The cost is usually stated as a percentage of payroll. New calculations are made 
from time to time, to reflect changes in the valuation factors. These require 
actuarial service. 

This type of funding is commonly employed under noncontributory plans 
where the employer pays the entire cost with no contributions from employees, 
although it is used in some plans involving employee contributions. For example, 
noncontributory past service pensions financed on a deposit-administration basis 
may be combined with contributory current service pensions provided on a 
typical deferred annuity purchase basis; or the employee contributions may be 
applied to purchase deferred annuities, the balance of the cost being financed by 
employer contributions made under the deposit-administration method. 
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A variant of the deposit-administration contract is a type of contract referred 
to as an immediate participation guarantee contract. Under this type of con- 
tract, which is appropriate for large organizations, the interest rate, instead of 
being fixed, varies each year with the insurance company’s earnings on invest- 
ments; in addition, there is taken into account the actual mortality experience of 
retired employees and the expenses of the insurance company. Once a retiring 
employee becomes entitled to benefits, these benefits are fully guaranteed by the 
insurance company. 


INDIVIDUAL RETIREMENT INCOME POLICIES. Generally, under 
this type of procedure, the employer creates a trust fund and the trustee invests 
the fund in individual retirement annuity policies, usually combined with an ele- 
ment of life insurance for those who can pass a physical examination. All 
policies are purchased by the trustee pursuant to the plan and trust agreement. 
An individual policy is purchased on the life of each participant, generally of the 
same type that is offered to any person who would purchase a similar policy per- 
sonally. Such a plan usually calls for the payment of a level premium under 
each policy issued for a participant, based on his age when the policy is issued, 
the maturity date when the pension is to begin, and the amount of the pension. 
Annuity policies are purchased for participants who cannot pass a physical 
examination, with a death benefit usually amounting to the return of premiums 
or the cash value, whichever is greater. 


GROUP PERMANENT RETIREMENT INCOME. This is an outgrowth 
of the individual retirement income policy concept. It endeavors to overcome 
some of the obvious disadvantages of individual policies under a plan including 
sufficient participants to meet the group underwriting requirements of the insur- 
ance company, which enables it to issue life insurance protection irrespective of 
the health of individual participants, and effect economies resulting from group 
in place of individual procedure. It is sometimes issued without life insurance, 
-but usually with life insurance (as decreasing term) similar to individual retire- 
ment income policies. 

COMBINATION PLANS. Numerous combinations have been developed to 
secure as many of the advantages of each method as is possible and to minimize 
the disadvantages of each, or to accomplish certain specific objectives. For 
example, instead of using retirement income policies as the sole financing vehicle, 
ordinary life insurance policies that may be converted into an annuity at or one 
year before retirement are sometimes used under a combination plan. Contribu- 
tions are accumulated in a trusteed fund to make an additional payment so that 
the retirement income will be larger than that available from the cash value of 
the insurance policy alone. 


ADVANTAGES AND DISADVANTAGES OF EACH METHOD OF 
FINANCING. No method of financing has a monopoly on all advantages, and 
no method of financing is free of disadvantages. In the following discussions 
various methods of financing are considered from this point of view. 

ADVANTAGES AND DISADVANTAGES OF SELF-ADMINIS- 
TRATION. There are a number of considerations in weighing these, in connec- 
tion with contributions, coverage, contingency of change in financing method, and 
cost. These aspects of advantage and disadvantage are covered separately in the 


discussion following. 


Flexibility of Contributions. From the employer viewpoint, the outstanding 
advantage claimed for self-administration is flexibility as to the amount of con- 
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tributions to be made by the employer from year to year, combined with avail- 
ability of funds for payment of full benefits to the employees on schedule as they 
become due. Flexibility with respect to the making of employer contributions 
varies with each type of funding method. me 

Maximum flexibility as to contributions is available under the self-administered 
type of plan that uses a composite fund that is not earmarked for the benefit of 
individual participants either before or after retirement. Under this arrange- 
ment the effect is that any maximum contributions can be made in good business 
years and used as a cushion to take the place of contributions in years when the 
employer may find it necessary or advisable to reduce or suspend the making of 
contributions. But full pension benefits are payable to the retired participants 
on schedule as they fall due. 

Next in line of flexibility is the combination type, which uses a self-adminis- 
tered fund for the period of accumulation before retirement but is insured 
when each employee retires. A single-premium immediate annuity is purchased 
for him by transferring out of the self-administered fund the single premium nec- 
essary to purchase the retirement benefit. 

Similar to such a combination plan is the deposit-administration group 
annuity method, under which the insurance company accumulates the con- 
tributions in a composite account and does not allocate funds to any particular 
employee until he is retired, at which time a single-premium immediate annuity 
is purchased. This method offers contribution flexibility equal to that of a self- 
administered composite fund with the purchase of annuities at retirement. 

Next in line as to flexibility of contributions is the typical group annuity plan 
providing for the purchase of deferred annuities. All employer contributions 
are allocated to purchase benefits for individual participants. Each participant 
receives an allocation to his credit for the current year. The past service pen- 
sions are also purchased for individual participants by allocation of contributions 
made for this purpose, usually on the oldest-first basis. Under this procedure, the 
employer may vary the contributions made for past service benefits within fairly 
broad limits, except that generally such contributions must be made in amounts 
at least sufficient to purchase the full annuities by the time employees retire. As 
to contributions for current service benefits, there is a grace period of 31 days 
and a provision under which current service contributions may be suspended for 
a period of 1 year (in some cases longer, usually with the consent of the insurance 
company) before the contract, as a whole, will terminate. In the event of a sus- 
pension of contributions for current service benefits, it is evident that benefits 
of all active employee participants will be impaired, unless the employer later 
pays the suspended contributions on a retroactive basis. If contributions are not 
resumed at the end of the suspension period, the contract terminates as to further 
benefits, but the usual provision is that all benefits purchased with employer 
contributions then become fully vested in employees. If the plan is contributory, 
terminating employees are then usually allowed to withdraw their own contribu- 
tions with interest and retain title to the deferred annuity benefits provided with 
employer contributions. 

Contributions under a plan using retirement income policies (usually with 
life insurance) are allocated toward the payment of the current year’s premium 
for each and every participant, commonly funding past and future service bene- 
fits in the same policy. This requires fixed level annual premiums with no flexibil- 
ity, since, if the premiums are not paid or are met by borrowing against the cash 
value of the policies, benefits are jeopardized. Furthermore, since contributions 
are allocated to make premium payments for the benefit of particular employees, 
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full benefits will not be available to employees who retire during any period in 
which full contributions have not been made under the plan. Only if such bor- 
rowings are repaid before the employees retire, will their pension benefits be paid 
on schedule. This disadvantage also applies to a group permanent retirement in- 
come contract. 

On the other hand, these plans have the advantage of assuring all employees 
that specific benefits have been financed for them as individuals, whereas under 
a composite self-administered fund or deposit-administration group annuity the 
younger employees may receive little or no benefits if the plan should be termi- 
nated at a time when benefits are not fully funded, depending on the provisions 
of the plan or trust agreement. 


No Fixed Annual Contribution Commitment. The term “fixed commitment” 
as used here does not connote a legal obligation committing the employer, since 
most plans reserve the right to the employer to suspend contributions or termi- 
nate the plan. But unless regular annual contributions are made, the plan may 
fail to provide the employee benefits originally contemplated or may fail to meet 
requirements for tax qualification. Such a “fixed commitment” of the employer to 
pay premiums is generally necessary if the plan is insured before and after retire- 
ment. Suspension of employer contributions usually results in temporary, and 
sometimes permanent, impairment of employee benefits. On the other hand, under 
self-administration (or deposit-administration group annuity) no fixed annual 
contribution commitment is necessary. This allows flexibility as to the making 
of employer contributions because, if a composite fund is used, the pensioners can 
be paid full pension benefits as they fall due, the entire composite trust fund 
being available to pay out benefits on a first-come-first-served basis. For example, 
if $100,000 is accumulated in a self-administered pension trust fund and the first 
employees retiring are entitled to pensions aggregating $1,000 per month, they 
receive their full monthly pension checks from the trust fund (whether or not the 
full value of their pensions has been accumulated). These, and all subsequent 
pensioners, receive the payments due them until they die (and sometimes pay- 
ments are continued thereafter until the death of joint annuitants). No relation- 
ship is necessary between the timing of the employer’s contributions into the fund 
for a participant, and the timing of the participant’s withdrawal of pension bene- 
fits out of the composite fund. So long as contributions are paid in amounts 
sufficient to pay the cost of benefits for current service and prevent the initial 
unfunded past service pension liability from increasing for all employees, the 
pension payments may be made on schedule, the fund will remain actuarially 
sound, and the plan will meet Treasury requirements. Thus, the employer can 
diminish or suspend contributions during recurring depression periods after 
making larger payments in prior normal or prosperous periods, but with full 
pension benefits being paid to retired employees on schedule as required. For 
example, an employer might make maximum tax-deductible payments for 3 years, 
thereby funding a considerable amount of the lability for past service pensions 
and establishing sufficient extra reserves to take the place of normal contribu- 
tions for current service pension credits that otherwise would be required during 
the next 2 years if conditions made it desirable to suspend contributions com- 
pletely during those 2 years. This procedure may be repeated indefinitely. Mean- 
while, the plan remains sufficiently funded at all times to pay benefits on schedule 
and to meet Treasury requirements. 


Permanence of Plan. Advocates of self-administration claim that. self- 
administered plans with composite funds are most likely to be permanent. They 
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contend that the inherent flexibility as to the timing of employer contributions 
under self-administered funding enables the plan to ride out economic storms 
without the necessity of termination or reduction of employee benefits, whereas 
a plan entailing more rigidity as to employer contributions may have to be 
terminated during a period of economic stress. 

Advocates of self-administered plans claim that available data showing why 
some pension plans have failed in the past indicate two major causes, both of 
which favor self-administration or deposit-administration group annuity under- 
writing. The first reason is that fixed commitments to pay insurance premiums 
became too burdensome in depression years. If plans abandoned for this reason 
had been self-administered or financed under a deposit-administration group 
annuity contract, the employers might have been able to suspend or diminish their 
contributions during depression years, obviating the necessity of terminating the 
plans. The second cause of plan discontinuance has been consolidations and re- 
organizations. New managements may have been reluctant to assume a “fixed 
commitment” plan of a predecessor company. Other reasons for abandonment 
of plans are differences in thinking as to the desirability of formal pension pro- 
cedures, or the existence of another pension plan of a different type in the com- 
pany taking over the employer whose plan is abandoned. Advocates claim that 
a self-administered plan or a deposit-administration group annuity contract is so 
flexible as to form and financing that either can most readily be adjusted to any 
other plans that may exist in other companies with which the company may be 
consolidated or merged. 


Coverage of Pensioners Already Retired. If there is a pension roll that is 
being financed on a current pay-as-you-go basis when the plan is established, it 
frequently requires less immediate contributions to absorb these pension obliga- 
tions under a self-administered fund than under an insured plan. Self-administra- 
tion often gives the employer more time in which to finance the plan without 
interfering with payment of full henefits to all retired employees, p:st, present 
and future, directly from a pension trust fund. 


Unusually Large Accrued Liability—Older-Age Employees. Similarly, it 
is contended that if an employer has an unusually large initial accrued liability for 
past service benefits when a plan is established and he is unable to finance these 
benefits in full by the time the employees retire and also meet current service 
benefit costs, such a plan could start with a self-administered or, perhaps, a 
deposit-administration group annuity plan. This will permit payment of full 
pension benefits to older employees as they retire and yet give the employer 
more time to fund his initial past service liability. 


Disability Pensions. A major attraction of self-administration is the opportu- 
nity to provide total and permanent disability pensions. This is a definite ad- 
vantage because insurance companies have generally been unwilling to underwrite 
employee total disability pensions because of adverse experience with individual 
total disability policies. Total disability pensions can be financed by means of 
a supplemental funded procedure. In fact, supplemental self-administered total 
and permanent disability benefits may be added to existing self-administered or 
insured age retirement plans without disturbing their age retirement provisions. 


Change of Financing Method. It is generally easier to transfer from self- 
administration to group annuity underwriting than vice versa, because there is 
usually no provision for the transfer of reserves from the group annuity contract, 
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and because most group annuity contracts provide for full vesting in employees 
of title to benefits already purchased on cessation of the group annuity purchase 
payments. For this reason, it is usually impracticable to change from group 
annuity to self-administration, or even to transfer from one group annuity insur- 
ance carrier to another. 


Comparative Cost. Another advantage claimed for self-administration is 
lower cost to the employer. Differences in initial cost are frequently attributable 
to differences in benefits and funding procedure. There are often basic differences 
in actuarial assumptions and in timing of the contributions as between self- 
administered and insured plans. For example, the self-administered plan may 
assume 3% interest earnings whereas the insured plan may assume that only 2% 
will be earned, or one plan might assume high rates of mortality whereas another 
might take lower assumptions for this factor. Also, the self-administered plan 
may take an advance cost discount for severances, which is not done under typical 
isured plans. 

One of the advantages claimed for trusteed, as against insured, plans is the 
fact that insurance companies are strictly limited as to their legal power to invest 
in equities. Trusteed plans, it is contended, are, therefore, a better hedge against 
inflation in that the value of the trust fund will increase with the employer’s 
pension costs. On the other hand, there has been a tendency to relieve insurance 
companies from these limitations if they are holding the funds of group annuity 
plans in separate accounts. 

Each self-administered pension case pays its own true cost, whereas under 
group annuity contracts there may be an averaging of costs for plans of a 
similar class, thereby leveling the net cost of plans after dividends or rate reduc- 
tions. Insurance companies claim, however, that in general they strive to have 
each case reflect its own experience. One method of doing so is by means of the 
so-called new money interest rate method. According to this method, the 
interest element involved in determining the cost of a group pension plan is com- 
puted so that the interest on the increase of the fund for each year of a series of 
years varies with the average rate of interest earned by the insurance company 
on new investments during each year, respectively. 

In the final analysis, it would appear that an employer would be better served 
if he gave the question of probable comparative cost less weight in selecting the 
financing method than other considerations that are important in carrying out the 
objectives of a pension plan. 


ADVANTAGES AND DISADVANTAGES OF DEFERRED GROUP 
ANNUITIES. Some of the arguments for and against deferred group annuities 
- are as follows: 


Third-Party Guarantees. Advocates of group annuities claim that one of the 
disadvantages of a self-administered plan is that there are no third-party guar- 
antees, leaving the employer in the position of having to meet any shortages in 
the fund if experience proves less favorable than assumed under the initial actu- 
arial assumptions. Underwriting by an insurance company assures payment of 
the benefits to the employees. 

To this argument advocates of self-administration reply that if the fund is 
sufficiently large for the law of averages to operate, the history of properly ad- 
ministered funds has demonstrated their soundness and ability to provide benefits 
on schedule, especially if contributions are made to an independent trustee in 


19-12 PENSION AND PROFIT-SHARING PLANS 


amounts comparable to premiums payable to an insurance company, and if in- 
vestments are similar to those in an insurance company’s portfolio. 

It is contended by some that plans covering a relatively small number of em- 
ployees may be safely self-administered because there is no catastrophe hazard 
in providing age retirement benefits comparable to the hazard in providing death 
benefits. A large proportion of those covered could die suddenly, but no employees 
reach retirement age without warning. Furthermore, if there should be a deviation 
from the assumed mortality experience, it occurs over a period of time sufficient 
to allow for the financing of fund deficits. 

The possibility that deficits may occur under self-administered financing, be- 
cause of mortality and other experience less favorable to the fund than the 
original actuarial assumptions, may be offset by the fact that the premium rates 
under a group annuity contract are subject to change as to annuities purchased 
after the first 5 years. In the long run, the insurance company’s cost will reflect 
the plan’s experience as to mortality, interest, and administrative expenses, so that 
it will be similar to that under a self-administered fund. 


Employee Preference. Group annuity advocates claim that employees prefer 
the assurance of receiving benefits from an insurance company. Self-administra- 
tion advocates admit there is merit in this point but feel that there is satisfactory 
employee acceptance of a fund invested by an independent and competent 
trustee, and that the other advantages of self-administration are more important 
factors. 


Responsibility for Employee Contributions. Another advantage claimed by 
group annuity advocates is the avoidance of moral responsibility in the handling 
of employee contributions under a self-administered trust fund. The counter- 
argument of self-administration advocates is that employee money can be segre- 
gated and invested separately, if desired, in United States government bonds. 
Furthermore, employee money can be segregated and used to purchase benefits 
from an insurance company and employer contributions can be self-administered. 


Registration as a Securities Issue. If employee contributions are made, the 
self-administered plan may require registration with the Securities and Exchange 
Commission, whereas no such registration is required for a group annuity plan. 
But advocates of self-administration point out that, in the first place, no registra- 
tion is required if the employer pays the entire cost; secondly, that such registra- 
tion is not necessarily onerous; thirdly, that the requirement of registration ap- 
plies only to plans in which participation is voluntary rather than compulsory; 
and finally, that the problem can be avoided by placing employee money with an 
insurance company and investing employer money under self-administration. 


Administrative Cost. Advocates of group annuities claim that expenses of 
self-administration for trustee fees, actuarial fees, and so on may exceed cor- 
responding amounts retained by the insurance company. -It is countered that the 
cost of group annuities includes 8% of the gross premium as an initial loading, 
presumably for expenses. Besides, there are other expenses such as charges when 
annuities .are cancelled on severance of employment. Also, the employer incurs 
some administration expense under an insured plan, similar to that under a self- 
administered plan, in connection with record keeping and making reports to the 
insurance company. 


ADVANTAGES AND DISADVANTAGES OF DEPOSIT-ADMIN- 
ISTRATION GROUP ANNUITY. Compared to self-administration, advo- 
cates of deposit-administration group annuity financing claim, the investment risk 
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is eliminated, the rate of interest is guaranteed, and the ultimate cost of the 
annuities to be purchased is known at least as to contributions during the first 5 
years. If the plan is terminated, there is no problem of liquidating securities, pos- 
sibly in a declining market. 

Compared to deferred group annuities, calculation of withdrawal credits and 
the withholding of surrender charges is avoided, since there is no direct applica- 
tion of funds to purchase deferred annuities, and the health of employees upon 
termination of employment has no significance. Another important advantage of 
the deposit-administration method is the fact that adjustments in the employer’s 
cost on account of radical changes in any of the factors involved, such as major 
changes in salary scales, can be more readily spread as a level percentage of pay- 
roll over a longer period. A disadvantage as compared to deferred group annuity 
financing, however, is the fact that a plan financed through a deposit-administra- 
tion contract, like self-administration, is not automatically and definitely funded 
as of any given date. The regular contribution of specified amounts or percentages 
of payroll to the fund does not, guarantee that it will be sufficient to meet the 
cost of all benefits accrued under the plan. 


ADVANTAGES AND DISADVANTAGES OF INDIVIDUAL RE- 
TIREMENT INCOME POLICIES, Individual policies, it is claimed, are the 
only practicable method for cases too small in number for group annuity cover- 
age, which usually requires 50 participants, or for self-administration based on 
the law of averages. Advocates of group annuities admit this, except if insurance 
companies offer group annuities for groups of less than 50 participants. Advocates 
of self-administration likewise recognize the hazards of self-administration for 
small groups after retirement. But many argue that the advantages of self- 
administration are as important, if not of greater importance, to a small em- 
ployer. Also, under small plans favorable deviations from the assumed experience 
are just as likely to occur as unfavorable ones. Means can be found to offset the 
hazard of the lack of risk spread, such as the use of very conservative actuarial 
assumptions, adjustment of contributions to offset unfavorable experience, or the 
use of self-administration prior to retirement and insurance company financing 
thereafter through the purchase of individual single-premium immediate annuities 
as each employee retires. The latter combination retains flexibility of employer 
contributions and most of the other advantages inherent in a self-administered 
plan, avoiding the disadvantages of individual retirement annuity policies. 


Flexibility Through Borrowing. Flexibility can be secured with individual 
policies through the right to borrow on policies to pay premiums in years when 
contributions may be reduced or suspended. But such borrowing could result 
in failure to provide benefits on schedule as they mature, which may affect 
employer-employee relations adversely and perhaps create a problem with the 
Internal Revenue Service in view of its requirement of payment of full employee 
benefits on schedule and no increase in the current unfunded past service liability 
as compared to the initial unfunded past service liability, except if the employer 
has suspended contributions because of demonstrated “business necessity.” 


Cost of Death Benefits. A major criticism of retirement income with insur- 
ance policies is that the provision of vested death benefits generally increases em- 
ployer costs from 60% to 100% as compared with the cost of a pure pensiop 
system that provides no death benefits from employer contributions. Although 
death benefits are desirable, their cost may result in inadequate age and disability 
pensions. 
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Relationship of Death Benefits to Need. An anomaly in the individual re- 
tirement income (with insurance) policy procedure is that death benefits tend to 
change in inverse ratio to the need for them. Under typical plans of this type, no 
death benefits are provided during a waiting period after employees are hired, 
usually 3 to 5 years, after which death benefits of employees who are insurable 
usually amount to about 3 years’ salary. This is the case if a pension of 36% of 
salary is provided with the typical provision for insurance equal to 100 times the 
monthly pension. For typical employees, the coverage increases to a peak of about 
41 years’ salary immediately before retirement, through substituting the cash 
value of the policy as the death benefit when it exceeds the face amount of insur- 
ance. Thus, coverage increases at a time when the employee’s children have 
usually become self-supporting. The coverage drops to about 3.6 years’ salary at 
retirement, and, under the usual 120 months’ certain and for life annuity pro- 
vision, subsequently decreases by 10% each year, until no death benefit coverage 
is provided 10 years after retirement. 

The uninsurable participants in the same plan would receive death benefits 
dependent on their age as well as their years of premium-paying membership in 
the plan. For example, the uninsurable young man aged 30 at entry would accu- 
mulate about one-tenth of a year’s salary each year. Thus it would require about 
10 years of membership to build up 1 year’s salary as his death benefit. An un- 
insurable older man, aged 55, would accumulate close to one-half year’s salary as 
a death benefit per year, so that it would require but 2 years of membership to 
build up 1 year’s salary as his death benefit. 

Advocates of both group annuities and self-administration argue that individual 
policies carrying an insurance element should never be used if the group is large 
enough for some form of group underwriting (25 or 50 employees according to 
the state insurance law and insurance company rules), because of the effect on 
employee relations of denying insurance to those who, for reasons of health, can- 
not be insured under a plan using individual policies. The usual group life insur- 
ance plan on a I-year renewable-term basis offers protection to all employees 
after 3, 6, or 12 months’ service, giving insurance to the younger short-service 
employees who generally have the most acute dependency problems. 


Costly Vesting. There is a tendency toward more complete vesting of bene- 
fits under individual policy plans. This tendency increases the cost. The usual 
practice of turning over the policy to an employee who resigns or is discharged, 
to permit him to continue the insurance, creates the anomaly of giving departing 
employees cash values instead of deferred benefits, defeating the fundamental 
purpose of a pension plan. This situation is not encountered under typical self- 
administered or group annuity plans. Although liberal vesting provisions upon 
severance of employment are desirable, they may give protection at a cost that 
the employer is not able or willing to assume. Under group annuity and self- 
administered plans, the vesting provisions are designed to provide retirement 
benefits for employees with long service who leave the company. In retirement 
income policies, life insurance protection favors earlier and more liberal vesting, 
to enable the departing employee to continue the life insurance. 


Revision of Retirement Income Policy Plans. Disadvantages of retirement 
income policies in pension plans can be partially or wholly eliminated. One way 
is to halt the use of retirement income policies, keeping in force only those 
already purchased. Only part of subsequent employer contributions need then 
be used to pay premiums on the old policies, the remainder of the contributions 
(usually up to the maximum deductible for tax purposes) being placed in a self- 
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administered securities account in the pension trust fund to provide pensions 
either, through self-administration, group annuities, or the purchase of annuities 
at retirement, or to pay premiums in years when other funds are not available. 
Another way is to convert existing retirement income policies for insurable 
employees into ordinary life insurance policies in the same insurance company, 
dated back to the original age and date of issue. Suppose, for example, a pension 
plan is 4 years old, and a $10,000 retirement income policy was issued for an 
employee at age 40 on which four premiums have been paid. This policy would 
require an annual premium of, say, $556, and would have a current cash surrender 
value of $1,496. If this policy were converted into an ordinary life insurance 
policy as of age 40, the annual ordinary life premium would be $309, a reduction 
of $247 in annual premium, and the cash value of the converted ordinary life 
policy would be $539. The insurance company would be asked to refund to the 
trustee the difference between the current cash surrender values of the two 
policies, or $957. This $957 would be deposited in a supplemental self-adminis- 
tered pension trust fund invested in securities such as United States government 
bonds. Thereafter, ordinary life insurance policies would be used for any death 
benefits for new participants and to cover salary increases for old participants, 
and the balance of employer contributions would be held in the self-administered 
account. At retirement, the pension provided for the employee would be obtained 
in part by applying the cash value of the ordinary life insurance policy under its 
annuity settlement option, the balance coming from the self-administered account. 
If desired, the balance of the pension could be purchased from the insurance 
company instead of being paid out of a self-administered fund, so that the entire 
pension would come from one source. Many insurance companies will accept 
the supplemental self-administered payment and issue the balance of the annuity 
at rates guaranteed when the ordinary life insurance is purchased. 
Under this combination of ordinary life insurance and _ self-administration, 
every employee is not only assured his full pension at retirement if contribu- 
- tions are made as contemplated, but it will be possible for the employer to keep 
his costs lower or to provide larger pensions by savings anticipated from less 
liberal severance benefits, since severing employees will receive ordinary life 
insurance policies instead of higher cost retirement income policies. These savings 
ean be increased by reducing the face amount of the ordinary life insurance. Usu- 
ally, retirement income policies have a face amount 100 times the monthly retire- 
ment benefit, which would be equivalent to 3 years’ salary on a 36% pension plan. 
The ordinary life insurance may be reduced to 2 years’ salary or 1 year’s salary, 
there being no need to relate the face amount of ordinary life insurance to the 
pension. 


Cost If Coverage Is Extended. Another objection to individual retirement 
income policies with insurance is that in many cases such policies are originally 
issued under plans with limited coverage, and the cost. may become prohibitive 
when more participants are included. For example, a plan confined to employees 
having at least 5 years of service may have included only 10% of the total num- 
ber of employees originally, but such employees may constitute 40% of the staff 
later. Expansion of coverage may also result from union requests for extension 
to hourly workers of a plan previously confined to salaried employees or those 
earning more than the amount covered by Social Security. Consolidations or 
mergers may bring an influx of new participants. The increase in cost due to 
expansion of coverage is much greater if the plan utilizes individual policies, not 
only because of the tendency to provide costly death benefits, but also because of 
the further tendency to vest these policies in participants upon severance. 
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Relationship of Benefits to Earnings. Another objection to the use of indi- 
vidual policies is that salary increases and decreases can only be made operative 
within the available minimum units of, say, $500 or $1,000 face amount of insur- 
ance, or $5 or $10 a month of pension benefits. Under self-administration or group 
annuities, benefits can be made to follow earnings to a penny. This objection is 
most serious for low-paid groups. 


Simplicity of Administration. An advantage of individual policies is that a 
policy is issued on the life of each participant, and a descriptive certificate describ- 
ing benefits is given him. Upon severance, retirement, or death, the policy is 
usually delivered to the participant or his beneficiary. 


Cost Guarantee. The annual premium cost is guaranteed for the life of each 
individual policy, whereas there is no guarantee as to annuity costs after the first 
5 years under a group annuity contract and the cost of self-administration will 
vary with actual experience. On the other hand, overall higher costs of these 
plans offset the value of the rate guarantee. Furthermore, there is no assurance 
that individual contracts of a particular type will be available in future years 
with the same provisions and rates, which may lead to differences in severance 
benefits, settlement options, and so on, between participants entering the plan in 
different years. 


Liberal Settlement Options. Under individual policies there are usually more 
liberal settlement options than with group annuity financing. For example, the 
joint annuitant option may be elected at any time before retirement, whereas a 
group annuity contract usually bars election of this option within 5 years before 
the retirement date, unless the employee is in good health. 


ADVANTAGES AND DISADVANTAGES OF GROUP PER- 
MANENT RETIREMENT INCOME. Advocates of group permanent re- 
tirement income policy plans claim that they retain the advantages of the 
lifetime rate guarantee offered by individual policies and, at the same time, 
overcome the disadvantages of individual selection on the basis of health and of 
extra loading charges for expenses. But critics argue that group permanent re- 
tirement income plans are subject to most of the objections applicable to indi- 
vidual retirement income policies, particularly the level premium method of 
financing, which does not allow as much flexibility in making contributions as do 
self-administration and group annuity financing. They also point out that the use 
of employer contributions to provide death benefits and more liberal severance 
benefits generally results in a cost increase of some 60% to 100%, as in the case 
of individual retirement income policies. 

Group permanent retirement income contracts generally offer more liberal 
terms concerning the election of optional benefit forms than group annuity under- 
writing. 


ADVANTAGES AND DISADVANTAGES OF COMBINATION 
PLANS. To minimize the disadvantages of the several types of pension financing, 
and to accomplish special objectives, employers sometimes use a combination of 
funding methods. 

An example of a combination plan to keep the initial cost as low as possible 
under plans involving employee contributions for future service benefits is to 
self-administer pensions for past service and to employ group annuity financ- 
ing for future service benefits provided in part out of employee contributions. 

Some of the disadvantages of using individual level premium policies may be 
obviated by accumulating the contributions in a self-administered trust fund 
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until retirement, when individual single-premium immediate annuity contracts 
are purchased. 

Another procedure that is gaining in popularity and bids fair to be used in 
place of retirement income policies is the combination of self-administration 
with ordinary life insurance, Either individual ordinary life policies or group 
permanent ordinary life may be used. Such policies provide part of the pension 
benefits purchased at retirement with the cash values. The balance of the pen- 
sion benefits, in accordance with the plan formula, may be provided by making 
contributions into a self-administered fund. Sometimes, however, the ordinary 
life insurance policy contains a conversion privilege whereby it may be con- 
verted into a policy providing the full annuity specified by the plan, the sum 
needed for conversion being drawn out of the self-administered fund. This plan 
has the contribution flexibility of self-administration before retirement and is 
fully insured after retirement, avoiding the problem of erratic mortality among 
annultants. 

A combination similar to the foregoing is that of deposit-administration group 
annuity combined with group permanent ordinary life insurance. 


Pension Plan Provisions 


ELIGIBILITY FOR MEMBERSHIP. Important provisions bearing on 
this are as follows: 


Full Coverage. The inclusion of all regular employees is highly desirable in 
order completely to solve the retirement problem. Unionized employees will gen- 
erally have a separate pension plan based upon the applicable collective bargain- 
ing agreement. 


Years of Service Requirement. A common eligibility provision restricts par- 
ticipation to employees who have completed a specified period of service. Aside 
from reducing the benefits and the cost, this restriction also eliminates employees 
whose employment is most likely to terminate, thereby reducing record keeping 
and administrative expenses. A usual requirement limits eligibility to employees 
with not less than 1 year of service. The least liberal requirements do not often 
exceed 5 years of employment before an employee becomes eligible for member- 
ship in the plan. If a plan is designed to satisfy the percentage requirement of 
the Internal Revenue Code as to nondiscrimination in coverage, the required 
period of employment as a condition of eligibility may not exceed 5 years. 


Minimum Age Requirement. Participation is sometimes restricted by ex- 
cluding employees who have not reached a specified age. Exclusion of younger 
employees reduces record keeping, and requires contributions over a smaller num- 
ber of years. However, it may defer part of the true cost of the plan until em- 
ployees become eligible and reduce benefits drastically, since retroactive credits 
are not given as a rule. Another reason for a minimum age requirement under 
contributory plans is that young employees may not wish to participate, with re- 
tirement many years in the future. If they become eligible at an older age, they 
are more likely to join the plan, since they will then know that they will remain 
with the employer and retirement security will have assumed greater importance. 
A fairly long service requirement for eligibility gives the same effect. Minimum 
age requirements are more general in insured plans. In self-administered plans, 
there is less purpose in a minimum age requirement unless the objective is to 
reduce the cost by limiting the number of years for which pension credit is given. 
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Maximum Age Limitation. Employees who have reached a stated maximum 
age are sometimes excluded to avoid high initial past service costs and the 
need for contributions that exceed amounts deductible for tax purposes. An 
example is the exclusion of employees over age 65. Such employees are usually 
carried on the payroll as active or retired employees. Another example is the 
use of age 55 as the limit, with age 65 as the normal retirement age. The latter 
rule results in a gap in the plan for 10 years, and in failure to provide for retire- 
ment of older employees who have usually contributed most to the success of the 
business. Provisions of this type are more frequently found in plans using retire- 
ment income policies of insurance companies that require at least ten annual 
premiums under such policies. Advocates of insured financing contend that in 
the long run exclusion of overage employees is not a material point because such 
employees can be pensioned on a current pay-as-you-go basis. But the em- 
ployer is placed at a disadvantage because he is carrying the double load of 
funding his pension plan and paying pensions to overage employees in bad years 
as well as in good, whereas under the self-administered plan he merely has the 
one fund to support on a flexible contributions basis. Also, overage employees 
are obviously better off because managements, stockholders, consolidations, reor- 
ganizations, or depression cycles cannot deprive them of the protection of the 
self-administered fund. 


Effect on Eligibility of Financing Method. Flexibility of employer contri- 
butions without interference with the provision of pensions on schedule is also 
sought through eligibility for membership provisions. Self-administration facili- 
tates the inclusion of employees over the normal retirement age and retired em- 
ployees who are on the pension roll at the time the plan begins. If self-adminis- 
tered financing is not used, the hkelihood of excluding aged employees increases 
in the following order: deposit-administration group annuity, typical deferred 
group annuity (with past service benefits financed on the oldest-first principle), 
level premium retirement income policy (individual policies or group permanent 
contract). 


Salaried Employees Only. Where management decides not to provide coy- 
erage for all employees, it is usual to confine the plan to the salaried groun. 
Some reasons for this are: 


a. In some situations management considers that the union organization of the 
wage earners has or will obtain all that can be allocated to them in the form 
of compensation and other benefits, and hence only the salaried (nonunion) 
employees need be included. Frequently, wage-earners represented by a union 
have a separate pension plan established under the collective bargaining 
agreement. 

b. The executive and higher-ranking members of the personnel upon whom rest 


decisions of policy, and upon whom depends the success of the company, are in 
the salaried group. 


Higher-Paid Employees Only. It has been decided in many cases to limit 
eligibility to employees earning over a specified amount, usually the amount of 
earnings covered by Social Security, because of the lack of Social Security 
benefits on earnings in excess of this limit. 

A factor influencing a decision to exclude lower-paid employees, such as those 
earning less than the amount covered by Social Security benefits, is a require- 
ment of the Internal Revenue Service that the plan provide no more benefit per 
dollar of earnings in excess of the minimum specified than the highest paid of 
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those excluded receive under the Social Security Act, the criterion used being 
150% of the primary insurance benefits. For this reason, pensions provided for 
eligible employees (e.g., those earning more than the amount covered by Social 
Security) may be too low to provide adequate retirement incomes, causing diffi- 
culty in effecting retirements in actual practice. 

Thus, the employer finds that the Social Security Act usually does not solve 
his problem of superannuated or disabled employees covered solely by the Act, 
while his own plan for employees earning more than amounts covered by the 
Act is likewise inadequate. The employer may be asked to keep employees on 
the payroll or to provide them with suitable pensions. 


Interrelationship of Eligibility and Financing. The question of eligibility is 
related to the method of financing and the vested rights to benefits granted em- 
ployees. If an employer wishes to provide benefits only for long-service, higher 
salaried employees, a provision for vested rights may be preferred under which 
title to benefits provided by employer contributions will be vested in those em- 
ployees in the event of severance of employment, contingent only on completion 
of a short period of service or membership in the plan. Or there may be com- 
plete vesting from the outset. Having arrived at this decision, the employer 
could use either a group annuity contract or individual retirement annuities 
(with or without insurance), or the latter’s equivalent under a group permanent 
retirement annuity plan, for each of these insured types of financing allocates 
the employer’s contributions to the specific benefit of each named participant. 
However, if the employer desires a plan for all regular employees so that sur- 
vivors may be entitled to an age or disability pension, and a high future 
turnover is expected, he will generally find that a group annuity contract, self- 
administration, or a combination of these is better. The individual retirement 
income or the group permanent retirement income policy methods of financing 
do not lend themselves to full-coverage, high-turnover types of plans, not only 
because of inflexible contribution and benefit provisions, but because of the high 
cost of the death benefits, vested rights, and surrender charges involved. 

Employers frequently confine their investigations to one type of funding 
method, such as individual retirement income contracts or the practical equiva- 
lent of a group permanent retirement income plan, and as a result have unwit- 
tingly adopted a plan confined to the higher-paid, low-turnover group, such as 
employees earning salaries in excess of the amount covered by Social Security 
who have at least 5 years of service. This “puts the cart before the horse” by 
allowing limitations of the financing method to control eligibility provisions. 


NORMAL RETIREMENT. Certain age provisions are important, as 
follows: 


Age 65 Usual. Most pension plans specify age 65 as the normal retirement 
age. Although the age at which employee efficiency declines to a point making 
retirement desirable varies greatly with individuals, and sometimes depends upon 
the character of employment, there is general agreement that age 65 is typical 
for most employees and that retention in service beyond that age 1s undesirable 
under ordinary circumstances. The Social Security Act, however, permits both 
men and women to retire with reduced benefits at the age of 62. 

A retirement date commonly used is the first of the month following attain- 
ment of age 65. The anniversary date of the plan nearest age 65 is also frequently 
employed, particularly if retirement income policies are used as the financing 


vehicle. 
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Earlier Retirement Age for Women. Some plans specify a lower retirement 
age for women than for men, such as 60 or 55. The number of female employees 
and the nature of the business are determining factors. If adequate benefits are 
provided, this practice may increase the cost of the plan substantially. Women 
will collect pensions over a longer period of time, not only because of their earlier 
retirement but because they commonly live longer. The lack of Federal benefits 
until age 62 is reached is also an influencing factor. This problem is sometimes 
partially met by adjusting the pension paid before and after age 62 to provide a 
constant income including Federal benefits. A smaller pension will be paid women 
employees because they will have fewer years of service for which benefits are 
credited, unless they are accorded special treatment in the benefit formula. Some 
employers do not believe that this is a serious consideration, however, because 
women generally have smaller family obligations than men. 


Staggered Retirement Ages. Instead of excluding older employees from cov- 
erage, some plans require a minimum number of years of membership under 
the plan before retirement, such as 10, so that employees aged 56 at commence- 
ment of the plan retire at age 66, those aged 57 retire at age 67, ete. Such a 
provision frequently is coupled with provision for immediate retirement of 
those who have reached a specified age, such as 70. The treatment of the older 
employees is closely related to the type of funding. This requirement postpones 
the time when the superannuation problem will be solved and the full advantages 
of the plan realized. 


EARLY RETIREMENT. Many plans allow employees to retire at early 
ages, such as within 10 years before the normal retirement date, on reduced 
actuarially equivalent annuities, subject to approval of the employer or the 
pension committee. This enables an employer to retire employees who may be 
disabled or who, for any of a variety of reasons, should be retired before the 
normal retirement date. Pensions provided in case of early retirement are, how- 
ever, usually so low as to be unsatisfactory. For example, a male employee who 
would have been entitled to $100 a month pension if he had worked to age 65 
and retired after 35 years of service might find that his actuarially reduced early 
retirement benefit would be only $33.94 per month at age 55, or $57.45 at age 60. 
These figures apply under a plan providing benefits, expressed as a percentage of 
pay for each year of service, financed entirely by the employer, with annuity 
costs based on the 1937 Standard Annuity Table with 244% interest. A constant 
salary is assumed. The sharp reduction in income if retirement occurs many 
years before the normal retirement date is one reason for the common provision 
restricting early retirement to the 10-year period before the normal retirement 
date. Some plans allow employees who retire before age 65 to select an adjusted 
annuity so that their total income, including Federal primary insurance benefits, 
will be constant both before and after age 65, when the Federal benefit begins. 


DEFERRED RETIREMENT. It is usual to provide that, with the consent 
of the employer, an employee may remain in active service after the normal 
retirement date. Unless properly administered, however, such a provision may 
lead to many late retirements, thereby defeating the basic objectives of the plan. 
To avoid pressure on supervisors and executives by individuals who wish to re- 
main in service, which is particularly apt to occur if the pensions are low in 
relation to final salary at normal retirement age, it is sometimes specified that 
retention after the normal retirement date is permissible only with the year-to- 
year consent of the pension committee or the board of directors. As a rule, 
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no credit for service after the normal retirement date is given in computing 
retirement benefits. To allow such credit would encourage late retirement, 
thereby tending to defeat the purposes of the plan. 

Under insured plans, contributions generally cease and the annuity payments 
begin on the normal retirement date, although some group annuity plans provide 
that any employee who remains in active service after the normal retirement date 
may leave his pension payments with the insurance company at interest to be 
used to purchase additional retirement income when he actually retires. Under 
self-administered plans, the usual practice is to make no pension payments until 
actual retirement. 


PENSION BENEFIT PAYMENTS. Determination of the formula for 
computing pensions payable to employees reaching the normal retirement date 
involves a number of considerations varying with the circumstances and desires 
of each employer. Cost considerations have frequently resulted in pensions so 
low as to cause employees to resist retirement, making the plan ineffective. It is 
obvious that if pensions are too low, so that retirements do not occur, the purposes 
of the plan have not been fulfilled. On the other hand, pensions should not be 
too large because the expense of the plan will then be unduly burdensome. 


Percentage of Pay per Year of Service Formula. Before the Social Security 
Act came into operation, pensions provided under formal plans were generally 
expressed as a uniform percentage of employee earnings for each year of 
credited service. Rates ranged from 1% to 2%. For example, 1% was generally 
used in railroad retirement plans, so that an employee retiring after, say, 35 
years of service received a pension of 35% of earnings, the earnings basis gener- 
ally being the average received during the last 10 years of service. Plans in other 
industries tended to be more generous, particularly if labor costs were a relatively 
lower percentage of total costs. Typical oil company plans, for example, based 
_ pensions on 2% of earnings for each year of credited service. 


Lower Pensions on Earnings Covered by Social Security. Following en- 
actment of the Social Security Act, many plans were revised to reduce pensions 
credited on the amount of annual earnings that were subject to the Act, Plans 
formerly using a 2% factor were generally changed to provide 1% of the amount 
of annual earnings covered by the Act plus 2% of the excess. Plans that had 
uniformly provided 114% of pay per year of service were generally changed to 
provide 34 of 1% of the covered earnings and 112% of the excess for each year of 
credited service. Plans having a breaking point based on a fixed dollar amount, 
which in turn is determined by the amount of annual earnings covered by the 
Social Security Act, must be changed each time the amount covered by Social 
Security is changed if it is the employer’s intention to make the breaking point 
coincide with the Social Security Act. 

It is still fairly common, however, to use a uniform percentage of all earn- 
ings per year of service, with the thought that higher-paid employees are better 
able to take care of their needs after retirement. For example, a number of plans 
financed entirely at employer expense specify pensions amounting to 1% of earn- 
ings per year of service for all participants as a supplement to Social Security 
benefits. 

To provide more uniform total retirement incomes, including Federal benefits, 
some plans grant a rising percentage of pay per year of service up to the 
amount of annual earnings covered by Social Security benefits; for example, using 
$4,800 as the amount of annual earnings covered by Social Security, % of 1% of 
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the first $2,400, plus 1% of the next $2,400, plus 144% of the excess above $4,800. 
A few plans exclude credit on the first $100 of monthly earnings for the same 
reason. These procedures sometimes result in inadequate total retirement incomes 
for lower-paid employees, because they are close to the subsistence level and 
consequently require a higher retirement income relative to earnings. If the plan 
is of the money-purchase type with employer contributions fixed as a percentage 
of employee earnings, the contributions frequently vary with employee earnings 
brackets to make the pensions approximate the desired result when added to the 
Federal benefits. Money-purchase plans are discussed below. 


Social Security Benefits. The Federal old age benefits vary considerably on 
a percentage of pay per year of coverage basis, so that private plans providing a 
uniform percentage of pay on the amount of annual earnings covered by Social 
Security result in total private and government benefits that favor lower-paid 
employees, in whose favor the Federal benefits are weighted. The Federal 
primary insurance benefit payable to a qualified individual is based upon a 
table forming part of the Social Security Act. 

If a retired employee has a wife who is aged 62 or over, a wife’s insurance 
benefit equal to 50% of the employee’s primary insurance benefit (or any larger 
benefit to which the wife may be entitled on account of her own coverage) be- 
comes payable. Since wives of employees retiring at 65 generally average 5 or 6 
years younger, Social Security benefits payable to wives are usually disregarded in 
considering the adequacy of pensions provided under a private plan, as are bene- 
fits payable for dependent children and parents of retired employees. 


Direct Deduction of Social Security Benefits. A number of plans, particu- 
larly those under which employees make no contributions, provide for direct 
deduction of Social Security primary insurance benefits from pensions otherwise 
provided under the plan. Because the tax for such benefits is levied equally on 
employees and employers, however, some plans deduct only one-half of the 
primary insurance benefits. 

The practice of making a direct deduction for government benefits has a num- 
ber of disadvantages. Employees are likely to criticize a procedure under which 
the employer appears to take credit for benefits the employees know are provided 
in part by their contributions and in part perhaps by government subsidy. Dif- 
ficulty will also arise in the event of changes in the government benefit formula. 
Since government benefits depend entirely on the employee’s employment and 
wage history, they cannot be accurately determined until he retires, leading 
to difficulty in accurately computing the cost of the pension credits accumulating 
under the plan. For these reasons, a majority of funded pension plans contain a 
pension formula that does not directly include government benefits as a factor, 
but provides pensions that are payable separate from and in addition to Social 
Security benefits. 


Integration with Federal Benefits. Under some pension plans, lower- 
paid employees are excluded on the premise that the government has taken 
over the problem of providing for retirement of such employees. Sometimes 
a plan excluding employees earning less than the amount covered by Social 
Security has been adopted and announced as constituting merely a first step in 
the development of a comprehensive pension program. If, however, the plan 
provides no pension for these employees, it cannot solve the retirement problem 
realistically (1) because the Federal benefits alone are inadequate for most 
employees and (2) because of the Internal Revenue Service’s position that if 
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pensions are provided only for the higher-paid employees the pensions must 
integrate with the Federal benefits, i.e., pensions based on earnings in excess of 
the amount specified in the plan must be relatively no greater than 150% of the 
Federal primary insurance benefits payable to the highest-paid excluded em- 
ployees. The basis of this requirement is that the Social Security Act provides not 
only a primary insurance benefit payable to the employee but other benefits; the 
total Social Security benefits are calculated to be worth 150% of the primary 
insurance benefit. Rulings issued by the Commissioner of Internal Revenue 
prescribe detailed tests to be used in determining whether the required inte- 
gration exists with respeet to Social Security benefits provided by the Social 
Security Act as amended. 


Earnings Increase to Covered Level. One of the difficulties encountered in 
the operation of plans granting pensions only on the excess of earnings above the 
amount covered by Social Security has been the very low pensions provided for 
long-service employees who enter the plan late in life when their earnings rise 
above that amount. If this occurs after the plan has been established, there is 
generally no provision for the employee’s past service, and his future service 
pension may be quite small. 


Earnings Base. The earnings base to which the pension percentage is to be 
applied is an important consideration. Most of the early, unfunded pension plans 
used the final rate of employee earnings as the basis for computing pensions, 
or an average of the earnings during the final or the highest-paid 5 or 10 
years of service, to avoid impairment of pensions that might be caused by 
earnings decreases that may occur late in life as a result of declining employee 
efficiency. The use of final or final average earnings is desirable to make the 
pensions bear as close a relationship as possible to living standards at retirement. 
However, if final or final average earnings are used, the cost of benefits cannot be 
computed as accurately as if pensions are based on the actual amount earned 
during each year of service (average earnings basis), because any assumed rate of 
final earnings may not be realized in actual practice. For this reason, insurance 
companies generally will not underwrite the cost of pensions based on final or 
final average employee earnings under group annuity contracts, but there are 
many instances of self-administered plans in which pensions are based on final 
earnings or an average of final earnings during the last years of service, the cost 
sometimes being estimated in accordance with an assumed scale of salary increases. 

For purposes of integration with Social Security, it is permissible to use the 5 
consecutive years that will produce the highest average for the employee. Under 
plans that credit pensions on the basis of actual earnings for future service, it is 
common practice to compute past service pensions on the rate of earnings as of 
the date of the plan’s establishment, rather than on past average earnings, be- 
cause past earnings records are not available in suitable form or because of a 
desire to provide pensions related as closely as is feasible to the standard of living 
before retirement. 

If there are employees covered by the plan who are compensated on a fluctuat- 
ing basis, such as salesmen on commission, provision is frequently made for the 
use of an average of past actual earnings over a designated number of years, such 
as 5, 7, or even 10, as a basis for computing past service pensions. If some em- 
ployees are paid on.a piecework or other incentive basis of compensation, it 1s 
common to use an average of their actual earnings over a period of weeks or 
months prior to the establishment of the plan to determine past service pensions. 
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Overtime earnings are generally excluded from the earnings base because such 
earnings are irregular and are not usually considered a proper gauge for deter- 
mining the employee’s standard of living. Bonus payments, although not gen- 
erally included in earnings used for pension computation purposes, have in some 
cases been included if they are fixed in accordance with a predetermined formula. 
Inclusion of discretionary bonus payments may be considered by the Internal 
Revenue Service as introducing the possibility of prohibited discrimination i 
favor of highly compensated employees. 


Past Service Pensions. Past service pensions are frequently credited at a 
lower rate than future service pensions to hold down past service cost, and be- 
cause past service pensions are generally based on employee earnings as of the 
date of establishing the plan rather than on the lower average of past earnings. 
The cost may be further reduced by eliminating credit for past service before a 
stated age, such as 25, 30, or 35, or credit may be eliminated for an initial period 
of service. These restrictions frequently correspond to eligibility requirements for 
coverage by the plan. A pension plan that provides past service credits for all 
prior service of original, but not subsequent, participants will be considered dis- 
criminatory for tax purposes if it contains a minimum age requirement or a 
waiting period of more than one year for subsequent participants. A minimum 
age restriction for eligibility and past service pension computation purposes 
sometimes tends to engender dissatisfaction on the part of younger employees 
who may feel discriminated against by reason of the fact that their first years of 
service are not credited, whereas the first years of service of employees hired at 
older ages are recognized for the purposes of the plan, particularly because it 
often cuts off an important portion of the total benefits that would otherwise be 
payable to long service employees. 


Maximum Pensions. Employers may establish pension ceilings, either by 
hmiting the dollar amount of pensions or limiting the compensation on which 
pensions are credited. The wisdom of maximum pensions is being questioned for 
a number of reasons. The first is that the cost of superannuation strikes heaviest 
if pensions are so small as to discourage retirement by executives. If they do not 
retire, promotions are blocked and younger employees become dissatisfied. Very 
high personal income taxes have made it difficult for higher-paid employees to 
accumulate retirement reserves from savings. The need for adequate pensions 
relative to compensation is, therefore, as vital for top management as for rank- 
and-file employees. A low pension ceiling forces many employers to pay costly dis- 
eretionary supplemental pensions financed on a pay-as-you-go basis. Removal of 
a maximum on pensions usually increases the total cost of the plan by only a 
comparatively small amount. There is a trend away from pension ceilings. 


Minimum Pensions. These have assumed importance as a result of union 
negotiations on pensions. Prior to the pressure imposed by the unions for mini- 
mum pensions, some employers placed a floor under pension benefits so that no 
employee would be expected to retire on a pension of less than $10 or $20 per 
month in addition to Social Security benefits, but many felt that all employees 
should be treated uniformly on the basis of earnings and length of service. Mini- 
mum pensions were quite common in plans using individual policies because of 
the minimum unit requirements of the insurance company. Minimum pensions 
established recently have generally been of the flat-benefit type, ranging from 
$100 per month to $125 per month after 25 or 30 years of service, including 
primary Social Security benefits, with benefits reduced for less years of service at 
retirement than specified. 
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DISABILITY PENSION BENEFITS. Under many plans the only bene- 
fits available for disabled employees are the reduced actuarially equivalent age 
retirement pensions. These benefits are generally too small for an effective total 
and permanent disability pension. The Sucial Security Act provides disability 
benefits equal to the amount a disabled employee would have received as an old 
age pension. But because of the relatively small amount of such Social Security 
pension, some form of supplemental disability benefit is necessary. 

Since Insurance companies will not generally underwrite additional pensions 
for disabled employees except on the basis of annuity costs applicable to em- 
ployees retiring in ordinary health, practically all insured plans provide no sup- 
plemental pensions for totally and permanently disabled employees other than 
the actuarially reduced age pensions. However, it is becoming more frequent 
under self-administered plans to provide pensions for employees who become 
totally and permanently disabled. Usually there is a minimum eligibility period, 
such as 10 or 15 years of service. The benefit is based on a percentage of pay for 
each year of service from the date of employment to the date of disability. In 
addition, some plans provide minimum pensions for disability, such as 25% of pay 
but not more than the pension that would have been accumulated if the employee 
had remained in service to the normal retirement date. As a result of union nego- 
tiations, minimum disability benefits have been included in many plans. This type 
of minimum is usually included in a plan that provides an age retirement mini- 
mum benefit, including Social Security, and the applicable minimum disability 
benefit after age 65 is based upon a recomputation at age 65, using the age retire- 
ment minimum benefit formula. Amounts payable under workmen’s compen- 
sation laws may be deducted from the benefits otherwise payable. Disability 
pensions may be financed out of the general fund established under the plan or a 
separate fund or account may be established for this purpose. It is usual to in- 
clude a specific definition of total and permanent disability. A medical certificate 
stating that the disability is total and likely to be permanent is generally re- 
- quired, and periodic physical examinations are called for. If desired, it is pro- 
vided that adverse disability pension benefit experience will not impair the age 
retirement fund. 


MEDICAL BENEFITS FOR RETIRED EMPLOYEES. Under an 
amendment to the Internal Revenue Code made in 1962, a pension plan may pro- 
vide for the payment of benefits for sickness, accident, hospitalization, and medi- 
eal expenses of retired employees, their spouses, and dependents. Such medical 
benefits are permissible only if they are subordinate to the retirement benefits 
under the plan, the employer’s contributions for such benefits are reasonable and 
ascertainable, and a separate account is maintained for such benefits. The plan 
must provide that on the satisfaction of all liabilities under the plan to provide 
such benefits, any excess shall be returned to the employer. Payment of medical 
benefits under pension plans for retired employees is not taxable. 


BENEFITS FOR SEVERED EMPLOYEES. These provisions involve 
certain questions of vesting and return of contributions such as: 


Vested Benefit Rights. The vesting of title to benefits for employees whose 
service terminates before the qualifications for retirement have been met creates 
problems. For economy or other reasons, some employers provide no vesting of 
benefits financed with employer contributions except upon retirement, including 
approved early retirement and retirement because of total and permanent dis- 
ability. Employees, on the other hand, prefer full vesting of benefits provided by 
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employer contributions on termination of service at any time and for any reason. 
The extent to which vesting is to be provided under the plan is one of the 
major decisions an employer must make. There has been a trend toward provid- 
ing vested pension benefits after some specified period of service. 

The cost of such severance benefits must be considered in the light of the basic 
purpose of the plan and the amount the employer is able and willing to con- 
tribute. The ultimate cost of a liberal vesting provision may result in inadequate 
pensions, since most of the employer’s contributions may be used up to finance 
benefits for employees who leave before they become superannuated or disabled. 
The proportion of the participants who leave before retirement is generally much 
greater than the proportion who remain. The granting of title to employer- 
financed benefits after many years of service is less expensive, since there are 
likely to be fewer terminations after as much as, say, 20 years of service, or after 
20 years of service and attainment of age 50 or 55, although the cost per employee 
is greater than for a short-service employee. 


Vesting of Retirement Income Policies. If retirement income policies are 
used (either individual or group permanent) and vested rights are granted, the 
policies are usually delivered to departing employees who then have all ownership 
rights, including the privilege of surrendering them for their cash value. 


Vesting in the Form of Cash. It is undesirable to allow departing employees 
who have vested rights to receive cash representing the employer contributions 
made for them, in lieu of the retirement benefits to which they would otherwise 
be entitled, except in settlement of very small pension amounts. Such a practice 
defeats the basic purpose of the plan, which is to provide security following re- 
tirement. It may also encourage employees to leave, possibly to enter the service 
of a competitor. Under plans that are self-administered or underwritten by a 
group annuity contract, employees leaving the company before retirement quali- 
fications have been met obtain vested rights only to deferred annuities, beginning 
when they reach the normal retirement date, although the right is sometimes 
given the terminating employee to have his vested annuity begin earlier in an 
actuarially reduced amount. , 


Vesting of Past Service Benefits. Vesting of annuities frequently differs as 
regards annuities for service before and after the date of establishment of the 
plan. A number of years of membership in the plan are sometimes required for 
the vesting of past service annuities, especially under contributory plans, to pre- 
clude employees from joining the plan and leaving shortly thereafter, taking with 
them title to full benefits, financed entirely at employer expense, for their past 
service. 


Return of Employee Contributions. If employee contributions are made 
under the plan, the amount the employee has contributed is returned, usually 
with interest, on termination of employment. In group annuity or self-adminis- 
tered plans, any vested right to benefits financed with employer contributions is 
usually contingent upon the employee not withdrawing his own contributions. 
But most group annuity contracts provide that if the contract is discontinued as 
to further benefit purchases, employees leaving the service thereafter may with- 
draw their own contributions while retaining title to the deferred annuities pro- 
vided by contributions of the employer. 


DEATH BENEFITS. Most self-administered and group annuity plans pro- 
vide little or no death benefits out of employer contributions to a pension plan. 
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Death benefits provided under an employee benefit program are usually in the 
form of supplemental life insurance, such as group term life insurance, group 
permanent ordinary life, or group permanent paid-up life, the latter two types 
providing permanent paid-up insurance protection on termination of employ- 
ment or after retirement; of these kinds of insurance, the most frequent is group 
term life insurance. 

The typical individual retirement income policy with insurance pension plan 
(or the practically equivalent group permanent retirement income with insurance 
plan) provides employees with death benefits financed by employer contributions. 
Such a program usually increases employer costs 60 to 100% as compared to a 
pension plan without death benefits financed with employer contributions. 
Treasury tax regulations require that death benefits under qualified pension plans, 


whether provided by insurance or otherwise, must be incidental to pension bene- 
fits. 


Return of Employee Contributions on Death. If employee contributions 
that are not applied specifically to purchase life insurance are made under a pen- 
sion plan, they are usually returned to the employee’s beneficiary with interest 
if the employee dies before retirement. On death after retirement, the em- 
ployee’s beneficiary normally receives the difference between the amount that 
would have been payable had the employee died immediately before retirement 
and the pension payments he has received after retirement. 

Most. plans allow employees to elect optional annuity forms, such as a re- 
duced actuarially equivalent joint and survivor annuity providing for continu- 
ance of all or a fraction of the employee’s reduced annuity during the lifetime of 
a surviving joint annuitant, or sometimes a larger life annuity with no. benefit 
on death following retirement. 


EMPLOYER CONTRIBUTIONS. Employer contributions may be de- 
_ termined under any one of several deferred annuity accounting methods. 


Self-Administered Plans—Level Percentage of Payroll Method. Under 
self-administered plans, any of several actuariaily acceptable methods of cost 
computation may be used. One frequently employed is the so-called “level per- 
centage of payroll” method, under which the actuary computes the percentage 
of pay that should be contributed. according to sex for each age at entry to pro- 
vide the specified benefits, taking account of future mortality and interest, and 
sometimes also of assumed future increases in employee earnings and rates of 
separation from service. The level percentages of pay determined for each age at 
entry are applied to the payroll distribution of participating employees to arrive 
at an overall percentage of the payroll of participants, which is contributed by 
the employer each year until a revaluation or change in underlying actuarial 
assumptions necessitates revision. This method has at times been employed only 
for future service benefits after the date of establishment of the plan, with 
financing of previous service benefits under the single premium method of 
accounting, 

Another procedure is to compute payroll percentages on the basis of the 
ages at which employees would have entered the plan if it had always been in 
effect. The present value of the future expected payments of the level percentages 
(normal cost) is then subtracted from the present value of all benefits to be pro- 
vided under the plan, to arrive at past service cost. This method often has the 
effect of reducing the normal cost of the plan and increasing the past service 
cost, thereby allowing the employer greater flexibility in meeting the costs. 
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Group Annuity Plans—Single-Premium Deferred Annuity Method. Under 
a typical group annuity plan, the exact amount of annuity commencing at the 
normal retirement date that is credited for each period of service is purchased 
currently. The cost varies according to the sex of the employees and their age 
when the benefits are purchased, under the so-called single-premium method of 
accounting for the cost of deferred annuities. The cost also depends, of course, on 
earnings of the employee. 

If employee contributions are made, the employer contributions cover the 
balance of the periodic single-premium cost of the benefits provided under the 
plan, if the benefit is a percentage of earnings for each year of service. Under this 
method, employer cost per dollar of annuity is much greater for older than for 
younger employees. Advocates of money purchase plans or level payment 
methods of accounting contend that in the event of a period of poor business, 
when few young employees are hired, the cost to the employer of a fixed benefit 
plan based on single-premium accounting will increase as a percentage of payroll 
at a time when it will be most burdensome. On the other hand, it is pomted out 
by advocates of fixed benefit plans and the single-premium method of accounting 
that during such times there are usually substantial withdrawal credits resulting 
from employee terminations that are usually applied to reduce the cost to the 
employer of purchasing benefits for current service, tending to offset any increase 
in employer cost relative to payroll. The level premium method of accounting 
has been used under a few group annuity contracts, but it has not been favored 
by the insurance companies for administrative reasons and a desire to avoid long- 
term cost guarantees. 

Under the usual group annuity contract, past service annuities are also pur- 
chased on a single-premium basis, so that the cost for each employee depends on 
his sex and his age at the time the benefits are purchased. To avoid the possibility 
of receiving large amounts of employer contributions in times when investment 
conditions may be unfavorable to the insurance company, group annuity contracts 
commonly fix the annual past service contribution amount on the basis of the 
number of years over which the employer desires to amortize it, but there is fre- 
quently a provision allowing variation, such as a minimum of % and a maximum 
of 14% or 2 times the stated annual payment. 


Group Annuity Plans—Deposit-Administration Method. An alternative to 
the purchase of deferred annuities under a group annuity contract is the so-called 
group annuity “deposit-administration” method. Available only for larger or- 
ganizations, a deposit fund is maintained under this method with the insurance 
company to provide the sums required to purchase immediate annuities for em- 
ployees when they retire. The amount of the fund and contributions for current 
and past service benefits may be determined by methods similar to those used 
under self-administration. They are usually based upon a level percentage of the 
compensation of all participating employees, estimated as sufficient to purchase 
the benefits when employees retire, with a discount for anticipated mortality and 
interest, and usually with an assumed scale of salary increase and a discount for 
anticipated future terminations from service. The insurance company guaran- 
tees the rate of interest to be paid on funds deposited during the first 5 years of 
the contract and the cost of the annuities to be purchased with such funds when 
employees retire. There may be a limitation on the number of years for which 
the interest rate will be guaranteed. 

The principal advantage of the deposit-administration method is that the em- 
ployer has greater latitude as to the amount of the contributions that may be 
made under the plan from year to year. A surrender charge by the insurance 
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company when employee benefits are canceled because of termination of service 
under the usual contract for the purchase of deferred group annuities is also 
avoided. Another possible advantage is that the employer cost depends on actual 
mortality experience among active employees. If mortality is greater than ex- 
pected by the table used by the insurance company in computing deferred annu- 
Ity premium rates, the cost of the plan is correspondingly lower. On the other 
hand, there is a risk that the opposite may occur. Because there is no guarantee 
by the insurance company that the deposit-administration fund will be sufficient 
to meet the cost of benefits, especially since the insurance company does not 
guarantee the rates applicable to funds deposited after the first 5 contract years, 
most group annuity plans have used the deferred annuity purchase method rather 
than deposit-administration. Because deposit-administration offers greater flex- 
ibility in making employer contributions, it may be used to a greater extent in 
the future. 

A type of deposit-administration contract is the immediate-participation 
guarantee contract. Under this method of funding, the interest rate credited 
on funds deposited varies with the earnings of the insurance company; the em- 
ployer’s contribution also takes into account the actual mortality experience of 
retired employees and actual insurance company expenses. 


Individual Policy Plans. If level-premium individual policies are used to 
provide all of the benefits, the contributions are those required to meet the pre- 
miums as they fall due, reduced by dividends and recoveries such as the cash 
value of policies surrendered on severance of employment. The gross premium 
cost remains constant for each employee once the policy has been issued, except 
that it may rise for employees whose earnings increase by the amount of the 
premium required for new policies taken out to provide benefits with respect to 
earnings increases. In such cases, the cost will rise not only because of the addi- 
tional coverage, but also because of the higher premium payable under policies 
~ issued at older ages. 


Group Permanent Retirement Income Plans. These plans are financed in a 
manner similar to individual policy plans, except that the insurance company 
reserves the right to increase premium rates or change provisions as to new cov- 
erage after the first 5 years of the plan. 


EMPLOYEE CONTRIBUTIONS. Certain questions in connection with 
these are as follows: 


Advisability of Providing for Employee Contributions. There are two 
schools of thought regarding the advisability of requiring employees to contribute 
to the cost of their pensions. Advocates of a contributory plan point out that 
employee contributions make it possible to provide more adequate pensions than 
can be financed if the employer pays the entire cost. Also, if employees con- 
tribute they have a sense of proprietorship in the plan that is not otherwise ob- 
tainable. Advocates of noncontributory plans, on the other hand, point out 
that (1) the contributions of employees frequently do not finance more than 
one-fourth of the benefits provided under the plan; (2) the net gain to the 
employer resulting from employee contributions is not the full amount of the con- 
tributions, but is the amount of those contributions less the tax deduction that 
would be available to the employer if he made the contributions; (3) em- 
ployee contributions are less effective in providing pensions than employer 
contributions because of the usual provision for the return of employee contribu- 
tions on death; (4) if employees contribute they are more likely to demand a 
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voice in the administration of the plan; (5) since it is generally inadvisable to 
require compulsory participation of all eligible employees in a contributory plan, 
especially for employees in service when the plan begins, there is the possibility 
that some eligible employees will not join, thereby creating a retirement problem 
on their account; (6) there is a much greater tendency under contributory plans 
to provide liberal vested rights to the benefits financed with employer contribu- 
tions upon termination of service before retirement, which may absorb a consider- 
able proportion of employer contributions that might otherwise be used to pro- 
vide more adequate pensions under a noncontributory plan for those who survive 
in service to old age or disability; and (7) the Securities and Exchange Com- 
mission has taken the position that registration of contributory, self-admin- 
istered plans is required for disclosure purposes when participation in the plan 
is voluntary. (Registration can be avoided by investing employee contributions 
with an insurance company and employer contributions in a self-administered 
fund. Registration is not required for contributory group annuity plans.) 


Trends in Use of Contributory Plans. Although most earlier pension plans 
in the United States did not require employee contributions, a large proportion 
of those established in the depression of the 30’s were contributory. There has, 
however, in recent years been a noticeable tendency to make pension plans non- 
contributory. 


Ratio of Employee Contributions to Benefits. Under fixed benefit plans of 
the contributory type, there are a great variety of employee contribution for- 
mulas. Under plans providing benefits that vary according to the employee 
earnings brackets to take account of Federal benefits, it is common to use the 
same ratio of employee contributions to benefits throughout. For example, 
employees may contribute 2% of pay for each 1% of benefit, so that under a plan 
providing pensions amounting to 34 of 1% of the first $3,600 of annual earnings 
plus 144% of the excess for each year of service, employees contribute 144% of 
the first $3,600 plus 3% of the excess. There is frequently a greater ratio of 
employee contributions to benefits in the higher earnings brackets, however, 
which may be justified in part because higher-paid employees are generally older 
than the others, making their benefits more costly. Many other ratios of con- 
tributions to benefits are used. 

With the increasing cost of annuities in recent years there has been a tendency 
to use a higher ratio of employee contributions to benefits, and many plans 
specify employee contributions that are equal to as much as three or more times 
the benefits provided as a percentage of pay per year of service. Under money- 
purchase plans, employee contributions are set as a percentage of earnings, some- 
times varying with the earnings brackets which with employer contributions in 
a specified ratio are designed to produce the desired total retirement incomes, 
including Social Security benefits, if insurance company annuity rates (or annu- 
ity values used under a self-administered plan) are not changed. 

It is also possible to provide for voluntary, unmatched employee contribu- 
tions but these, according to a Treasury ruling, may not exceed 10% of com- 
pensation. 


INVESTMENTS. Since a pension plan is designed to provide economic 
security to employees against the major economic hazards of old age or disability 
and sometimes death, some companies consider it advisable to confine investments 
under self-administered plans to securities specified as legal investments for 
insurance companies, savings banks, cr trust funds. Since 1950, however, the 
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investment in common stock of a substantial portion of the assets of a self-ad- 
ministered pension plan has become much more frequent. In the decade of the 
1950's the assets of all private pension funds, as measured by book value, more 
than quadrupled. The most rapid growth was shown by the noninsured cor- 
porate pension funds. At the end of 1961, according to S.E.C. data, the market 
value of the assets of these funds was $39 billion. Of this total, common stock 
made up 50% (as against only 32% in 1956), corporate bonds 36% (as against 
45% in 1956), U.S. government securities 5% (as against 12.5% in 1956), and 
preferred stock and miscellaneous assets the remainder. Reserves of the insured 
pension funds were estimated at over $20 billion, at book value. 

Under insured plans, the contributions are automatically invested in accord- 
ance with the laws of the states in which the insurance company operates. In a 
self-administered plan, the investment powers are laid down in the trust instru- 
ment. If it is desired to invest in employer securities, it is generally advisable to 
restrict investments to senior obligations such as bonds or preferred stock. If 
such investments are made, a full disclosure to the Commissioner of Internal 
Revenue is required to make certain that the plan continues to qualify under 
the Internal Revenue Code, and that, in particular, it continues to operate for 
the exclusive benefit of the employees. Provisions of the Code relating to so- 
called “prohibited transactions” between a tax-exempt employee trust and the 
employer, such as those prohibiting the lending of money to an employee with- 
out adequate security and a reasonable rate of interest, may prevent the acquisi- 
tion by the trust of unsecured debentures of the employer. 


TERMINATION OF PLAN. If the plan is completely self-administered 
it need not necessarily be liquidated and distributed immediately after contribu- 
tions cease. It may go on providing full benefits until the fund is exhausted. Or, 
to assure continued fund solvency, provision may be made to change the bene- 
fits from time to time as indicated by periodic valuations of the benefit abilities 
and the fund assets, the change being made pro rata on the basis provided by 
the plan. It is usual to provide for the liquidation of the fund at a time to be 
determined by the administrative committee or the board of directors of the 
employer. Some plans and trust agreements merely provide that the assets shall 
be liquidated and distributed in a nondiscriminatory manner, as determined by 
the committee. To avoid the possibility of dissatisfaction when the assets are 
distributed, however, detailed provisions concerning distributions among em- 
ployees and pensioners are often included in the trust instrument. In any event, 
upon termination of a pension plan or discontinuance of contributions, the plan 
must provide, for tax purposes, that the rights of all employees to accrued 
benefits shall be nonforfeitable. 


Distribution Formula. If a self-administered plan is terminated and the 
fund liquidated, it is sometimes provided that the assets will be distributed in 
the following order: 

1. For the purchase from an insurance company of full retirement benefits for 

retired participants. 

2. For the purchase of full retirement benefits for participants who have reached 
normal retirement age but have not retired. 

3. For the purchase of retirement benefits for participants who have reached an 
age within a specified number of years of the normal retirement date, upon 
the basis of reserve liabilities at the date of liquidation, using the actuarial 
principles underlying the plan. 

4. For the purchase of retirement benefits for all other participants upon the 
basis of their respective reserve habilities, similarly determined. 
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In the event that assets do not suffice to purchase all of the foregoing, they are 
applied to the purchase of benefits in full for each group in sequence, and to 
purchase reduced benefits in a uniform ratio for the participants included in 
the group for which the remaining assets are insufficient to purchase benefits in 
full. There are many other distribution formulas, some of which give precedence 
only to retired employees or to those eligible for retirement. 

In other cases, no provision is made for payment of pensions following liquida- 
tion of the fund, provision being made for payments in cash based on the reserve 
liabilities for benefits that had been credited under the plan, proportionately 
adjusted if necessary to the proceeds of liquidated fund assets. 

Any surplus remaining after satisfaction of all pension liabilities, contingent 
and fixed, is the result of an overestimate of such liability and may be refunded 
to the employer. 


Termination of Group Annuity Plans. Group annuity contracts usually 
provide that after the contract is discontinued as to further benefit purchases, 
none of the benefits provided by employer contributions can be canceled. There is 
thus complete vesting of all benefits provided with contributions of the em- 
ployer. If employee contributions have been made under the plan, the usual 
provision is to allow those who leave the company’s employ after the termination 
to withdraw their own contributions with interest, without forfeiting the benefits 
provided with employer contributions. 


Termination of Individual Policy Plans. If individual policies are held at the 
time the plan is terminated, the usual provision is to deliver to each participant 
the policies that have been taken out for him, subject to the right of the com- 
mittee or trustee to have the policies endorsed in a manner restricting surrender 
for cash. He may then decide whether to continue the premium payments in 
whole or in part, convert the policy to another type, surrender the policy for its 
available cash value, or take paid-up benefits. 


Early Termination—Tax Penalty. The tax regulations state that if a plan 
is discontinued for reasons other than business necessity within a few years after 
its establishment, tax deductions may be disallowed with respect to the em- 
ployer contributions that have been made under the plan. This is based on the 
view that one of the fundamental requirements for qualification is the perma- 
nency of the plan. This generally applies only to the “open” tax years, usually 
the last three. There should, therefore, be substantial certainty before a plan is 
established that, on the basis of past earnings and future prospects of the busi- 
ness, it will be possible to continue the plan indefinitely. The Internal Revenue 
Service has stated that a reduction of profits or the occurrence of business losses 
will not necessarily be considered a valid reason for the discontinuance of a plan. 
Under Treasury rulings special limitations are applicable to pensions payable to 
higher paid employees if a plan is terminated within the first 10 years of its opera- 
tion. 

It is important to note that suspension of employer contributions may be 
equivalent to termination of a plan with respect to the possibility of retroactive 
tax penalties. It is possible to suspend contributions without penalty if benefits 
under the plan are not affected at any time, and if the unfunded cost at any time 
does not exceed the unfunded past service cost as of the date of establishment 
of the plan. 


PENSION COMMITTEE. Under plans of the completely or partially 
self-administered type, including plans using individual policies, it is desirable 
that there be a committee to supervise and be responsible for administrative 
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detail. The committee is usually appointed by the board of directors. The com- 
mittee usually comprises not less than three nor more than five members who 
may or may not be plan participants or company officials, and is empowered to 
act by a majority vote. Committee members usually serve without compensation 
but are reimbursed for actual expenses, usually by the trust fund but sometimes 
by the employer. The committee lays down regulations for the administration of 
the plan and interprets, construes, corrects, and supplies any omissions in the pro- 
visions of the plan in a manner that does not discriminate in favor of officers, 
shareholders, supervisory or highly paid employees. The committee also adopts 
the actuarial assumptions underlying the plan, determines the contributions to 
be made, directs the trustee to make payments out of the trust fund, and, if the 
plan or trust so provides, passes on trust investments and actions of the trustee. 
It is common to include a provision exempting the committee from liability for 
their acts, individually and severally, except when due to wilful misconduct or 
gross negligence. It is usual to bar a committee member from acting on decisions 
affecting his individual rights under the plan. The committee supplies informa- 
tion and assistance to participants, pensioners, and beneficiaries. 

A committee is not required as a rule for a plan underwritten by means of a 
group annuity contract, since conditions governing the payment of contributions 
and benefits are stated in the contract. Problems that may arise are usually 
settled by discussion between the insurance company and the employer. 


TRUSTEE. All types of pension plans, except those underwritten by a group 
annuity contract, usually require the setting up of a trust. A bank or trust com- 
pany commonly acts as trustee, although an individual or individuals, often 
executives or employees serving without pay, may act. in this capacity. The fol- 
lowing discussion deals with certain provisions regarding the trustee. (See also 
Sec. 6, Corporate Fiduciaries, Trusts, and Agencies.) 


_ Relation of Trust to Plan. There are two schools of thought concerning the 
relation of the plan and trust agreement. Some trustees require that the trust 
agreement be separate and distinct from the plan. In these cases, the trust agree- 
ment is made a part of the plan by reference, but the plan is not made a part of 
the agreement. This is done primarily to protect the trustee from responsibility 
for official notice of plan details. The other school of thought holds that the plan 
and trust agreement should be in one document, thereby providing for all matters 
to be brought officially to the trustee’s attention. Since the trust is irrevocable 
as to contributions made to it, the trustee must be empowered to carry out the 
terms of the plan and the trust.even if the employer is no longer in existence or 
associated with the trust. 


Powers and Duties. The powers and duties of the trustee are described at 
length in the trust agreement. The trustee is given the power to hold, invest, 
and reinvest the fund and fund income, and to perform routine duties connected 
with investments. The power to select investments may be given entirely to the 
trustee, the trustee may make investments subject to the approval of the pension 
committee, or the committee may be given full power to instruct the trustee con- 
cerning investments. Cash is retained in amounts necessary to meet obligations 
under the plan as determined by the trustee or the pension committee. 

If the plan is completely self-administered, the trustee may make bevefit 
payments directly to beneficiaries, or the amounts required may be paid to the 
committee for disbursement as benefit payments. 

If insurance or annuity policies are purchased, the trust instrument specifies 
that the trustee shall be the absolute owner of the policies, and that all of the 
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incidents of ownership shall be exercised by the trustee alone, as directed by the 
committee or as requested by the participants in accordance with the terms of 
the plan. 


Liability. The trustee is generally protected from liability for any fund losses 
not caused by its own gross negligence. 


Resignation or Removal. The trust instrument specifies the manner in which 
the trustee may be removed and replaced, generally after 30 or 60 days following 
notice of action by the board of directors. The trustee is permitted to resign 
after similar notice to the board of directors. 


DISCLOSURE AND BONDING REQUIREMENTS. The Federal 
Welfare and Pension Plans Disclosure Act, which became effective in 1959, 
requires the filing of a description of employee welfare and pension plans 
covering more than 25 employees if interstate commerce is involved. The types 
of welfare benefits as to which a report is required are medical, surgical, or hos- 
pital care or benefits in the case of sickness, accident, disability, death, or un- 
employment. Pension benefits include benefits under insured and uninsured pen- 
sion plans and profit-sharing plans providing retirement benefits. In addition, 
annual financial reports are required to be filed as to welfare and pension plans 
covering 100 or more employees. These descriptions and annual reports are filed 
with the United States Department of Labor; the Secretary of Labor prescribes 
the contents of the required reports and has enforcement powers. The respon- 
sibility for the reports is placed upon the “administrator of the plan,” which is 
either the company providing the benefits or the employee organization that 
provides benefits for its members or the joint board established by a collective 
bargaining agreement. 

In 1962, the Federal statute was amended to require the bonding of adminis- 
trators, officers, and employees who handle plan funds. The bond must be at 
least 10% of the funds handled with a maximum amount of $500,000, subject to 
increase by the Secretary of Labor. 

In addition to Federal statute, a number of-states including New York, Massa- 
chusetts, Connecticut, Washington, and Wisconsin have statutes regulating and 
requiring disclosure of employee welfare plans. Some state statutes have pro- 
visions designed to avoid duplication of reporting. 


“Money Purchase” vs. “Fixed Benefit” Procedure, 
and Variable Annuities 


DEFINITIONS. Benefits are determined under a pension plan by one of 
two methods: 

1. The “fixed benefit” or “definite benefit” method, under which pensions are 
determined as a fixed percentage of employee earnings for each year of credited 
service, or more infrequently as a flat percentage of the earnings of participants or 
a flat amount. The flat percentage basis is associated usually with plans employ- 
ing retirement income policies. 

This fixed benefit method is by far the most popular. If the plan involves em- 
ployee contributions, each employee contributes a stated percentage of earnings 
and the employer pays the balance of the cost of the benefits for current service, 
which varies according to the sex and age of the employees. 

2. The “money purchase” method, under which contributions instead of bene- 
fits are fixed as a percentage of employee earnings, and current service pensions 
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are those that can be purchased with the contributions made at each age. Con- 
sequently, the benefits vary not only with the amounts contributed, but also in 
accordance with the annuity rates applicable at each age. 

Pensions for past service are usually on a fixed benefit basis, being a percentage 
of pay times the years of credited service under either type of plan. 


FIXED BENEFIT PLAN ADVANTAGES. Fixed benefit plans have the 
following advantages: The amount of pension may be readily estimated on the 
basis of assumed employee earnings without reference to annuity costs; lower 
employer contributions are made at the younger ages, which permit larger con- 
tributions for employees nearing retirement; the cost of vesting annuities in 
employees who are most apt to sever employment is lower; the benefit objective 
is not changed because of future changes in basic annuity costs; and pensions 
are more closely related to the final rate of employee earnings. 


MONEY PURCHASE PLAN ADVANTAGES. Money purchase plans 
have the following advantages: Each employee is always aware of the amount 
the employer is contributing for him; employer cost may be a more constant 
percentage of payroll; larger benefits are available for employees retired before 
the normal retirement age because of disability or other reasons than under a fixed 
benefit plan financed on the single-premium basis; and no benefit precedent is 
established that might be difficult to maintain if annuity costs increase. 


GENERAL CONSIDERATIONS. Advocates of fixed benefit plans con- 
tend that money purchase plans have been outmoded by increasing annuity costs 
due to lower interest rates and the greater longevity of employees and pensioners. 
Increased annuity costs reduce pensions below the original objective of a money 
purchase plan, unless contributions are correspondingly increased. Because it 
has usually not been advisable to increase employee contributions under money 
purchase plans, employers in such cases have met higher costs by increasing the 
matching ratio, the employer contributing $1.50, $2, or more, for each $1 of 
employee contributions. It is contended that, if this is to be the experience under 
a money purchase plan, a fixed benefit plan with the employer automatically 
paying the full amount of any cost increase is preferable, since the advantage 
cited in favor of the money purchase procedure that annuity cost increases 
could be shared between employee and employer is more theoretical than prac- 
tical. 

The ease with which the amount of the pension may be estimated under a 
fixed benefit plan is its chief advantage. Money purchase plan advocates contend, 
however, that pensions under such plans can be readily estimated by multiplying 
the amount the employee contributes by a factor taken from a table usually in- 
cluded in such plans. The pension thus estimated, however, does not take account 
of future increases in annuity costs. 

Fixed benefit advocates point out that relatively small pensions are provided 
for the future service of older employees under money purchase plans, and that if 
earnings increase rapidly the pension will not rise proportionately. Furthermore, 
lower future service benefits for older employees make larger past service pensions 
necessary. Money purchase advocates counter that all employees should be 
treated alike from a cost standpoint, and that the higher cost for older employees 
under a fixed benefit plan will cause an employer to hesitate in hiring new em- 
ployees in the middle and older age groups, which is socially undesirable. 

Money purchase plan advocates feel it encourages participation by younger 
employees for whom comparatively small employer contributions are made 
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under fixed benefit procedure. Fixed benefit advocates counter that the money 
purchase arrangement places too much of the employer contributions on the 
younger, high turnover employees, and that vested rights given these younger 
employees are costly, resulting in smaller pensions for the older employees who are 
most likely to constitute a retirement problem. 

Fixed benefit plans have always greatly outnumbered money purchase plans. 
Money purchase procedure is confined almost exclusively to plans toward the 
cost of which employees contribute, and they are mostly of the group annuity 
type. 


VARIABLE ANNUITIES. An increasingly important kind of pension 
plan that may be either of the money purchase type or the fixed benefit type is 
that providing for payment of a variable annuity. Arrangements providing for 
variable benefits have received increasing recognition as a means of keeping pen- 
sion benefits in line with increases in the cost of living. 

An example of a money purchase type of plan involving variable benefits is 
that of the College Retirement Equities Fund. Under this system, the employer 
and employee each contributes a stated percentage of the employee’s salary. 
These contributions are accumulated for the individual employee in either a fixed 
dollar fund or an equity fund and are represented by a number of units in the 
respective funds. The employee may choose to have up to one-half of the con- 
tributions on his behalf placed in the equity fund. The amount of the pension on 
retirement attributable to the employee’s units in the equity fund varies with the 
market value of the units. 

Alternatively, a pension fund that is not a money purchase type may provide 
for payment of variable benefits in the form of a life annuity. Such a plan is 
that providing for the payment of equity annuities to employees of the Long Is- 
land Lighting Company, of New York. The amount in the annuity depends upon 
changes in the value of the portion of the trust fund invested in equities. 

Another type of variable benefit plan is that which pays a pension that is 
keyed to a cost-of-living index, such as that of the United States Labor De- 
partment. A plan of this type is the pension plan of National Airlines. In case 
of such a plan, the investments of the trust include both fixed income investments 
and common stocks on the theory that the value of the trust investments will 
tend to vary with the cost of living (Washington and Rothschild, Compensating 
the Corporate Executive) . 


Profit-Sharing Plans 


IMMEDIATE-DISTRIBUTION PROFIT-SHARING PLANS. An im- 
mediate-distribution profit-sharing plan provides compensation additional to 
take-home pay as a reward for better-than-average performance as measured 
by the profits of the enterprise. None of the shared profits are stored for future 
delivery. The plan is thus essentially a bonus plan dependent upon profits, the 
distributions usually being made annually. 


Objectives. Among reasons for establishing immediate-distribution  profit- 
sharing plans has been a desire to unify the interests of the business and 
employees and instill a “feeling of partnership”; to give employees a stake in 
the private enterprise system; to increase employee initiative and efficiency; to 
eliminate wasteful practices; and to improve employee goodwill and loyalty 
generally. Another reason may be a desire to avoid increases in wage and salary 
rates that would be difficult to remove in times of poor business. 
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Scope and Nature. Immediate-distribution profit-sharing plans may be con- 
fined to one or more employees. The employer may decide who are to receive 
the bonuses and the division of the shared profits. The procedure may be formal 
or entirely discretionary with the employer. In contrast, deferred-distribution 
profit-sharing plans that qualify under the Internal Revenue Code must in- 
clude a nondiscriminatory method of allocation of employer contributions among 
the participants, who must then include a broad class of employees as under 
pension plans, such as all salaried employees or all earning above a stated sum. 
Most deferred-distribution profit-sharing plans include all regular salaried em- 
ployees who have completed a specified period of service. 


Profit-Sharing Formula. The formula to determine the portion of profits to 
be shared under an immediate-distribution profit-sharing plan may be based on 
profits before or after taxes. The percentage used will naturally be lower if it 
is applied to profits before taxes. To assure a fair return to stockholders, many 
plans provide that dividends or earnings on invested capital at a specified rate will 
ve deducted before determining the amount of profits to be divided among em- 
ployees. 


Allocations to Participants. Under an immediate-distribution profit-sharing 
plan it is possible to weight allocations to participants according to length of 
service as well as compensation, although distributions are frequently based 
entirely on compensation only. In many cases, no formal method of allocation is 
specified, distributions being based on individual merit, in the discretion of the 
employer. 


Size of Organization. Many surveys have concluded that profit-sharing 
plans are more effective in promoting employee efficiency in small organizations 
where individual effort has a more direct bearing on profits than in larger enter- 
prises, particularly those engaged in mass production where the individual em- 
ployee can do comparatively little to control the volume of production, and where 
his efforts have but a small effect on the amount he receives under the plan. 


Relation to Basic Compensation. Profit-sharing plans of the immediate- 
distribution type are sometimes established to give compensation increases in 
prosperous times that will automatically lapse during periods of poor business. 
Employees will not usually accept such a basis of compensation unless it is clearly 
a supplement to a competitive wage scale. If good employee relations are to be 
maintained, basic rates of compensation must be paid that are in line with those 
paid by the industry and the community. High personal income taxes have mini- 
mized the attractiveness of profit-sharing cash bonuses to executives. On the 
other hand, it has become a frequent practice for corporations to adopt deferred 
compensation arrangements for executives, providing for payment of a portion 
of each executive’s compensation after retirement. Such arrangements may base 
the amount of deferred compensation upon profits of the corporation during 
employment; the participating executive does not acquire an interest in a fund, 
but instead must look to the contractual obligation of the employer to pay the 
deferred compensation at the times specified in the plan or agreement (Washing- 
ton and Rothschild, Compensating the Corporate Executive). 


Employee Reaction. A profit-sharing plan must provide reasonably large 
returns to individual participants if it is to promote employee goodwill and 
efficiency. Organized labor favors inclusion of all employees, as against provision 
of larger shares for a relatively small group of long service employees. Profit- 
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sharing is likely to be most effective, therefore, in industries where labor cost is a 
low percentage of gross sales, making it possible to make substantial payments to 
individual employees. 

A leading cause of discontinuance of immediate-distribution profit-sharing 
plans has been employee dissatisfaction. The employees become accustomed to 
receiving extra compensation when profits are substantial and gear their living 
standards accordingly; when the extra compensation is reduced or eliminated 
because business is poor, they tend to look upon the reduction as a pay cut. Also, 
dissatisfaction results from delay in making distributions, which may occur as 
much as a year after the profits resulting from employee effort have actually been 
earned. The distribution is commonly made by a single annual payment. Al- 
though employees are likely to be enthusiastic at that time, interest may be lack- 
ing during the remainder of the year. 

It is essential that a continuous educational effort be made to impress em- 
ployees with the principles of the plan so that there will be a minimum of dissatis- 
faction when the profit-sharing distribution is reduced or eliminated. 

The history of immediate-distribution profit-sharing plans reveals no steady 
growth in the movement. More plans are established during periods of pros- 
perity, but there is a high rate of discontinuance in ensuing depressions. Profit- 
sharing plans may be compared to common stocks in that they both appear 
attractive to the majority in boom times and unattractive during depressions. 


Tax Status. Under the immediate-distribution type of profit-sharing plan, 
the amounts received by employees are subject to personal income tax. The 
employer’s profit-sharing contributions are deductible from his taxable income if 
the test of the income tax regulations as to reasonableness of total employee com- 
pensation is met. 


DEFERRED-DISTRIBUTION PROFIT-SHARING PLANS. Such 
plans have a number of objectives and collective bargaining implications. 


Definition. A deferred-distribution profit-sharing plan is one of the kinds of 
qualified plans under the Internal Revenue Code, so that the employer may de- 
duct his contributions from taxable income and no income tax need be paid by 
employee participants until the year when benefits are actually received, and 
the trust itself is exempt from tax. 

Such a deferred-distribution profit-sharing plan may be defined as an arrange- 
ment to share profits with employees under a fixed formula as to allocation of 
employer contributions, the profits shared being accumulated in a trust fund and 
paid out to employees on the happening of specified contingencies, such as the 
completion of a specified number of years of membership in the plan, the attain- 


ment of a certain age, occurrence of disability, severance of employment, or 
death. 


Objectives. Employers may use profit-sharing to finance retirement benefits, 
instead of contributions based on actuarially computed costs or premiums paid 
to an insurance company for pensions credited in relation to employee earnings 
and length of service. Another objective has been the provision of death benefits 
out of credits in the profit-sharing trust fund, sometimes supplemented by the 
purchase of life insurance policies out of each participant’s share. Severance 
benefits also have been a consideration, especially for long service employees. 


Collective Bargaining Implications. A number of large corporations have 
profit-sharing plans covering unionized workers. A notable example is the plan 


PROFIT-SHARING PLANS 19-39 


of American Motors Corporation. If a plan is made applicable to workers repre- 
sented by a union, the terms of the plan are subject to collective bargaining 
(N.L.R.B. vs. Black-Clawson Co., 210 F. 2d 523 [6th Cir. 1954]). 


Deferred-Distribution Profit-Sharing Plans Compared with Pension 
Plans. If an employer can afford both an adequate pension plan and a deferred- 
distribution profit-sharing plan, it may be desirable to adopt both. 

But some employers are unable or unwilling to undertake both types of plans. 
It then becomes,a question of which plan should be established. If the employer 
has employees who constitute a present problem of superannuation or disability, 
a pension plan is needed to provide for them and other employees who will have 
to be retired because of age or disability in the next 15 or 20 years. If the em- 
ployer establishes a deferred-distribution profit-sharing plan, he will still be 
faced with the expense and problem of providing for superannuated and disabled 
employees for many years before profit-sharing can provide adequate benefits for 
them. One reason for this is that the Internal Revenue Service usually does not 
permit a deferred-distribution profit-sharing plan to make adequate provision 
for past service except, perhaps, for the lowest-paid participants, for allocations 
must not discriminate in favor of highly paid employees. This means that allo- 
cations generally cannot be made in accordance with length of service or age, 
since the oldest employees who have served for the longest periods are usually 
paid more than others. Another reason why profit-sharing provides less adequate 
pensions in the early years of a plan is that sums allocated to individual partici- 
pants who remain in service to retirement are distributed in cash or applied to 
buy retirement benefits under a money-purchase procedure, so that the amount 
of the benefit of the participants depends upon their years of membership in 
the plan. As a result, the retirement benefits are relatively small for employees 
who are of advanced age when the plan is established, and who constitute the 
most pressing retirement or disability problem. Under a self-administered pen- 
sion plan, contributions need not be allocated to individual accounts, but the 
whole fund may be used for the sole purpose of providing pensions on a first- 
come-first-served basis for those who actually retire. Assuming the same em- 
ployer contributions as under a pension plan, a deferred-distribution profit-sharing 
plan usually disburses more money for death and severance benefits, leaving less 
for pensions. 

If a substantial part of the amounts allocated to participants are paid out to 
them while they are in active service, little will be left to provide benefits on re- 
tirement because of old age or disability, or in the event of death or severance. 

To illustrate the operation of a profit-sharing plan as compared with a pension 
plan, let us assume a deferred-distribution profit-sharing plan under which 
approximately one-third of the contributions are used for death benefits, since 
provision is usually made for payment to a participant’s beneficiary of his full 
aecount when he dies. Payments to employees leaving the company’s employ 
depend on turnover before retirement and forfeiture provisions, but might absorb 
another one-third of the contributions. Thus, only about one-third of the total 
would be left to provide pensions. 

Even assuming that the amounts allocated to participants are not diminished 
by distributions during their active service but are held intact until retirement, 
the most that can be used to provide retirement benefits are the maximum tax 
deductible contributions of 15% of the compensation of participants for the 
years during which they are members of the plan, together with fund earnings 
and any severance forfeitures that have been apportioned to individual accounts, 
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reduced by amounts that may have been paid for life insurance. The amount 
credited to the individual’s account is applied to provide retirement benefits on a 
money-purchase basis, which means that much more will be provided for young 
than for older entrants, and more will be provided for males than females. 

A pension plan, on the other hand, may utilize all available funds for pen- 
sions. None of the employer contributions need be used for death or severance 
benefits, and the entire fund can be used to pay pensions. In addition, under a 
pension plan the employer may contribute and deduct from his taxable income 
more than 15% of the aggregate compensation of participants if actuarially re- 
quired under the plan. 

On the other hand, there are many instances in which a fixed obligation to 
pay pensions under a pension plan may be considered unwise in spite of permis- 
sible flexibility as to funding. Moreover, a qualified profit-sharing plan, unlike a 
pension plan, may provide for the re-allocation of forfeitures among the re- 
maining participants, and for distributions to participants in case of hardship or 
other events. Profit-sharing plans and pension plans may both provide incidental 
life insurance; there is no tax requirement in the case of profit-sharing plans 
that death benefits (other than life insurance) be merely incidental and, in fact, 
profit-sharing plans usually provide for the payment to a deceased employee’s 
beneficiary of the total amount credited to his account at the time of death. 


Provisions of a Deferred-Distribution Profit-Sharing Plan 


PROFIT-SHARING FORMULA. The Treasury Department formerly 
required, as a condition of qualification, a fixed formula to determine the amount 
of the employer’s contribution. At present, the regulations require only regular 
and substantial contributions. But a fixed formula may still be desirable, both 
to avoid a Treasury contention that a failure to make contributions is a termina- 
tion of the plan and as a matter of employee relations. 

A formula, if used, may simply commit the employer to contribute a specified 
percentage of the profits each year, but it is much more common to provide for 
contributions based on a specified percentage of the profits in excess of (1) a 
flat dollar figure, (2) a percentage of invested capital, or (3) dividend payments 
to stockholders. Special provision may be made for contingency reserves, adjust- 
ments in taxes for previous years, and other items. Under some plans, the profits 
are shared with employees on a progressive scale, so that the larger the profits 
the larger will be the proportion contributed under the profit-sharing plan. 


15% of Compensation Limit. A maximum on annual contributions of 15% of 
the compensation of participating employees is also usually included, because of 
the provision of the tax law limiting deductible contributions under profit- 
sharing plans to that amount. But it is not necessary to restrict contributions to 
15% of the aggregate compensation of participants in any particular year, since 
the law allows larger contributions if less than 15% of the compensation of par- 
ticipants was contributed in previous years. It is provided, however, that the 
additional deduction because of lower contributions in previous years cannot 
exceed 15% of the compensation of covered employees in the later year. It is 
possible, therefore, to contribute and deduct in one year as much as 30% of the 
compensation of participants. Similarly, if a contribution in excess of the 15% 
limit is made in a particular year, the excess may be carried forward for tax 
purposes and used in years in which less than the maximum is contributed. 
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Profit-sharing trust carryovers may be used by the surviving corporation in a 
corporate reorganization. 

If an employer has both a qualified pension plan and a qualified profit-sharing 
plan, the Code provides an overall limitation to the effect that not more than 
25% of compensation of participating employees may be deducted in any one 
year. 


METHOD OF ALLOCATION. For tax approval, a profit-sharing plan 
must contain a specific formula describing the method of allocating the profits 
shared among participating employees. This formula must not discriminate in 
favor of officers, shareholders, supervisory, or highly compensated employees. 

As a practical matter, shares of individual employees often cannot vary with 
length of service, since those with the longest service are generally compensated 
at. higher rates than other employees. Even if such a procedure were nondis- 
criminatory at the outset, it might prove unsafe in later years, since the distribu- 
tion method must be nondiscriminatory for each year of the plan. The simplest 
and safest allocation method, therefore, is to distribute the profits shared in direct 
proportion to the compensation of employees. This makes it impossible to provide 
adequate retirement benefits under a profit-sharing plan except for those retir- 
ing many years after the plan begins. Although it is sometimes possible for an 
employer to secure approval for an allocation formula that takes into account 
the years of past service of lower-paid employees, arranged so that it would not 
favor the higher-paid employees in any year, such a procedure would not provide 
adequate pensions for higher-paid employees or lower-paid employees retiring 
after a short period of membership. 


Actuarially Determined Pensions Not Permitted. It is not possible for a 
tax-qualified profit-sharing plan to provide specific pensions upon an actuarial 
basis, regardless of profits, because the Internal Revenue Code provides that a 
profit-sharing trust does not include “any trust designed to provide benefits upon 
retirement and covering a period of years, if under the plan the amounts to be 
contributed by the employer can be determined actuarially... .” [§ 404 (a) 


(3) (A)]J. 


Basis of Individual Accounts. The plan may establish individual accounts 
in dollars for participating employees with annual apportionment of contribu- 
tions, generally in proportion to employee compensation, and with apportionment 
of fund increments or losses pro rata. Individual accounts are sometimes estab- 
lished in terms of units having an initial stated value, such as $1, which are 
revalued thereafter by dividing total assets held under the plan by the number 
of outstanding units. Annual contributions are then allocated to individual 
accounts in terms of units. The unit method simplifies accounting computations. 

Under a unit formula, the interests of new and old participants should be 
protected from dilution by dividing the amount in the fund, before a new con- 
tribution is made, by the number of units outstanding before the addition of new 
units, to determine the unit value used in apportioning current contributions. 

The Treasury Department requires allocation to the accounts of participants 
under a profit-sharing plan of all of the assets of the trust, at least once a year, 
on the basis of market value. Such allocation includes all realized income and 
forfeitures (if the plan provides for the re-allocation of forfeited accounts). 


ELIGIBILITY FOR MEMBERSHIP. Under the Internal Revenue Code, 
the eligibility provisions of a deferred-distribution profit-sharing plan may not 
discriminate in favor of stockholders or supervisory or highly compensated em- 
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ployees. For this reason, it is common to include all regular employees who have 
completed a specified period of service, usually not more than 5 years. Eligibility 
under profit-sharing is subject to the same considerations as eligibility under 
pension plans, with the exception that employees are not generally excluded 
because of age. Also, to secure tax approval of a profit-sharing plan confined to 
employees earning more than the amount covered by Social Security, 1t must be 
integrated with Social Security benefits, as with a pension plan. 


RETIREMENT. It is usual under deferred-distribution profit-sharing plans 
to provide for normal retirement of employees, generally when they reach age 65. 
If a portion of the fund has been allocated to purchase annuity benefits, these 
generally commence under provisions similar to those of pension plans. Because 
of the absence of any fixed retirement annuity concept such as is usually ap- 
plicable under a pension plan, profit-sharing plans generally do not include pro- 
visions for actuarially equivalent annuities for employees who retire before the 
normal retirement date, as is common under pension plans. If the profit-sharing 
plan uses a group annuity contract, such a provision may be included, however, 
and reduced incomes beginning at earlier ages are available if individual policies 
are employed. 

A profit-sharing plan geared to retirement should contain detailed provisions 
for retirement of employees after the normal retirement date and a provision 
preventing employees who continue to work after the normal retirement age 
from receiving an allocation from the subsequent annual profit-sharing contribu- 
tion of the employer. As has been noted, benefits under a profit-sharing plan are 
not necessarily payable only on retirement but may be payable after a fixed num- 
ber of years or the happening of some event, such as illness, disability, financial 
hardship, termination of employment, or death. The minimum number of years 
during which funds must be accumulated is two. 


AGE PENSION BENEFITS. Retirement benefits payable for life, either 
through the purchase of annuities or a self-administered funded procedure, are 
sometimes absent under profit-sharing plans. Instead, provision is made for a 
lump-sum distribution to retiring employees or a distribution in installments 
over a specified period of years. The absence of provision for benefits payable for 
life may be caused by a desire to have the accumulation paid out in one sum so 
that it will constitute a “capital gain” subject to income tax at a reduced rate. 
Another reason may be the small amounts credited to individual employees who 
retire during the early years of the plan because it is usually impossible to allocate 
contributions on the basis of length of service, which would introduce discrimina- 
tion in favor of the highly compensated older group. After a plan has operated 
successfully for a number of years, however, and amounts credited to participants 
have become substantial, it may be amended to provide for life benefits through 
the purchase of annuities or a self-administered fund. Because adequate account 
cannot usually be taken of past service under a profit-sharing plan, it cannot ful- 
fill the functions of a pension plan for many years after it is established. 

If a plan provides for the distribution of all or a substantial portion of the 
employee’s share in the profit-sharing fund while he is in active service, under 
a provision that allocations will be held for, say, 10 years in the employee’s ac- 
count and then paid out to him over the ensuing 10 years, it is obvious that only 
relatively small sums will be left for retirement benefits. 

If a profit-sharing plan is operated in conjunction with a pension plan, the 
Internal Revenue Service will not permit contributions made under profit-sharing 
to be used as a “feeder” to the pension plan, except that employee contributions 
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to the pension plan may be paid from amounts allocated to their accounts under 
profit-sharing. Amounts so applied then constitute currently taxable income to 
employees. 


Use of Single-Premium Annuities. If retirement benefits are a primary 
objective of profit-sharing, a part or all of the annual contributions may be 
made to purchase single-premium deferred annuities, using either individual or 
group annuity contracts. Although level annual premium annuity policies are 
sometimes used, this is seldom desirable because of the possibility of losses due 
to possible lapse of the policies if future profit-sharing distributions prove in- 
sufficient to pay premiums due. It is possible, however, to provide that if the 
amount in an employee’s account is insufficient to pay an annual premium, he 
shall have the option to contribute a sufficient amount to make up the 
deficiency. 


Use of Ordinary Life Insurance Policies. To avoid the inflexibility of level 
premium annuity contracts, the plan may provide for the purchase of level pre- 
mium ordinary life insurance policies. A portion of each year’s contribution is 
used to pay the annual premium, starting with % or ¥ of the first year’s alloca- 
tion, the remainder being held in the employee’s individual account and invested 
in securities in the profit-sharing trust fund, which may be applied to meet 
premium payments in years when profits are low, to convert the life insurance 
policy to an annuity contract at retirement, or to purchase a supplemental annuity 
at retirement. 


DISABILITY PENSION BENEFITS. Under the usual type of self-ad- 
ministered profit-sharing plan, with distributions on severance of employment, 
death, or retirement, benefits provided in the event of severance because of 
disability are usually the same as those for severance of employment or retire- 
ment, except that any provision for forfeiture on severance is not applicable. The 
disabled participant then receives his full share, either in a lump sum or in 
stipulated installments over a period of time. With a group annuity contract, 
the same provisions for actuarially reduced annuities on early retirement may 
apply as are found in group annuity pension plans. If individual retirement 
income policies are employed, the disabled employee is given the privilege of 
electing one of the options included in the policy, either a cash settlement, a 
reduced annuity, or continuance of premium payments for the life insurance 
protection offered by the policy. Because of the limitation on the tax deductibility 
of employer contributions and requirements as to allocation among participating 
employees, the problem of taking care of employees who become disabled in the 
early years of operation cannot be adequately solved under a profit-sharing plan, 
regardless of how allocations are applied. 


SEVERANCE OF EMPLOYMENT BENEFITS. In contradistinction 
to pension plans, profit-sharing plans frequently provide cash benefits on 
termination of service. Amounts paid to employees in a lump sum in one year, 
representing allocations then credited under profit-sharing plans, are taxable to 
the employee at the favorable long-term capital gain rate. 

It is advisable to provide that a participant shall not have an absolute right 
to receive his share in the fund upon severance of employment or termination 
of the plan, but rather that such right be subject to discretion of the trustee or 
committee as to the time of payment. If the participant is given the choice, he 
may be taxable on the basis of constructive receipt upon the entire amount ulti- 
mately distributable to him, whether or not actually paid in a lump sum. 
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Forfeiture of all or a portion of an employee’s credit is common if his service 
terminates before completion of a specified number of years of service or 
participation in the plan. A graduated scale is often used to determine the 
amount to be paid or forfeited. For example, employees who leave the employ 
of the company may be entitled to 10% of their credit for each year of participa- 
tion in the plan, up to 100% after 10 years. Although a forfeiture provision for 
employees who leave in the early years is justified because it permits the accumu- 
lation of larger benefits for those who stay, it is disadvantageous because it 
detracts from the employer’s effort to secure increased employee cooperation in 
view of the possible forfeit of benefits. 


DEATH BENEFITS. Although death benefits are not absolutely necessary 
under profit-sharing plans, they are logical if one objective of the plan is to stimu- 
late employee cooperation and carry out the profit-sharing concept. Under the 
usual deferred-distribution profit-sharing plan with assets held in a trust fund, 
the accumulated share of an employee who dies is normally paid to a beneficiary 
designated by the employee. If no beneficiary has been designated, or if the 
beneficiary does not survive the employee, provision is usually made for payment 
to the employee’s estate, although some plans, particularly those using group 
annuity financing, specify that in this event payment may be made to the em- 
ployee’s relatives in a listed order of preference. The employee has the right to 
change the beneficiary at any time. 


Death Benefits Under Ordinary Life Insurance Policies. Under a plan 
using ordinary life policies, the administrative committee procures an individual 
or group permanent ordinary life insurance policy for each insurable employee in 
an amount that can be purchased with % or ¥% of the share of the profits allocated 
to the employee in the year the policy is purchased. As a protective measure, the 
annual life insurance premium is usually not greater than an amount equal to 
5% of the employee’s basic compensation, so that in no event will the annual cost 
exceed % of the 15% of compensation allowed as the maximum employer tax 
deductible contributions to the plan. With ordinary life insurance, ownership of 
the policies is vested in the trustee, except that participants may designate 
beneficiaries and modes of settlement. Upon the death of employees under a 
plan that provides death benefits through life insurance, beneficiaries designated 
by the employees and named in the policies receive the benefits directly from the 
insurance company in accordance with the terms of the policy 

If this procedure is followed and life insurance benefits are paid for with a 
portion of the employee’s accumulated share of the profits, the cost of the pure 
life insurance element and the loading charges of the policies will reduce amounts 
available for other contingencies such as severance, disability, or age retirement, 
leaving the cash surrender value of the policies available for these purposes. 

Some ordinary life insurance policies may be converted into an annuity by 
application of amounts in the employee’s individual account, as well as the cash 
value of the ordinary life insurance policy, to this purpose. 


Death Benefits Under Group Annuity Contract. If group annuities carry- 
ing full death benefits are purchased with the employer contributions, they will be 
about 60% of those provided with employer contributions on a no-return-at-death 
basis under a pension plan. This reduction results not only from payments made 
to beneficiaries of those who die before retirement, but also from the purchase of 
full cash refund annuities instead of life annuities providing no return on death 
after retirement. 
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EMPLOYEE CONTRIBUTIONS. If employees are asked to contribute, 
there must be an incentive for them to do so in the form of a minimum annual 
employer payment. Otherwise, there will be little incentive for employees to 
contribute in years when there are no profits to be shared, and they may lose 
interest and withdraw from the plan. In an increasing number of plans, em- 
ployees are asked to contribute under a subsidized savings arrangement, the 
cornpany guaranteeing interest at a fairly high rate and offering the further 
inducement of participation in profits. A provision for voluntary employee 
contributions (permissible up to 10% of compensation according to Treasury 
ruling) may have an attraction to highly compensated employees, since the in- 
come and capital gains attributable to such contributions will accumulate tax-free 
and may eventually be received as part of a lump sum payment, taxable as a 
long-term capital gain. 


INVESTMENTS OF PROFIT-SHARING FUND. If the objective of a 
deferred-distribution profit-sharing plan is to provide basic economic security 
against the hazards of old age, disability, unemployment, or death, it has some- 
times been considered advisable to confine investments to securities legal for 
insurance companies or trust funds. Some employers, however, have felt that 
investment in securities of the employer may be desirable in profit-sharing 
plans (1) to secure a greater return on the fund, or (2) to promote the “partner- 
ship principle” through greater participation in the success of the business. Since 
1950 there has been a marked increase in the use of the employer’s common stock 
as an investment by qualified profit-sharing plans of large corporations listed on 
stock exchanges. Such plans usually involve employee contributions matched to 
a varying extent by employer contributions. Some permit additional voluntary 
contributions by employees. This practice has proved successful for enterprises 
that have been consistently profitable. But since this can only be determined 
“by hindsight,” it may not be advisable to invest a profit-sharing fund in secu- 
rities of a company having cyclical earnings unless a separate and adequate 
pension plan assures economic security. A drastic decline in the value of the 
employer’s. stock may prove unfortunate, especially if it should occur at a time 
when profits as well as employment opportunities are reduced. In this event, not 
only is there insecurity as to the employee’s job, but the employee’s future secu- 
rity is also placed in jeopardy. Stock of closely held companies may not be a 
suitable investment because of the Treasury’s requirement of a fair rate of return 
and unrestricted transferability. 

Full disclosure of investments that are made in employer securities must. be 
made to the Commissioner of Internal Revenue to make certain that the plan 
continues to qualify under the Internal Revenue Code. Obviously, participating 
employees also should be informed concerning such investments. The purchase by 
the trust of bonds or other obligations of the employer may involve a “prohibited 
transaction” entailing the loss of the tax-exempt status of the trust. Such trans- 
actions include, in general, lending money to the employer without adequate 
security and without a reasonable rate of interest. Exceptions apply to unsecured 
debt acquired upon the open market or from an underwriter or the issuer itself 
at prices not less favorable than those paid by persons independent of the issuer. 

If employee contributions are made under the plan, it is even more desirable 
that a conservative investment policy be followed, at least for amounts they 
contribute. The common practice is to use obligations of the United States 
government or life insurance or annuity policies. 

Some plans give employees at least a partial voice in investment. policy. 
Treasury rulings require that if any employees are given the right to have their 


19-46 PENSION AND PROFIT-SHARING PLANS 


interests in the profit-sharing trust invested in earmarked accounts, this right 
must be given to all the participants. 

Advocates of self-administration contend that a profit-sharing plan, by its very 
nature, should be invested only in securities, and no commitment should be 
made for annual premium payments on insurance policies because of uncertainty 
as to profits. 


Individual Policies. An advantage claimed for the use of individual policies 
in a profit-sharing plan is that larger death benefits may thereby be provided in 
the early years of the plan than would be available by merely paying the amount 
accumulated to the credit of employees who die. Because of the fluctuating 
nature of the contributions made under a profit-sharing plan, however, it is 
generally inadvisable to take out insurance policies for employees when the plan 
is first established, unless the business is quite stable and there is assurance of 
steady contributions in future years. It is possible that if insurance policies are 
taken out at the outset, the original participants may receive insurance protection 
whereas later participants may not because of a lack of profits after they become 
eligible. 

Annual premium policies should not be used as the sole investment vehicle 
under a profit-sharing plan because of the fixed yearly premium required. They 
should be used only as a partial investment in conjunction with a fund invested 
in securities. The supplemental investment fund must ordinarily be quite sub- 
stantial because, if little or no profit should be available for the purposes of the 
plan over a period of years, it would become necessary to borrow on policies to 
meet the premium cost, to reduce the amount of the policies, or to allow them to 
lapse. This is almost certain to occur if policies are issued for employees who 
enter the plan a year or two before curtailment or elimination of profit-sharing 
contributions. Combination procedures have been developed, such as investing 
% or % of the first year’s allocation for each employee in an annual premium 
ordinary life insurance or retirement income (with insurance) policy, the re- 
mainder being held in reserve as a cushion to pay premiums in subsequent years. 
Additional policies are then added from time to time when financially feasible. 


Group Annuity Contract. A group annuity contract may be used as an in- 
vestment vehicle for a profit-sharing plan. Each employee’s share of the profits 
is used to purchase a typical single-premium deferred annuity under a master 
group annuity contract. From the viewpoint of the insurance company, it is 
advantageous to underwrite only plans of more stable employers if there is 
reasonable expectation of substantial and continuous profit-sharing contributions. 
One of the larger insurance companies requires that at. least 100 employees be 
covered but may write a contract covering as few as 50 if the initial premium is 
substantial and the prospect for continued payments of premiums is favorable. 
Premiums are payable entirely by the employer up to a maximum of 20% of an 
individual’s salary. A premium of at least $50 for each employee covered must 
be paid in a period of 3 years, a requirement that could not be met if there should 
be a prolonged period of low profits. Special approval of the insurance company 
is required if premiums in any one year exceed $500,000. Annuity premium rates 
are guaranteed only for the usual first 5 years of the contract. 


TERMINATION OF PLAN. A profit-sharing plan usually reserves the 
right to the employer to terminate profit-sharing contributions, whereupon the 
fund continues to operate and distributions are made to employees until it is 
liquidated. Upon termination of a profit-sharing plan or discontinuance of con- 
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tributions, the rights of all employee participants must become fully vested. 
Because of the tax requirements as to allocation of employer contributions 
among all participants, there is no problem of discrimination in favor of highly 
compensated employees, such as exists in the case of a pension plan. A termina- 
tion of a profit-sharing plan or discontinuance of employer contributions without 
a business reason may cause the Internal Revenue Service to question whether 
the plan satisfied the requirements of the Code as to permanency of qualified 
employee plans. 


ADMINISTRATIVE COMMITTEE. An administrative committee is 

needed to operate a profit-sharing plan. This committee, usually of 3 or 5 mem- 
bers, may be appointed by the board of directors, but employee participants 
are sometimes permitted to select one or more of the committee members. In 
some cases members are elected by each of several classes of employees, such as 
salaried employees and wage earners. The fact that a member of the committee 
is also an officer, director, or stockholder of the employer, or a participant, does 
not disqualify him from serving as a committee member, except for decisions 
affecting his own rights under the plan. 
Members of the committee usually act without compensation, but are re- 
imbursed for actual expenses. Reimbursement is usually from the trust fund, 
but in some cases it is made by the employer. The plan usually provides that no 
member of a committee is liable for any act or decision, except his own when 
performed in bad faith. 

The committee decides administrative questions arising under the plan. It 
construes the plan for all parties. Action taken or instructions given by the com- 
mittee must not discriminate in favor of officers, shareholders, or supervisory or 
highly compensated employees. Depending upon arrangements with the trustee, 
the committee may supervise the keeping of employee accounts, including the 
apportionment of employer contributions. The committee may also pass on bene- 
fit payments out of the fund by the trustee or make these payments itself. The 
committee maintains contact with employees, supplying information and assist- 
ance to participants, annuitants, and their beneficiaries. 

If individual policies are used under the plan, the committee arranges for issu- 
ance of policies and their delivery to the trustee with instructions as to premium 
payments. If a group annuity contract is used, the committee has few functions, 
but it is usually necessary, especially if all amounts contributed under the plan 
are not applied to the purchase of benefits under the group annuity contract. 


TRUSTEE. An irrevocable trust must be created for a deferred-distribution 
profit-sharing plan, and a trustee appointed to hold title to and invest the trust 
fund. A bank or trust company may be appointed trustee, or an individual or 
individuals may act in this capacity. 

The powers of a trustee under a deferred-distribution profit-sharing plan are 
cenerally as broad as those granted trustees of pension plans. As under a self- 
administered pension plan and trust, the trustee is empowered to hold, invest, and 
reinvest the fund and income thereon, and to perform all duties incident to in- 
vestment. Under some plans and trust instruments, the trustee keeps records of 
individual accounts and apportions profit-sharing contributions, fund earnings, 
and amounts released by forfeitures. The trustee is generally required to make 
periodic statements concerning the condition of the fund. 


Compensation. The trustee is usually compensated for services, as set forth 
in a separate agreement, except if the trustee is an individual associated with the 
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employer willing to act without pay. Expenses of the trustee are paid either from 
the fund or by the employer. 


Tax Rulings. The trustee should keep itself protected from year to year by 
requesting rulings from the Commissioner of Internal Revenue as to the tax- 
exempt position of the trust. The regulations require an annual information 
return, but the trustee is not required to duplicate the information filed by the 
employer as to the plan. 


Retirement Plans for Self-Employed Individuals 


THE PROBLEM AND THE SOLUTIONS. The Internal Revenue Code, 
prior to its amendment in 1962, provided favorable tax treatment to pension and 
profit-sharing plans only for individuals who had the status of employees. An 
individual engaged in business as a sole proprietor or a partnership might have 
such plans for his or its employees but the employer or the members of the part- 
nership could not be covered since they were not employees. Incorporation en- 
abled the proprietors, as corporate employees, to receive pension and profit-shar- 
ing plan benefits as well as other tax-favored employee benefits. Many self- 
employed, however, namely those engaged in professions, such as lawyers, 
accountants, doctors, dentists, engineers, and architects, could not incorporate 
because of state law requirements that such professions be conducted in unin- 
corporated form. This led to a large number of state statutes permitting some 
or all of the professions to be carried on by professional associations or corpora- 
tions and these statutes opened the way for professional persons to become em- 
ployees for tax purposes. Then, Congress passed H. R. 10, the Self-Employed 
Individuals Tax Retirement Act of 1962, which permits self-employed individ- 
uals to be treated as employees for pension and profit-sharing plan purposes, but 


only within rather narrow limitations and subject to various specific require- 
ments. 


DEFINITION OF SELF-EMPLOYED INDIVIDUALS. The term 
“owner-employee” in this law includes an owner of an unincorporated business 
or one who owns more than 10% of either the capital interest or the profits inter- 
est of a partnership. To be eligible, the person must perform personal services. A 
member of a partnership whose interest falls below 10% is treated as an employee 
rather than an owner-employee. The tax treatment of an owner-employee is less 
favorable than that of his employees in various respects. 


REQUIRED COVERAGE OF PLANS. The requirements as to coverage 
of employees are more stringent than those applicable to other qualified plans. 
In the case of plans that cover owner-employees, all employees must be in- 
cluded if they have been employed for three years or more, excluding only part- 
time and seasonal employees. If a self-employed individual controls another un- 
incorporated business (by means of more than 50% ownership of either the 


capital interest or the profits interest), the plan must also cover the employees of 
that business. 


Vesting Requirements. The plan of a self-employed individual that covers 
his employees must provide for immediate vesting of all contributions made for 
the employees. In this respect, the law is also more stringent than that applicable 
to other qualified plans. This does not mean that if an employee’s employment 
is terminated, he must receive his benefits immediately, but only that his bene- 
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as may not be forfeited. His share of the fund may be held until his retirement 
ate. 


PERMISSIBLE BENEFITS. A plan covering an owner-employee may be 
either a pension or profit-sharing plan. In the case of a profit-sharing plan, there 
must be a formula for determining the amount of the contributions to be made 
for employees other than owner-employees. This tax requirement, although 
formerly made, no longer exists as to other profit-sharing plans. 

In respect of any owner-employees no benefits may be paid prior to age 59%, 
except in case of prior permanent disability or death. In addition, the plan must 
provide for the distribution of the entire interest of an owner-employee in the 
year in which he reaches an age of 70%, except that the plan may provide for 
payment beginning with such age over the joint life expectancy of the owner- 
employee and his wife. In the case of employees and self-employed individuals 
who are not owner-employees the year in which distributions must begin is that 
in which the individual reaches the age of 70% or retires, whichever is later. 

In the case of the death of an owner-employee before receiving distribution 
of his entire interest, the law requires either (1) distribution of his interest to his 
beneficiary within five years or within five years of the death of his wife, if that 
is later; or (2) the purchase of an annuity for his beneficiary within that period. 
If payments have begun at the time of his death, they may continue over the 
joint life expectancy of the owner-employee and his wife. 


PERMISSIBLE INVESTMENTS. Funds of plans covering owner-em- 
ployees may be invested only in the following ways: 

1. By making contributions to a trust of which a bank or trust company is the 
trustee. The owner-employee or some other person may direct the investment of 
the trust fund. 

2. By making contributions to a trust that uses annuity, endowment, or life 
insurance contracts of a life insurance company to fund the benefits under the 
trust, if the life insurance company supplies information annually to the Treas- 
ury Department about trust transactions affecting owner-employees. In case of 
such a trust, the trustee need not be a bank or trust company. 

3. By investing contributions under a custodial arrangement with a bank, but 
only if the contributions are to be invested in “open-end” mutual funds or in 
annuity, endowment, or insurance contracts. 

4. By purchasing nontransferable “face-amount certificates,” issued by com- 
panies registered under the Investment Company Act of 1940. Under these cer- 
tificates, the holder receives at maturity the face amount, in cash or in periodic 
installments. 

5. By purchasing in the name of the employee a special series of United States 
government bonds that are not transferable and not redeemable until the holder 
attains the age of 59% years, becomes disabled, or dies, whichever occurs first. 


TAX STATUS. The chief tax advantage that an owner-employee may 
derive as a participant in a qualified plan is the fact that the earnings on his 
contributions accumulate tax-free until his retirement. Eventually, he will be 
subject to tax as ordinary income on the previously deductible portion of his 
contributions, plus any increment on his share of the trust subject to the hmita- 
tion of the tax mentioned below to lump sum payments. Presumably, however, 
the plan benefits will be paid to him at a time when his other income has been 
reduced, so that the applicable tax rate on the distributions will be less than if the 
tax is paid currently. He can estimate the tax saving from making deductible 
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contributions and having them increase tax-free at an assumed rate prior to retire- 
ment, as against paying a normal income tax on these contributions, accumulating 
the balance after taxes of the amounts that would have been contributed and 
receiving taxable income at the same assumed rate on the balance. If he has 
employees, he must take into account as part of the calculation the cost of 
making comparable contributions on their behalf. In addition, he must consider 
that the funds that go into the retirement plan are tied up and cannot be with- 
drawn for other purposes without incurring the penalties applicable to premature 
distributions. 


Treatment of Lump Sum Payments. The treatment of lump sum payments 
to employees as long-term capital gains, subject to tax at a reduced rate, is 
denied to owner-employees themselves. Instead, in case of a lump sum distribu- 
tion, the tax of an owner-employee is limited by an averaging device to five times 
the increase in tax that would result from including one-fifth of the taxable 
portion of the distribution in his gross income in the year of receipt. This pro- 
vision does not apply to the special retirement plan government bonds previously 
mentioned; the beneficiary is taxable upon their redemption. 


Treatment of Death Benefits. A death benefit paid under a plan that in- 
cludes an owner-employee will generally be subject to tax to the beneficiary to 
the same extent as it would have been to the plan participant. In the case of an 
employee, a $5,000 death benefit exclusion is allowed to the beneficiary for 
income tax purposes; this exclusion is not allowed to the beneficiary of an owner- 
employee. The estate and gift tax exclusions applicable to benefits under qualified 
plans attributable to employer contributions also do not apply to owner-em- 
ployees. 


Limitations As to Contributions and Deductions. If the plan covers em- 
ployees of an owner-employee, the contributions on their behalf must be made on 
the same basis as those made for the owner-employee. The maximum amount 
that may be contributed under a qualified plan for an owner-employee is limited 
to $2,500 or 10% of earned income, whichever is less. This limitation does not 
apply to other employees. Contributions for the self-employed are deductible 
only to the extent of one-half thereof, so that the maximum contribution for an 
owner-employee is $1,250. 

No portion of any contributions for life insurance protection or accident or 
health insurance, whether or not incidental to the plan, may be deducted. 

An exception to the limitation to 10% of earned income is that in which the 
owner-employee purchases an annuity, life insurance, or endowment contract 
providing for the payment of premiums of not more than 10% of his average 
income for the three years prior to the purchase of the contract. In this case, 
payment of the premium does not constitute an excess contribution when his 
earned income in subsequent years falls below this average amount. His deduc- 
tion is, however, limited to 10% of earned income. In no case may the total 
annual premium on all such contracts exceed $2,500. Purchases of bonds under 
United States government bond purchase plans also are not subject to the rules 
as to excess contributions. 

A plan that covers an owner-employee may also permit additional voluntary 
contributions by an owner-employee (as an employee) of another 10% of earned 
income or $2,500, whichever is less, if the plan also covers employees and they 
are given the same right; no deduction is, however, allowable as to such addi- 
tional voluntary contributions, 
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Government and Union Pension Plans 


FEDERAL GOVERNMENT PENSION PROGRAMS. Federal Civil 
Service System. A formal retirement program for Federal Civil Service em- 
ployees was inaugurated in 1920 with contributions by the covered members of 
314% of their pay. Since then the members’ contribution has been increased to 
642% with the Federal government making up the balance necessary to pay 
benefits related to highest five-year salary and length of service. As of mid-1963 
the Federal Civil Service retirement program covered 2,400,000 actively con- 
tributing employee members plus over 150,000 inactive members (not yet 
eligible to draw benefits) plus 425,000 retirees and 175,000 surviving beneficiaries. 
Present member and Federal contributions have not been sufficient to avoid the 
accumulation of a substantial deficit ($20 billion) in the required reserves ac- 
cording to government actuaries. 


Other Federal Programs. The retirement role of the Federal government was 
greatly expanded as a result of the economic depression of the 1930’s and the en- 
suing unemployment. In 1935 the Social Security program—Old Age and Sur- 
vivors and Disability Insurance (O.A.S.D.I.)—was enacted and has been 
greatly extended in scope since. At the present time O.A.8.D.I. has seventy-seven 
million members and fourteen million people are receiving some type of benefit, 
according to the Department of Health, Education and Welfare. 

The Social Security program was immediately followed by special legislation on 
behalf of the depressed railroad industry in the form of the Railroad Retirement 
Act of 1935. Although these programs are also contributory, they are not fully 
funded but proceed on a partial pay-as-you-go basis backed by the substantial 
taxing power of the national government. 

Military pensions have always been noncontributory on a pay-as-you-go 
-basis, disbursed directly from general tax revenues by the Veterans Administra- 
tion. 


Asset Reserves of Federal Programs. As of 1963 asset reserves had been 
accumulated by the three major Federal retirement systems, as follows: 


Hederal? OsAcSiDila:. sammiadiis:. soca sees. $18.3 billion 
Ua S, CivalaServace: Commssionieas spacieteee «secre 12.6 billion 
Railroad Retirement Administration ........... 3.7 billion 


These reserves are all invested in special issues of U. 8. Treasury bonds. 


STATE AND LOCAL PENSION PLANS. State and local pension sys- 
tems, as reported by the U. S. Bureau of the Census, now cover over 5,367,000 
employees plus 740,000 retirees or their beneficiaries. More than half the state 
and local employees are also covered by the Federal social security (O.A.S.D.I.) 
program. These systems, in contrast to collectively bargained industrial pension 
benefits, are created by complex statutes setting forth, in detail, administrative, 
benefit, and investment provisions. Being agencies of the government, they do 
not have to conform to the complex regulations (Section 401) of the Internal 
Revenue Service to secure tax-exemption. 

The investment portfolio of state and local pension systems now aggregates 
$23.3 billion. New York City systems, covering employees, teachers, police, and 
firemen, have now accumulated assets exceeding $3.5 billion that are under 
the direct control and management of the City Comptroller. 
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Administration of State and Local Plans. In general, they are administered 
by a board of trustees, some appointed by the governor or mayor and others 
elected by employee groups and administered by an executive secretary and his 
staff. The board of trustees determine, within the ambit of the governing statute, 
administrative policy, whereas the detail work is carried out by the executive 
secretary and his staff. Sometimes the administration or investment of the pension 
assets is under the direct control of the chief fiscal officer of the state or mu- 
nicipality. 

Although these pension funds are the fiduciary responsibility of the trustees or 
other statutorily designated officers, many trustees and officers seek professional 
guidance from the financial community in the form of advice from investment 
counselors, banks, trust companies, or others. 

Municipal funds are never trusteed with banks in the sense that. industrial 
plan pension assets may be and seldom are carried with insurance companies. 

Contributions are usually joint with a recent tendency for the municipality to 
contribute a larger proportion to ease the immediate tax burden of the em- 
ployee. 


Investment Restrictions. Accumulated pension assets must be invested 
strictly in accordance with statutory standards. In times past these investment 
provisions have been quite restrictive and limited to the same type of securities 
as were deemed appropriate for the investment of surplus tax receipts or sink- 
ing funds. With their growing size an awareness arose that these pension funds, 
although a public trust carrying the highest degree of fiduciary obligation, did 
not have the same investment characteristics as short-term state or city treasury 
monies. Because of the long-term nature of these funds, investment yield, as well 
as safety, becomes a major concern. The importance of earnings on these accu- 
mulations is forcefully illustrated by the fact that an increase in the effective 
yield of pension assets of 1%, will, because of the working of compound interest, 
reduce pension costs by about 20%. Investment to secure high earnings, consist- 
ent with prudence, then becomes important. 


Current Investment Practice. Many enabling acts have been amended during 
the past decade to provide more investment freedom, greater diversification, and 
higher yields. Many statutes now permit investment in corporate bonds and real 
estate mortgages with a lesser number authorizing investment in common stock. 
Overall changes in portfolio composition, however, take time to accomplish. 

As reported by the U.S. Bureau of the Census, pension fund assets were invested 
as follows as of the close of 1962: 


Amount 
Assets (in millions) Per cent 
I. Government Securities 
een. ht fractaecncachigck eave: Sistas Speak aaa Pee $ 6,112 26.3% 
Own. szovernment 37 6cn Bacisyarhe ack Gici ae eee 2,503 10.8 
OtherJstatevang: localiga cnr cr meser ant ORES IE A SRN 1,545 6.7 
II. Nongovernmental Securities 
Corporate bondse tienes. ete the eee ote ee ee 9,523 41.0 
Corporate ‘stocks re, AUN ert OSTEO ay ea. 694 3.0 
Real ‘estate and mortgages’ +... Je ee 2,053 8.3 
Isvdnstto members: awe iavol. deemeahete heated 8 iY 
Miscellanéotis? . aisarcalicees-cnetprmceeamatets eee 569 2:5 
Gash antl. deposits ie eviy temeiecucns:. chante emer 287 ke 
IIY.. Total... cc00s eee) wa Ot, to. tere . $23,294 100.0% 
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This portfolio distribution is, of course, heavily weighted by past restrictive 
investment statutes and policies and does not give a correct picture of present 
investment policies. During 1962 state and municipal pension funds had a net 
increase in assets of $2.4 billion that was invested by the trustees as follows: 


Amount 
Assets Gin millions) Per Cent 
I. Government Securities 
JOGO IES oe ahh cups ciety aa aoe Sao Oe Tene ee $ 122 5.0% 
Ownygovernmentt. 4. os. facet ee ee hi eck soe ee (184) (76) 
Otherstateandilocala.gea: ame e nese Ae e Sole + (171) (7A) 
II. Nongovernmental Securities 
Corporate Moon Sumter eee Gone ee. anc On te 2,055 85.0 
GOL DOLMICE SLOCKS Uy east aan coe eae en eens Save 211 8.7 
Realzestatesandemorteages esp ae in Gene oe enc: «25s: 334 13.8 
Miscellane usta cem een eaten ne Sty kee eon bee ener ea 34 14 
Cashvand deposits (met changes) senna... o--sccss- soe 18 8 
LED el ota See Oee, Bai ON ss Rc eee ee ee $2,419 100.0% 


UNION PLANS. True union pension funds are few in number and aggregate 
less than a billion dollars of assets in contrast to the $40 billion of corporate 
trusteed funds plus an additional $18 billion of assets in the form of reserves 
with insurance companies. 

In general, union funds are most conservatively managed with a high con- 
centration in Federal securities and Federal guaranteed or insured mortgages. 

Many industrial funds have joint employer and employee boards of trustees 
and are governed by Section 302 of the Labor Management Act of 1947 (Taft- 
Hartley) and the Federal Welfare and Pension Plans Disclosure Act (see p. 34). 

Union plans have the limitation that contributions by members are made 
after the payment of income taxes on wages received. Increased benefits must 
-come directly from increased contributions by the union member. In contrast 
with industrial plans benefits can be bargained for and charged against the gen- 
eral corporate earning power. 
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CORPORATE EXPANSION, COMBINATION 
AND COOPERATION 


Business Expansion 


PATTERN OF EXPANSION. Business organization in the United States 
has been characterized by the development of large corporations that control a 
substantial proportion of business wealth. Large corporations and corporate 
groups have come into existence as a consequence of two basic patterns of expan- 
sion: (1) internal growth, and (2) combination. This section is concerned with a 
discussion of the various methods utilized in effecting business combinations. 


MOTIVES FOR EXPANSION. Whether a business expands or not will 
depend on the policies of its management as well as the opportunities it may 
have for extending its operations. From deliberate choice the management may 
prefer to keep within its present scale of operations. Many small concerns have 
elected to remain small and are not interested in expansion or combination. 

However, numerous business concerns have found it difficult to stand still and 
yet hold their own with competitors. They have been forced either to expand or 
to sell out to larger concerns. In order to secure a larger sales volume so as to 

improve utilization of plant facilities and reduce costs, expansion of marketing 

territory becomes necessary. Similarly, a business may find it necessary to 
integrate more fully its operations or add to its line of products so as to reduce 
unit costs to the level of competitors’ costs. Rising costs tend to force expansion 
to secure the offsetting economies of large-scale operation. A high level of busi- 
ness activity places a premium on the enlargement of capacity. Personnel con- 
siderations may stimulate expansion, for a capable management of a smaller 
concern may want to improve opportunities of key employees to secure larger 
incomes through expansion of the business, and if such a policy is not adopted 
those individuals may leave for jobs in a larger and more aggressive business. 
Every business, to remain successful, may have to formulate an expansion 
policy and be ready to seize opportunities to grow when presented. 

Management may make poor decisions in day-to-day operations, but proper 
decisions as to the wisdom of expanding may readily offset, these mistakes. On 
the other hand, efficiency in routine operations cannot compensate for one 
erroneous major decision as to increasing the size of the business when economic 
conditions do not justify expansion, or the failure to expand when changing 
economic or competitive conditions make this necessary. 


Summary of Key Motives. Some of the more important motives for expan- 
sion are: 


1. To maintain the concern’s relative position in an industry. 
2. To reduce production costs through larger-scale operations. 
3. To reduce costs of distribution, 
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4. To take advantage of greater technical skill, research facilities, and better 

credit of larger companies. 

To reduce or eliminate destructive competition and price-cutting. 

To obtain tax savings through absorption of other companies. 

. To broaden markets or to stabilize the business by adding offsetting products. 

To extend management, engineering, and financial advantages through diversi- 

fication. 

9. To facilitate a “sell-out” of close corporations through combination and public 

financing. 

10. To enable embarrassed companies to carry on through combination with 
stronger and better managed companies. 

11. To provide opportunities for public sales of securities. 

12. To satisfy the desire of executives to expand. 


CON OH 


In general, these motives reflect the desire to increase the profits of the busi- 
ness, or at least to conserve or stabilize profits. From an economic viewpoint, 
expansion can be on a sound basis only if the rate of return on the additional 
capital investment is at least equal to that obtaimable from investment in com- 
parable business enterprises. 


DEVELOPMENT OF A SOUND EXPANSION POLICY. Whether 
expansion will be carried on by internal growth or combination will be deter- 
mined largely by the financial position of the company, transportation costs, the 
most economic size of producing unit, location of markets, the extent to which 
the territory is already well served by existing units, and opportunities for acqui- 
sition of desired facilities. To some degree the pattern that business expansion 
takes may be simply a matter of accident or sudden opportunity rather than the 
result of carefully balanced judgment. Regardless of the pattern, every well- 
managed corporation must develop a sound expansion policy. Such a policy 
should embrace the following objectives: 


Improve existing products. 

Improve and expand distribution facilities. 

Increase service to consumers. 

Widen uses for products. 

. Develop new products. 

Conduct research on possible future demands. 

. Discover and study combination opportunities. 

. Conduct research and make evaluations of new inventions, processes, etc. 
Promote development of new markets. 

. Effect a full utilization of manufacturing capacity. 


SOON O TR WN 
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Direction of Expansion. Irrespective of whether expansion is primarily 
“external” or “internal,” there are five main approaches to expansion: (1) 
horizontal, (2) vertical, (3) circular, (4) research, and (5) diversification. 

Horizontal expansion takes place at the same stage of the economic process. 
Thus, a combination of manufacturers of the same line of products, or of jobbers, 
constitutes horizontal expansion. 

Vertical expansion involves integration of two or more successive stages in 
the economic process from raw material production. to sale of the finished prod- 
uct. The United States Steel Corp. is an example of vertical expansion. Through 
its subsidiaries, it is engaged in mining, processing, transportation, manufactur- 
ing, and distribution. 

Circular expansion involves the addition of units that produce different 
products that can be distributed through the same channels. An outstanding ex- 
ample is General Foods, which combines manufacturers of various products sold 
through grocers. 
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A leading example of expansion built around research is E. I. du Pont de 
Nemours & Co., Inc., which expands in almost any direction its research labora- 
tories’ findings point to. 

Corporations that expand through diversification, such as Textron or General 
Dynamics, act on the principle that even totally unrelated businesses may be 
operated more successfully through centralized management and control. j 


FACTORS DETERMINING NEED OF FINANCING. The need of 

financing 3n expansion depends upon the amount of cash derived from deprecia- 
tion, retained earnings, and surplus working capital in relation to the new capital 
required. If public financing is practical, or combinations can be effected by 
aaa of stock, there is added incentive to expand aggressively as opportunity 
offers. 
In the railroad, public utility, and other heavy industries, if a heavy plant 
investment is required and the rate of earnings on capital investment is relatively 
low, expansion almost always results in financing. In the manufacture of alumi- 
num a large supply of cheap electrical power is needed, so that a heavy invest- 
ment in hydroelectric properties has been necessary. 


EXPANSION AND WORKING CAPITAL NEEDS. If expansion is 
the result of growing demand for a company’s products, working capital 
needs usually expand at the same or a declining ratio to sales. Distributing 
facilities and warehouse inventories may be used to handle a larger volume up to 
a point. Horizontal expansion through combining with other companies operating 
in the same field and in overlapping territories may result in a decline in working 
capital needs in relation to sales. On the other hand, in vertical integration 
working capital requirements expand at an increasing ratio to sales. This is most 
clearly demonstrated when a distributing company takes over a manufacturing 
concern supplying it with goods, or when a plant is built to supply goods formerly 
_ bought in the open market. Under such conditions, sales may not expand at all, 
although working capital may have to be increased not only to provide inven- 
tories of raw material and goods in process, but also to provide a reserve against 
the risk of loss through the necessity of carrying these larger inventories over a 
longer period of time. Risks are substantial in industries if raw material cost is 
large in proportion to total costs and if prices of materials are subject to wide 
changes, as in cotton goods manufacture, sugar refining, and meat packing. 


INTERNAL EXPANSION. The more important advantages of expand- 
ing internally rather than by acquisition of other enterprises are that it tends to: 


Avoid liability to minority stockholders or creditors of acquired companies. 
Avoid need for obtaining stockholders’ consent to combinations. 

Avoid valuation problems. 

Avoid alterations to make new facilities suitable. 

Embody latest advances in newly built facilities. 

Forestall construction of like plant by competitor. 

. Take advantage of low-cost sources of raw material, power, and labor supply. 
Entrench the company as a low-cost producer in its industry. 


BOSS CR LES I) 


On the other hand, there may be certain disadvantages. If new plant con- 
struction is not paid for out of internally generated working capital, new financ- 
ing will be necessary. Moreover, construction is a comparatively prolonged 
process, and meanwhile there is not only a loss of return on capital tied up but 
also the possibility of rival concerns obtaining certain competitive advantages. 
Furthermore, time and money are required to place a new plant in operation. 


20-4 CORPORATE EXPANSION, COMBINATION, AND COOPERATION 


Personnel must be engaged and trained, and other expenses incurred before 
actual commencement of operations. If a new line of business is being entered, 
advertising and other expenditures must be made to develop the market and 
establish goodwill in the trade. Lastly, additional working capital must be ob- 
tained to support additional inventories and receivables. 


Expansion by Combination 


DEFINITIONS. Expansion by combination takes a variety of forms. In- 
stead of constructing a new plant, a concern may acquire one by purchase or 
merger. It may lease quarters, thus dispensing with the necessity of building 
for itself. 

The generic term “combination” covers all the faeahodd whereby two or more 
existing businesses may gain some of the advantages of joint ownership 
through various forms of intercorporate relations. 

The chief types of intercorporate relations, each of which is discussed else- 
‘where in this section, are: 


1. Purchase of all or part of the assets of another concern. 

2. Consolidation, or the fusion of two or more existing corporations into a newly 
organized corporation. 

3. Merger, or the absorption of one or more existing businesses by an eunune 
corporation. 

4. The lease of the assets and business of another concern. 

5, Holding company, or the purchase by one corporation of a controlling stock 
interest In one or more other corporations. 

6. Community of interest, or the joint control of separate corporations by means 
of common ownership of stock by a small number of persons. Similarly, two 
or more corporations may own one another’s stock, and the resulting harmony 
of interest may be made even more effective by interlocking directorates. 

7. Cartels, consisting of contractual agreements among concerns in the same field 
of business to divide the market and limit competition among themselves. 
These are generally illegal except in the export field. 

8. Trade associations, in so far as they cooperate to study accounting problems, 
labor relations, government relations, price policies, and other matters of com- 
mon interest. 

9. Voluntary chains, consisting of a large number of retail units that contract 
with a central organization to provide the benefits of pooled purchasing and 
unified management. 

10. Use of jointly owned facilities or jointly owned subsidiaries by two or more 
concerns. 


11, Long-term contracts whereby one concern buys all or most of the output of 
another. 


It should be observed that types 6 through 11 above are types of intercorpo- 
rate relations that involve no formal combination of the enterprises involved. 
But they have been utilized for many of the same reasons that combinations have 


been employed. Moreover, they may be forerunners of combination at a later 
date. 


ADVANTAGES OF COMBINATIONS. Expansion by combination has 
certain advantages as well as disadvantages, compared with internal expansion. 
Combination requires no cash if it can be effected through exchange of securities. 
No time is lost in having additional plant capacity in operation. There is less 
risk because past operating results are known. If an entire business is acquired, 
the buying corporation comes into possession of goodwill also. Combinations do 
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not increase the productive capacity of an industry, and therefore do not lead 
to excessive capacity and disturbed markets. Moreover, combinations offer an 
opportunity of acquiring valuable managerial skill, new customers, new processes, 
and additional working capital, as well as additional plant facilities. 

In recent years, new factors have stimulated business combinations. The desire 
to achieve capital gains and other tax advantages through the purchase and sale 
of whole businesses is one of these. 


Increase of Profits. The ultimate economic motive for business combina- 
tion 1s to crease or stabilize profits. This may be achieved by: 


1, An increase in sales volume. 
2. Higher or more stable prices. 
3. A reduction in expenses. 


Economies sought by combination include the following: 


Buying 
Assured and steady supply of materials. 
Unification of buying departments and staffs. 
Bulk purchases. 
Greater opportunity for comparison and selection. 
Cheaper credit and better discounts. 
Standardization of materials. 
Manufacture 
Standardization and improvement of product. 
Specialization of plants and labor. 
Improvements in plant. 
Use of by-products. 
Equalized distribution of work. 
Selling and Distribution 
Transportation economies. 
Unification of selling departments and staffs. 
Extension of export trade. 
Collective advertising and promotion. 
Lower costs of distribution through direct selling. 
Research 
Interchange of data and experience. 
Standardization and interchange of costings. 
Collection and dissemination of trade statistics. 
Promotion of scientific and technical research. 
Tax research and study. 
General 
Lower management costs. 
Lower financing costs. 
Better labor relations with qualified personnel men. 
Possible tax savings through deductible loss carryovers. 


Potential Difficulties. Economies are not always realized from combinations 
as expected. Even when realized, a considerable expenditure of additional funds 
may be required. Plants may have to be altered at considerable expense before 
full coordination of operations is achieved. It is not always possible to reduce 
the personnel immediately. If the sales force is reduced, a loss of business may 
result. In any event it can hardly be expected that the entire trade of the 
acquired business can be retained, except when the acquisition is consummated 
in such a manner that the public does not become aware of the change. 

Unless the businesses combined naturally complement each other, the time 
and money expended in coordination and physical consolidation of production 
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and marketing facilities may result in a permanent increase in the unit cost of 
production. Another factor of potential weakness is that many business combina- 
tions are put together at the top of the business cycle when earnings are high and 

values inflated with the consequence that the combination may result in an over- 
capitalized and weak financial strucure. Finally, properties may be added too 
quickly to allow for proper coordination and control. Hence, it is easy to under- 
stand why expected savings or higher earnings may not materialize. 


FEDERAL ANTITRUST LEGISLATION. Aside from state laws and 
possible opposition from dissenting stockholders, the principal legal obstacles 
that may be involved in business combinations are the Federal antitrust laws, 
notably the Sherman Act and the Clayton Act. The former, enacted in 1890, 
declared illegal monopolies and combinations in restraint of trade. The Clayton 
Act, as originally passed in 1914, prohibited, among other things, the acquisition 
by one corporation of the stock of another where the effect “may be substantially 
to lessen competition.” The law was broadened by an amendment in 1950 that 
also included acquisition of assets, as distinguished from stock, among the pro- 
hibited actions. Most of the antitrust cases in recent years arising out of business 
combinations have been instituted under the Clayton Act, either by the Depart- 
ment of Justice or the Federal Trade Commission. 

Since the 1950 amendment, enforcement of the law has been considerably in- 
tensified and broadened (see Arthur H. Dean, Some Significant Aspects of the 
Law Concerning Mergers, in American Management Association, Corporate 
Mergers and Acquisitions). Moreover, uncertainty as to the attitude that may be 
taken by the Department of Justice, the F.T.C. and the courts and the fear of 
being involved in protracted antitrust proceedings have at times tended to deter 
mergers. 


PLANNING FOR FUTURE COMBINATIONS. If a corporation is 
contemplating expansion through combination, the following preparatory meas- 
ures are desirable: 

1. The management should assure its control, for opposition may develop 
that could use the combination proposal as a reason for changing the manage- 
ment. Also, the management will want to protect its control from undue dilution 
as a result of the exchanges of securities in the combination. 

2. The stronger its current financial position, the better the bargaining posi- 
tion of a corporation negotiating a combination. Cash may be required in sub- 
stantial amounts to pay off dissenters. Dependence on borrowing to provide the 
cash needs of the combination may prove a boomerang should the enlarged con- 
cern enter a period of declining sales and earnings that would give rise to difficulty 
in meeting interest and principal on the indebtedness. 

3. The investment status of the common stock should be built up, as this 
will inevitably assure a superior bargaining position in formulating the terms of 
exchange of shares. 

4. An investment banking connection is helpful in assuring strong financial 
sponsorship of the combination and any underwriting that may be required. 

5. A strong competitive position in the industry gives a company a better 
bargaining position in the negotiation. If a company has established an outstand- 
ing name for itself in the eyes of the public, its customers, and the trade, the good- 
will element should weigh heavily in its favor in the terms reached for the ex- 
change of securities. 

6. If possible, a combination should be put through in the earlier part of an 
upswing of the business cycle, so as to get the benefits of improving business 
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conditions. However, many combinations are put through near the top of the 
cycle, So that often the result is overcapitalization. Adequate preparations for a 
combination program will enable management to time its actions properly. 


CONSIDERATIONS IN SELECTING THE FORM OF BUSINESS 
COMBINATION. In choosing among the various methods of combination, 
management should weigh certain factors with relation to the goals. Primary 
considerations in the selection of the form of business combination are: ; 


Ease of Effecting the Combination. Certain types of business combinations 
are easier to effect than others. Thus, in many states it is easier to effect. the 
combination through purchase of assets than by means of merger. For example, 
the Delaware law specifies that a majority vote of the stockholders of the selling 
corporation is all: that is necessary to effect such a combination, whereas if the 
merger or consolidation device is used a two-thirds vote of the stockholders of 
each of the constituent corporations is required. Similarly, the extent to which 
dissenters may cause trouble will influence the type of combination selected. 


Ease of Financing. The size of the capital outlay necessary to effect combi- 
nation by means of the various methods will often greatly influence the particular 
method chosen. Thus, at times the holding company device may be most feasible 
because of the possibility of buying a controlling stock interest mainly with the 
proceeds of a loan secured by the stock. 


Degree of Management Control. In selecting a particular type of business 
combination, corporate management must necessarily consider the extent to 
which it will retain control over the expanding enterprise. For example, if the 
properties are to be operated by means of a partly owned holding company, the 
control may be lost in the future. The issuance of additional stock to effect 
mergers or purchases of assets of other enterprises may dilute stockholdings of 
management, and so shift control to others. 


Flexibility and Permanence. These factors are most important both at the 
time of expansion and at a later date when adjustments and changes may be 
desirable. Obviously the merger and consolidation are the least flexible and the 
most permanent, since the absorbed corporations go out of existence. Purchase 
of assets may involve only part of the assets of the selling corporation, or, if the 
entire assets are involved, the purchase terms may not involve an assumption of 
the selling corporation’s liabilities. Similarly, if expansion is effected through the 
holding company device, separation of the controlled properties may be ef- 
fected in the future through sale of the stock of the subsidiary. 


_ Taxation. Consideration must be given to the tax burden that the particular 
combination imposes on each of the corporations and on their security holders. 
Thus, the tax on intercorporate dividends and the stringent requirements for 
filing consolidated tax returns have encouraged the use of mergers and consoli- 
dations in preference to the holding company device. A sale of assets may 
involve a heavy capital gains tax. The Revenue Act distinguishes between tax- 


able and tax-free exchanges. 


THE TREND OF MERGERS. As McCarthy (Acquisitions and Mergers) 
points out, the period since World War II has marked the third of the major 
waves of industrial combinations in the U.S. The first took place around the turn 
of the century and the second from 1925 to 1931. Each of the intervening peri- 
ods, however, witnessed a large number of mergers. As a general rule, corporate 
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combinations tend to increase in number and magnitude along with rises in gen- 
eral business activity and stock prices. 

According to Federal Trade Commission data, the number of mergers and 
acquisitions totaled 5,625 in the 1144 years from 1951 to mid-1962, or an average 
of 489 a year. Whereas earlier mergers were largely of the horizontal type, later 
periods saw increasing emphasis on vertical combinations leading to the 
creation of numerous integrated companies embracing raw materials production, 
manufacturing, and distribution. Since the 1950’s there has also been a sharp 
increase in diversified systems and of acquisitions made for the purpose of 
offsetting tax-loss carryovers against large taxable profits. 


The Purchase of Assets 


WHEN PURCHASE OF ASSETS IS USED. The purchase of assets is a 
legal device frequently employed to effect a combination of two or more con- 
cerns. Thus, if companies A and B desire to combine, the directors negotiate a 
sales contract whereby B, with the consent of its stockholders, agrees to transfer 
to A all or a substantial part of its assets for a consideration consisting of stock 
or other securities, and less often of cash. Company A may assume the debts of 
company B or a certain stipulated portion of them. The transfer of title is 
effected by ordinary instruments of conveyance. Company B, upon receiving A’s 
stock, most frequently distributes these shares to its shareholders and dissolves 
if the sale involves all of its assets, although it may continue purely as a holding 
company owning securities in A. 

The purchase of assets device has been used under various conditions. An 
existing company may simultaneously purchase assets of two or more other going 
concerns. A new company may be organized by promoters to purchase the assets 
and business of several existing concerns. 

A sale of assets may be used also in breaking up an enterprise into several 
parts to segregate risks or for other reasons. A corporation engaged in several 
lines of business may decide to organize a separate company for each line and sell 
to it the property and business belonging to that line. Receiving the stocks of 
the newly formed companies, it may distribute these holdings among its stock- 
holders and dissolve, or it may continue as a holding écompany. 

Failing companies are sometimes taken over through purchase of their assets 
by more successful concerns to extricate them from their difficulties. A sale of 
assets 1s also used as a device in effecting voluntary reorganizations. A new 
corporation is formed that purchases the assets and business of the old. Transfer 
of assets by sale is also often resorted to in internal corporate readjustments, as 
between parent and subsidiary companies or between subsidiaries. 

A business may purchase the tangible assets of another, such as plants, equip- 
ment, and inventories, leaving out other assets not wanted or whose valuation 
cannot be agreed upon, as well as the goodwill. 

In the purchase of branch plants of other companies, without acquisition of 
their business as a whole, contracts of the vendor corporation with respect. to 
the operation of the plant must be examined carefully. As an inducement to 
bring new plants into: a city, power companies often give very favorable rates 
under contracts that may not be extended on the same basis to a subsequent 
purchaser of these plants. The same may be true of favorable agreements some- 
times executed with city officials on tax assessments, water rates, ete., when a 
new plant was built. 
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Tax Advantages. Frequently, the tax advantages may be the principal factor 
in the choice of purchase of assets as the form used to effect combination, For 
example, if a closely held corporation sold out its net assets at a profit, the 
maximum tax rate on this capital gain would be 25%, in contrast to the 48% 
rate on corporation income (as of January 1, 1965) and rates ranging up to 70% 
on dividend income. If payment for the net assets or the stock were received in 
the form of an equivalent amount of stock of the acquiring company, the selling 
ena would not realize any taxable gain or loss when the transaction took 
place. es 

There might also be important tax advantages for the acquiring company. If 
the purchaser bought the net assets of a company or bought its capital stock 
with the intention of liquidating the acquired company within two years, it 
would be entitled to increase the original tax basis of the seller to the fair market 
value of the assets acquired. Consequently, if the former tax basis for the tangi- 
ble assets were considerably below the current market value, it might be possible 
to recover a substantial part of the purchase price through subsequent tax savings 
as the inventories were disposed of and fixed assets depreciated. (McCarthy, 
Acquisitions and Mergers.) 

The 1954 Internal Revenue Code clarified and in some ways broadened the 
tax advantages that may be derived through purchase of assets and mergers. For 
example, it provided that some cash may be used in an acquisition of assets 
mainly in exchange for voting stock without sacrificing the tax-free exchange 
provisions. The revised Code also permitted the distribution to shareholders, 
under a one-year plan of liquidation, of the proceeds of a sale of assets without 
subjecting the corporation to tax on any gains realized. The tax status of acqui- 
sitions and mergers is a highly complicated subject requiring expert advice. 


Necessity for Stockholder Consent. Whether or not consent of the vendor 
company’s stockholders is required hinges on the importance of the property 
being sold, except if statutory or charter provisions specifically call for such ap- 
proval by a vote of stockholders. (Also, see below, “Approval of Stockholders” 
and “Stockholders’ Consent.”) If the property sold is an integral part of the 
vendor’s business and the character of the business will be substantially changed 
through the sale, then consent of the stockholders is needed. In some instances 
it is only when the goodwill is sold along with the tangible property that the 
consent of the stockholders of the selling corporation is required. A selling corpo- 
ration’s business may be of such a nature that its profits are made by the sale of 
its tangible assets in one transaction. In such an event, the company continues 
in business with the proceeds of the sale and prepares for another such. transac- 
tion. Real estate development companies are an example of such a business. 
Stockholders’ consent to sales in such instances is not required. 


PROCEDURE. The initiative in the purchase of the assets and business of 
another concern is generally taken by the management of the expanding com- 
pany. However, the original idea of the purchase may be conceived by other 
persons such as promoters, bankers, or large stockholders. 

If it is thought that the management of the concern to be bought is likely to 
be hostile to the transaction, it may be advisable to carry on preliminary negoti- 
ations with large stockholders with a view to obtaining their cooperation or of 
purchasing their stock to obtain working control before purchase negotiations 
are begun. An option may be sought on the assets, pending further investigation 
and negotiations. In some instances, purchase in the open market of the stock of 
the company to be taken over may be the first step in the absorption of another 
concern by purchase of assets. However, it may be difficult to accumulate large 
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amounts of stock in the open market without forcing the price up to a point 
where the purchase price of the assets will be raised. It is highly desirable to 
obtain the cooperation of the directors of the concern to be absorbed at the outset, 
for in so doing the danger of trouble later on with a large group of dissenting 
minority stockholders is usually lessened. 

Ordinarily, the steps taken to effect a combination by the purchase of the 
property, goodwill, and business of one corporation by another are as follows: 


Preliminary Negotiations. Negotiations are usually initiated at the instance 
of the boards of directors between representatives of the two companies, who 
may be members of the boards, officers, or lawyers. Other persons may partici- 
pate in the negotiations including promoters, bankers, and disinterested inter- 
mediaries who may be called in to arbitrate disputed points. 

It may be agreed at the very outset that pending negotiations and the consum- 
mation of the sale, neither company will declare dividends at a rate greater than 
usual and that neither will issue stock rights during the period, since the terms 
of sale may have to be changed if this is done. 


Tentative Agreement of Sale. If the negotiations are successful, a plan and 
agreement of sale setting forth terms and conditions is drawn. This agreement 
requires approval by the board of directors, stockholders, and state or Federal 
regulatory commissions that may have jurisdiction. 


Approval of Directors. The plan and agreement of sale is submitted to the 
respective boards of directors for their approval, or for such changes as they 
may see fit to propose. In the latter event, the agreement is returned for further 
negotiations between the representatives of the corporations concerned. 


Approval of Stockholders. Following approval by the board of directors, the 
board of the selling company recommends the plan to its voting stockholders as 
required by the statute or its certificate of incorporation. A special meeting of 
stockholders is called, and a committee of directors may be appointed to solicit 
proxies. Notice of the meeting sent to the stockholders will be accompanied by a 
statement from the president of the corporation explaining the terms and advan- 
tages of the proposed sale and urging favorable action. If permitted by the 
statute, instead of calling a meeting of the stockholders the board may seek their 
written consent. Forms will be prepared in that event and mailed to the stock- 
holders who, by signing and returning the forms, give approval to the sale; or 
consent may be secured by means of a deposit agreement under which assenting 
shares are deposited with a trust company. 


Transfer of Assets and Consideration. When approval of the desired propor- 
tion of stockholders has been obtained, a bill of sale, deed of transfer, or other 
instruments of conveyance are prepared by the attorneys, as in ordinary sales of 
personal or real property. The business, assets, and goodwill of the company, as 
specified in the agreement, are thereby formally transferred to the purchasing 
company, which undertakes to pay the stipulated consideration, including the 
assumption of all or some of the selling company’s liabilities. Instead of the 
property being conveyed to the purchasing company, the contract of sale may 
provide that it be turned over to its nominees or subsidiaries. At the time of the 
execution of the bill of sale, certain of the purchased assets may be resold imme- 
diately to other parties. 

The consideration received by the selling company, including securities, may be 
distributed among its stockholders according to a plan that may be voted upon 
at the meeting that sanctioned the sale of assets. 
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Paying Off Dissenting Stockholders. One of the last steps in the proceeding 
is paying off dissenting stockholders in accordance with the procedure laid down 
by the statute. Although the law or charter prescribes the minimum majority of 
stockholders whose assent is necessary for a sale of assets, efforts should be made 
to secure as many assents as possible to keep the dissenting minority, whose 
holdings must be appraised and paid off in cash, to small proportions. (See also, 
“Right of Appraisal,” below.) Otherwise, a considerable sum of money may 
have to be paid out, which may necessitate new financing to effect the combina- 
tion. One advantage of the purchase of assets with stock or other securities is 
that new financing is thereby avoided. This advantage is lost to the extent that 
cash settlements must be made with objecting minority stockholders. 


, Dissolution of Selling Company. If the selling company has sold all its assets, 
it may be desired to dissolve the corporation upon consummation of the transac- 
tion. The directors will then order the appropriate legal steps to terminate the 
life of the corporation. Dissolution need not necessarily follow, however. In some 
instances the selling corporation remains in existence to hold the securities re- 
ceived for its assets, to go into some other business, or to settle tax or other 
liabilities. Thus, the Adams Express Co. sold its properties in 1918 to the Ameri- 
can Railway Express Co. for stock of the latter company. This stock was gradu- 
ally sold and the proceeds reinvested, and Adams Express Co. became an 
investment trust. 
Under the New York Business Corporation Law (§ 909 b): 


. whenever a transaction involves a sale, lease, exchange or other disposition of all 
or substantially all the assets of the corporation, including its name, to a new corpora- 
tion formed under the same name as the existing corporation, upon the expiration 
of thirty days from the filing of the certificate of incorporation of the new corpora- 
tion, with the consent of the state tax commission attached, the existing corporation 
shall be dissolved, unless, before the end of such thirty-day period, such corporation 
has changed its name. 


POSITION OF PURCHASING COMPANY. So far as the purchasing 
company is concerned, the transaction is no different from ordinary purchases 
of large amounts. Action by the board of directors is all that is required, unless 
charter or statutory provisions require assent of stockholders. Usually there are 
no such provisions, and the only restraint exercised by the stockholders of the 
purchasing company is in authorizing additional stock if used as consideration in 
the purchase. Such authorization may be required for this purpose. On the other 
hand, if a considerable amount of stock is already authorized, to be issued at the 
discretion of the directors, the latter can proceed unhampered with the purchase 
of the assets of other concerns. The fact that consent of the purchasing company’s 
stockholders is not generally required is one advantage of this method of combi- 
nation over consolidation or merger. 


Authorization of Stock for Expansion Purposes. A concern that has 
adopted a policy of expansion by acquisition of assets of other concerns will 
usually place at the disposal of the directors ample amounts of authorized but 
unissued stock for their use in taking immediate advantage of opportunities to 
acquire desirable properties. Otherwise, the directors have to apply to the 
stockholders for authorization of an increase in capital stock as a necessary pre- 
liminary to the consummation of a purchase of assets of another concern. By 
granting such authorization only as negotiations for new acquisitions are entered 
into, stockholders of the purchasing company can exercise full control over the 
activities of the directors in this respect, even though directors of purchasing 
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companies are not by law required to obtain specific permission of stockholders 
before entering into contracts for the purchase of other businesses. 


POSITION OF SELLING COMPANY. The selling corporation must be 
solvent and in full control of. its assets. A sale of its business when knowingly 
insolvent would constitute a fraud upon its creditors. Assets of an insolvent 
company, whether or not under control of trustees in liquidation or bankruptcy, 
are in the nature of a trust fund held for the benefit of creditors. If management 
has custody of the assets, it must act for creditors rather than stockholders, and 
under such conditions it cannot dispose of the business. However, assets of a 
bankrupt enterprise may be sold by a trustee in bankruptey, with court approval, 
or as part of a plan of reorganization. 


LEGAL ASPECTS. In all of these proceedings, the requirements of the law 
and the charter provisions must be scrupulously observed. Any failure in this 
respect affords dissenting stockholders of the, selling company an opportunity to 
appeal to a court to enjoin the entire transaction. Provided the legal formalities 
are observed and the transaction is carried out in fairness to the minority stock- 
holders, the latter have no grounds for attacking the sale and are. obliged to 
accept the appraised value of their shares as prescribed by the statute. 

There are usually no statutory or charter limitations on the power to transfer 
business assets, except the requirement of stockholders’ consent (see below). 
Under common law, a corporation has the power to dispose of its business as an 
entirety with the unanimous consent of stockholders. However, if a clause is 
inserted in the charter forbidding sale of the business, such a provision is con- 
trolling inasmuch as it is a part of the contract that the stockholders have en- 
tered into with each other and with the state. 

General statutory provisions relating to sale of assets do not apply te railroads 
or public utilities. Such enterprises are usually required to secure approval of 
regulatory agencies before they can sell part or all of their assets, particularly 
their franchises. 

In a sale of assets, as well as in a merger or “consolidation, care must be taken 
to observe the registration and filing provisions of the Securities Act of 1933 
applying to newly issued securities and those of the Securities Exchange Act of 
1934 applying to listed securities. The necessary information must also be sup- 
plied to the stock exchanges for listed securities. 


Stockholders’ Consent. Statutes generally permit the sale of assets if-a 
specified majority of the stockholders consent or vote in the affirmative at a 
meeting duly called to consider the proposed. sale. (See also, above, “Necessity 
for Stockholders’ Consent” and “Approval of Stockholders.’’) 

A sale of the assets and business of a corporation is an extraordinary corporate 
transaction that is not contemplated by the charter, unless there is a special 
provision to that effect. Under the laws of the forty states permitting the sale of 
all the assets of a business, the approval required ranges from a majority to four- 
fifths of the stockholders. A two-thirds vote is stipulated in the statutes of New 
York, New Jersey, Maryland, and Ohio. In some states, a distinction is made 
between a sale for cash and a sale for other consideration, When cash is the 
consideration, the statute may require approval of only a bare majority of the 
stockholders, ‘wheréad when the consideration is stock or other securities, a two- 
thirds vote may be required. In a number of states, if a corporation cannot meet 


its matured liabilities the directors may authorize a sale of assets Pe majority or a 
two-thirds vote. 
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Right of Appraisal. The laws of most states provide for the appraisal and 
purchase for cash of dissenting stockholders’ shares. From the standpoint of 
nonassenting stockholders, the transfer of all the corporate assets is treated as a 
practical dissolution. Stockholders who do not wish to assume new risks are thus 
allowed by the statute to insist on receiving the fair cash value of their holdings. 
Apart from the protective provisions of the statutes, courts of equity afford dis- 
senting stockholders protection against fraud or oppression. 

A stockholder who votes against the sale of assets has a stated period of time, 
usually at least 20 days, within which to make demand upon the corporation for 
payment for his stock at its fair value as of the date of dissent. Unless the de- 
mand is made within the specified period, the stockholder must accept the 
amount tendered by the corporation, which must, however, be reasonable. If 
the dissenting stockholder and the corporation fail to agree upon a fair value for 
the stock, provision is made for the appointment of disinterested appraisers, 
usually three, who appraise the value of the stock without regard to any appreci- 
ation or depreciation in value that may result from the sale of assets. The ap- 
praisers may be appointed by a court, or one may be appointed by the dissenting 
stockholders, another by the corporation, and the third by the two already se- 
lected. The award of the appraisers may be final and conclusive or it may have 
to be confirmed by the court that appointed the appraisers. As finally settled, 
a award becomes the liability of the corporation and is collectible like any other 

ebt. 

From the time of the stockholder’s dissent from the action of the majority in 
the sale of assets, his status as a stockholder virtually ceases. Not only does he 
lose his voting power, but he is no longer entitled to dividends. Although this is 
the common law, it is expressly provided for in some statutes. A stockholder may 
withdraw his dissent only with the consent of the corporation. His right to cash 
payment ceases if the corporation abandons its plan to sell its assets. 

The New York Business Corporation Law (§ 910 a) does not make available 
to a stockholder “the right to receive payment of the fair value of his shares” in 
a sale of assets wholly for cash and “where the shareholders’ authorization thereof 
is conditioned upon the distribution of all of the net proceeds of such transaction 
to the shareholders in accordance with their respective interests within one year 
after the date of such transaction and upon the dissolution of the corporation.” 


RIGHTS OF CREDITORS IN SALE OF ASSETS. Creditors of a cor- 
poration selling its assets as an entirety have no power to object to the sale, 
unless it defrauds them. They have extended credit to the corporation with full 
knowledge of its power to dispose of its property. If the corporation exercises 
that power, creditors can object only if they are deprived of their rights. 

The question of creditor rights arises only when assets are sold for securities of 
the purchasing company, and not when sold for fair cash value. It is usually held 
that transfer of corporate property for shares of another corporation makes the 
purchasing corporation liable for the debts of the seller to the extent of the value 
of property received from the seller. Creditors of the seller can follow assets 
when transferred to the purchasing corporation and satisfy their claims from 
them by judicial process. They are not required to look alone to the securities 
received as consideration in the sale of the assets. However, when the vendor cor- 
poration receives money sufficient to pay its debts, or property that can be used 
for this purpose, the purchasing corporation will not, in the absence of a specific 
contract or fraud of a substantial character, be held liable for debts of the selling 
corporation. 
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In a sale of assets full provision is ordinarly made in the agreement for the 
selling company’s indebtedness. This usually involves the assumption by the 
purchasing company of all debts and obligations, the stock or money considera- 
tion being paid for the net assets after deducting such debt. Creditors of the 
selling company thus obtain the same status as creditors of the buying company. 
Debts are not thus assumed, however, unless expressly so agreed. Creditors of 
the selling company also have a prior claim to the assets transferred to the pur- 
chasing company. 


Mortgage Liens of the Selling Company. A mortgage or other lien placed 

on the assets while in the possession of the selling corporation usually remains 
undisturbed by the transfer of such assets. A purchasing company that assumes 
a mortgage on assets cannot sell or pledge bonds not previously issued by the 
selling company so as to give them an equal lien with the bonds previously issued 
by the selling company. An after-acquired clause in the indenture under which 
the assumed bonds were issued becomes of no effect, according to the weight of 
authority, and such a clause cannot be made to apply to property acquired by 
the purchasing company after the date of acquisition of the assets of the selling 
company. 
- OBLIGATIONS OF SELLER. The purchasing company may undertake to 
assume all or only certain specified liabilities of the seller. It may, for example, 
not take over the current liabilities, and in that event certain assets, including 
cash, receivables, and possibly also certain inventories, may be left with the sell- 
ing company for the liquidation of this indebtedness. Or the contract may stipu- 
late that the selling company shall retain its cash and receive an additional 
amount from the purchasing company to pay off the unassumed liabilities. 

Assumption of bonds by the purchasing company may be by supplemental 
indenture. On the other hand, the selling company may be obliged by the terms 
of the sales contract to retire its outstanding bonds, if they are redeemable, with 
funds indirectly furnished by the purchasing company. Bondholders may also 
be offered stock or other securities of the purchasing company in exchange, which 
is done when the selling company is in an embarrassed condition. Occasionally, 
to facilitate the distribution of the proceeds of sale, retirement of the selling 
company’s redeemable preferred stock occurs prior to the transfer of assets. If 
the sales contract provides for payment entirely in cash, the selling company may 
prefer to pay off its own habilities. Then the consideration paid by the purchas- 
ing company covers gross assets exclusive of cash. If any of the liabilities are 
liens against specific assets, arrangements may be made for a portion of the 
purchase money to be paid to the indenture trustee who will pay off these ob- 
ligations. 

The purchasing company may have to provide for stock purchase warrants 
that the selling company has outstanding. This is usually done by giving holders 
of the warrants the right to purchase at the stated price an amount of the buying 
company’s stock equivalent to the shares of the selling company to which they 
are entitled to subscribe. The purchasing company may have to enter into a 


similar undertaking with respect to convertible bonds the selling company may 
have outstanding. 


SUBJECTS OF SALE. In the purchase of a business, the contract of sale 
should stipulate whether it is merely the tangible assets of the selling company 
that are being bought, or whether intangibles are to be transferred as well, in- 
cluding the selling company’s goodwill, trade names, and contracts. In the latter 
instance, the selling company’s business is being purchased as a going concern. 
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; Dissolution of the selling company may be stipulated in the sales contract. If 
immediate dissolution is impossible, it may be provided that immediately upon 
the execution of the sale, the selling company will change its name so that the 
purchasing company may have full benefit of the goodwill attaching to the old 
name. A new company may be formed as a subsidiary of the buying company 
with the old name to act as a selling company only, in order to preserve the 
name as a good-will asset. It has been held that a corporation that purchases all 
the property and goodwill of another at a dissolution sale has the exclusive right 
to use the corporate name of the selling company, at least to the extent of 
showing that the purchaser corporation is the successor of the selling corporation. 


PROVISIONS REGARDING CONSIDERATION. The nature and 
amount of the consideration and the manner of payment should be set forth in 
the sales contract. The consideration paid by the purchasing company for the 
net assets involved in the sale (the total assets to be taken over less liabilities to 
be assumed) usually consists of its stock, either common alone or common and 
preferred. It may also be exclusively or partially cash, which is usually paid to 
enable the selling company to retire indebtedness not assumed by the purchasing 
company or to redeem the selling company’s preferred stock. Sale for stock may 
have an advantage over sale for cash in that a precise dollar valuation of the 
assets may not be necessary. Selling company stockholders may be offered an 
option of stock or cash. Part or all of the consideration may also consist of bonds. 
Tax savings may be the paramount consideration since a sale of assets for stock 
may be deemed a tax-free exchange whereas in a cash sale a profit or loss may 
be realized. 

Purchases of assets entirely or mainly for cash are comparatively rare when the 

concerns acquired are relatively large. The new financing that such transactions 
require is something that purchasing companies usually avoid. Purchase of assets 
with bonds creates fixed charges just like the sale of bonds to raise funds for 
payment in cash. 
_ Serial notes are often issued in payment for assets when the purchase is not 
large and the earnings of the purchaser are ample to retire the notes over a few 
years. The notes may be secured by a vendor’s lien. This device is most used 
among smaller enterprises whose credit is not such as to permit financing through 
a public offering of its securities. 

Payment in stock is less usual when part of the physical assets, but not the 
whole business of the company, is sold. In a partial sale of assets, cash or its 
equivalent in the form of bonds and notes is usually demanded. Payment in 
stock is occasionally made for tangible assets transferred between companies 
having a community of interest. 

What securities of the purchasing company will be offered and accepted in pay- 
ment will depend in a large measure on the relative strength of each company’s 
bargaining position and the shrewdness with which its representatives conduct 
their negotiations. The classes of securities of the selling company outstanding 
and their rights and priorities are factors that must be reckoned with, as well as 
the wishes of large stockholders. Demand for payment in cash or fixed income- 
bearing securities is usual when the ownership of the selling company is largely 
identical with its management, and a change of management is contemplated 
following the sale. Losing control over their investment, these persons usually 


want security of income. 


PREFERRED STOCK OF SELLING COMPANY. If the selling com- 
pany has preferred stock outstanding it is usually necessary to offer in exchange 
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a comparable class of stock. Purchasers of preferred stocks are primarily inter- 
ested in stability of income, and, unless their company is in an embarrassed 
position and has suspended dividends on the preferred, it is difficult to mduce 
holders of preferred to accept a junior security in exchange. It may be necessary 
also to offer an inducement in the shape of slightly higher income, a convertible 
feature, or a small bonus in common stock to bring the preferred holders into line. 
This is especially true when the selling company is an old, well-established com- 
pany with a long record of regular dividend payments, and the preferred is non- 
callable or is entitled to a high price in liquidation. 


ADVANTAGES AND DISADVANTAGES OF PURCHASE OF AS- 
SETS. Advantages and disadvantages of the purchase-of-assets method of com- 
bination may be summarized as follows: 


Advantages. 


1. It is easier to effect than a merger or consolidation in that in most states only 
stockholders of the selling corporation have to approve. No action on the part 
of the stockholders of the buying corporation is required unless the buying 
corporation finds it necessary to increase its authorized capital stock in order 
to effect whole or part payment for the assets to be acquired. 

2. It is a more flexible method of combination as compared to certain others in 
that only part of the assets may be desired and partial purchase may be made, 
whereas a merger involves the acquisition of all the assets of the absorbed 
concern. Similarly, the purchasing company may undertake to assume all or 
only some liabilities of the selling corporation. Agreement on terms is more 
likely when some assets and liabilities can be left out of the deal. 

3. It may be the only practical method of combining corporations organized 
under state laws that prohibit merger or consolidation of a domestic corpora- 
tion with a foreign corporation. 

4. The purchase-of-assets method does not involve the legal details attendant 
upon the formation of a new corporation. 

5. There may be a tax advantage, if the sale permits realization of a capital loss 
on a taxable exchange. 


Disadvantages. 


1. The statutes of some states regard the distribution of stock received in ex- 
change for assets as a transaction distinct from the sale of the assets, and 
separate consent of the stockholders must be received. Even if the stockholder 
has voted for the sale of the assets and business of his company, he may still 
object to the distribution in liquidation of the securities of the purchasing 
company received and may insist upon receipt of cash, although some courts 
have ruled that when stock taken in exchange in a sale of assets has an estab- 
lished market value it may be considered an equivalent of money. 

2. As under other statutory methods of business combination, dissenting stock- 
holders of the selling corporation may avail themselves of their statutory ap- 
praisal rights. This may require such large cash payments as to make 
combination by this method impractical. Moreover, if dissenting stockholders 
are held entitled to a high price, the additional money must come out of the 
proceeds of the sale, unless the liability is specifically assumed by the buying 
company, since the court’s decision cannot alter the terms of the sale. This 
fact explains why the board of a selling corporation usually reserves the right 
to cancel the sale until after the period has elapsed during which dissent may 
be registered. 

3. Legal objections have sometimes been raised if it is the intention to have the 
selling corporation remain as a holding company or investment trust. In such 
cases it has been argued that a corporation has no power to sell its assets and 
remain in existence as a holding company except by express statutory consent. 
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4. The sale of assets may result in a heavy Federal tax liability to the selling 
corporation if a gain is thereby realized, unless the transaction is held by the 
Internal Revenue Service to constitute a tax-free exchange under the Revenue 
Act, upon which no gain or Joss has been registered. 


The purchase of assets, regardless of whether all or only part of the assets of 
the selling corporation are to be acquired, necessarily involves the problem of 
valuation. Since this problem is also of great importance in effecting mergers 
and consolidations, discussion of valuation technique is reserved for a later part 
of this Section. 


Consolidations and Mergers 


DEFINITION OF CONSOLIDATION. In a consolidation, two or more 
companies by agreement and under legislative authority become united into a new 
corporation, organized for the purpose, which takes over their property, rights, 
privileges, contracts, and franchises, whether of a public or private nature, and 
assumes their liabilities and other obligations. Generally, stockholders of the 
consolidating companies exchange their shares for stock of the consolidated com- 
pany and thus become stockholders of the latter, though they may be partly paid 
off in cash or receive in exchange for part of their holdings bonds or other obli- 
gations of the consolidated company. ; 


Charter Rights of Consolidated Companies. The new or consolidated cor- 
poration succeeds to the charter rights of the original or constituent companies, 
and in this respect differs from a corporation organized merely to purchase the 
property and business of a number of going concerns. The charter rights of the 
selling company do not pass to the purchasing company, but are canceled and 
cease to exist with the dissolution of the selling company. In a corporation newly 
formed to purchase the assets and business of others, such a corporation has a 
charter of its own quite independent of the charters of the selling companies. » 


LEGAL FACTORS. A corporation has no inherent or common-law right 
to consolidate with other corporations. The power cannot be implied, and 
corporations cannot consolidate unless the state has expressly authorized them to 
do so, either by a provision in their charters or the charter of one of them, or by 
a special act passed after their creation and before consolidation, provided such 
special act is constitutional, or by a general law. As expressed in effect by 
Fletcher (Law of Private Corporations), legislative authority is just as vital to a 
valid consolidation of existing corporations as it is to the creation of a corporation 
in the first instance. 

If at the time a corporation is created there is no constitutional or charter 
provision or statute authorizing a consolidation, and the state has not reserved 
the right by constitutional or statutory provision to amend or repeal the charter, 
a consolidation cannot be effected without the consent of all the stockholders of 
the constituent companies. To allow a subsequent consolidation statute to have 
this effect would impair the obligation of the contracts between the corporations 
and the dissenting stockholders. If, however, there is a reservation of the right 
to amend or repeal corporation charters, all corporations are subject to any con- 
solidation statute that may be enacted after their incorporation. 


Statutory and Administrative Provisions. The general statutory provisions 
for consolidation usually relate to private business corporations. There are spe- 
cial provisions to cover consolidation of railroads, public utilities, banks, insurance 
companies, savings banks, and other enterprises that are subject to public regu- 
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lation in one form or another, although in some states there is but one statute for 
all corporations. Railroads and public utilities may have to observe conditions 
laid down by the public service commissions, which may include obtaining the 
commission’s permission and approval of the terms. The Interstate Commerce 
Commission must approve consolidation (or merger) of interstate railroad cor- 
porations. Similarly, the Securities and Exchange Commission under the Public 
Utility Holding Company Act of 1935 must approve mergers of registered public 
utility holding companies and their subsidiaries. Consolidations and mergers 
among state banks are usually effected with the consent and under the supervi- 
sion of the State Superintendent of Banking, and also the Federal Reserve Board 
in the instance of state member banks. In national banks supervision is the 
responsibility of the Comptroller of the Currency. Similar supervision may be 
exercised over consolidations of insurance companies by the State Superintendent 
of Insurance. 


State Laws Governing Consolidations. Many, if not all, states have provi- 
sions for consolidations on their statute books. These are the sole authority 
for consummating a consolidation and they must be carefully observed. The 
statutes governing consolidations prescribe what corporations may be consoli- 
dated, the manner and the procedure of effecting the consolidation, the rights of 
the stockholders and creditors of the old constituent companies, the rights and 
privileges of the new consolidated company, and the status of the consolidating 
companies for a period after the act of consolidation. 

Restrictions laid down in the different state statutes affecting consolidations 
differ widely. Consolidation of parallel railroads or competing companies or 
domestic with foreign corporations (those organized in other states) may be pro- 
hibited. Consolidations may be restricted to corporations organized to carry on 
business of the same or similar nature. Under some statutes, the new corporations 
resulting from consolidation must be organized under the laws of the state. 

§ 901 of the new Business Corporation Law of New York State, which ap- 
plies to all corporations other than specially regulated companies (banks, rail- 
roads, insurance companies, etc.) , states: 

“Power of merger or consolidation.—(a) Two or more domestic corporations 
may, as provided in this chapter: 

(1) Merge into a single corporation which shall be one of the constituent cor- 
porations; or 

(2) Consolidate into a single corporation which shall be a new corporation to 
be formed pursuant to the consolidation.” 

§ 902 requires approval by the board of each corporation of the plan of 
merger or consolidation and specifies the information that must be included in 
the plan. Authorization of the plan by holders of at least two-thirds of all out- 
standing shares entitled to vote on it (each class voting separately) is provided 
for in § 903. A certificate of merger or consolidation must be filed with the 
New York State Department of State. 

With regard to the merger of a subsidiary corporation, § 905a states: “Any 
domestic corporation owning at least ninety-five percent of the outstanding 
shares of each class of another domestic corporation or corporations may merge 
such other corporation or corporations into itself without the authorization of 
the shareholders of either corporation.” 

The merger or consolidation of domestic and foreign corporations is author- 
ized under § 907 as follows: “One or more foreign corporations and one or more 
domestic corporations may be merged or consolidated into a corporation of this 
state or of another jurisdiction, if such merger or consolidation is permitted by 
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the laws of the jurisdiction under which each such foreign corporation is in- 
corporated.” 


EFFECT OF CONSOLIDATION. The effect of the consolidation is to 
fuse the constituent companies into a single corporate unit. However, some 
statutes authorizing consolidation provide for the continuance of the consolidat- 
mg companies as corporate entities for a certain period, such as 2 or 3 years, for 
maintaining or defending suits pending at the time of consolidation, adjusting 
habilities or transferring property, or for the protection of creditors’ claims. As 
- the new consolidated corporation assumes the entire liabilities of the constituent 
corporations, only damage suits can arise. As a general rule, recent court deci- 
sions lean toward the realistic conception of dissolution by consolidation (or 
merger), unless the statutes of the states in which the corporations are chartered 
definitely indicate a contrary contention. 

By the act of consolidation the new corporation succeeds to the title of all 
properties of the constituent companies as provided in the agreement of con- 
solidation. No instrument of conveyance, assignment, or other act of transfer is 
necessary under the provisions of most state laws. Similarly, no formal assign- 
ment of contracts or claims of consolidating companies is necessary to pass title 
to them, though there may be a provision to that effect in the statute or the con- 
solidation agreement. Debtors of the constituent companies become debtors of 
the consolidated company, which may therefore sue on a note formerly held 
by one of the constituent companies. But to enforce claims the consolidated cor- 
poration must show compliance with all the requirements of the law authorizing 
the consolidation. 


PROCEDURE IN EFFECTING CONSOLIDATION. Although the 
laws vary from to state, the procedure is generally as follows: 

1. Agreement on terms between negotiators. It is only after a period of 
negotiation between the officials of the companies concerned, and often interested 
outside promoters, that a formal agreement is drawn up embodying the terms of 
the consolidation. 

2. Approval of the terms of consolidation by the board of directors of 
each constituent corporation. This approval is effected by the passage of reso- 
lutions containing the terms of the consolidation and the method and basis of 
exchange of the securities. The resolutions also direct that the consolidation plan 
be submitted to the shareholders for their vote. 

3. Obtaining stockholders’ consent. After the agreement of consolidation has 
been approved by the directors of the several consolidating companies, it is 
submitted to their stockholders for final ratification. For this purpose a special 
meeting of the stockholders is called. The statute frequently sets forth the precise 
manner of calling such a meeting. The stockholders may vote in person, or by 
proxy, and if the required majority of the voting shares as provided in the 
statute adopt the plan of consolidation, it becomes effective as soon as certain 
other legal formalities are completed. The statute prescribes the majority of the 
voting stock that must approve a consolidation, usually two-thirds. However, 
this does not preclude the stipulation by corporations of a higher proportion in 
their certificates of incorporation, or a lower one but not less than a stated 
minimum. 

4. Execution of consolidation agreement. The next step is to obtain the 
signatures of the president and secretary of each of the consolidating corporations 
and, with the filing of the signed agreement in the office of the Secretary of State 
or some other state official, the agreement becomes the act of or articles of con- 
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solidation, and the consolidated company comes into existence. Certified copies 
of the agreement may also have to be recorded in the counties in which each of 
the consolidating companies has recorded its original certificate of incorporation. 
Election of the board of directors ordinarily takes place immediately after the 
filing of the articles of consolidation. 

5. Exchange of securities. In accordance with the terms of the plan of con- 
solidation the securities of the new corporation and any other consideration will 
he distributed among the stockholders of the constitutent corporations. ; 

6. Settlement with dissenting stockholders. One of the last steps in the pro- 
cedure is the cash settlement with dissenting stockholders in accordance with the 
procedure laid down by state law. 


RIGHTS OF DISSENTING STOCKHOLDERS. Dissenting stockholders 
who have voted against the consolidation proposal at the special meeting of stock- 
holders, or who refrained from voting there, may file objection to the consolida- 
tion and obtain the relief specified in the state law. Most statutes on consolida- 
tion provide for appraisal rights for dissenting stockholders. 

The New York Business Corporation Law (§ 910) provides that any share- 
holder of a domestic corporation who does not assent to a merger or consolida- 
tion shall have the right, by complying with § 623 (which sets forth the procedure 
to enforce a shareholder’s right to receive payment for shares), to “receive pay- 
ment of the fair value of his shares and the other rights and benefits provided by 
such action.” 

This right is not available to a shareholder of the surviving corporation in 
a merger unless the merger effects one or more of the following changes in the 
shareholder’s rights, as specified in § 806 (b6): 


(A) alters or abolishes any preferential right of any outstanding shares having 
preferences; or (B) creates, alters or abolishes any provision or right in respect of 
the redemption of any outstanding shares; or (C) alters or abolishes any preemptive 
right of such holders to acquire shares or other securities; or (D) excludes or limits 
the right of such holder to vote on any matter, except as such right may be limited 


by the voting rights given to new shares then being authorized of any existing or 
new class. 


Stockholders who object to a proposed consolidation may attempt to block the 
consummation thereof by bringing an action to enjoin the consolidation on the 
ground that the terms of exchange of securities are fraudulent. Stockholders of 
one of the constituent corporations may claim that they are getting unfair treat- 
ment as compared to that accorded the stockholders in the other constituent cor- 
porations. Similarly, one class of stockholders of a constituent corporation may 
argue that other classes of stock of the same corporation are unjustifiably receiv- 
ing preferential treatment. In either case it is claimed that improper dilution of 
equity and control results. Other grounds of action have included the claim that 
proper legal procedure to effect a consolidation was not followed, or that the 
consolidation would constitute an ultra vires act or a violation of antitrust laws. 


RIGHTS OF CREDITORS IN CONSOLIDATIONS AND MERGERS. 
Creditors of the constituent corporations are allowed no voice in the decision to 
consolidate. They can bring suits to halt consolidation only on the basis of 
fraud, unfairness, or because of the illegality of the mode of consolidation. If the 
legislative authority to consolidate existed when they became creditors of the 
consolidating corporations, the legal presumption is that they acted with full 
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knowledge of the power of the corporations to consolidate and they are thereby 
estopped from refusing to become creditors of the consolidated corporation. If the 
legislative authority was granted only after they became creditors, they are not 
restricted to a remedy against the consolidaicd company, but they may follow 
the assets of the consolidating corporations into the hands of the consolidated 
corporation. 

There is a conflict of authority as to whether unsecured creditors of a con- 
stituent corporation acquire a lien on its property as it passes into the hands of 
the consolidated corporation. Usually statutes provide for the assumption of 
debts by the new company, but some statutes do not relieve the constitutent com- 
panies of their respective liabilities. Nor are stockholders of the constituent 
companies released from their liabilities, if any exist, by reason of the consolida- 
tion. 

The New York statute regarding the position of creditors of the constituent 
companies is as follows [§ 906 (30) ]: 


The surviving or consolidated corporation shall assume and be liable for all the 
habilities, obligations and penalties of each of the constituent corporations. No 
liability or obligation due or to become due, claim or demand for any cause existing 
against any such corporation, or any shareholder, officer or director thereof, shall be 
released or impaired by such merger or consolidation. No action or proceeding, 
whether civil or criminal, then pending by or against any such constituent corpora- 
tion, or any shareholder, officer or director thereof, shall abate or be discontinued 
by such merger or consolidation, but may be enforced, prosecuted, settled or com- 
promised as if such merger or consolidation had not occurred, or such surviving or 
consolidated corporation may be substituted in such action or special proceeding in 
place of any constituent corporation. ; 


TREATMENT OF MORTGAGE LIENS. Liens on the property of the 
constituent concerns are not affected by any sale of property, consolidation, or 
merger, unless the holder of the obligation agrees otherwise. Mortgages of the 
constituent companies remain liens on the mortgaged property after that property 
has been transferred to the consolidated corporation. Issuance of bonds by the 
consolidated corporation in connection with the consolidation will depend upon 
the statute and the agreement of consolidation. If one of the constituent corpora- 
tions executed a mortgage to secure bonds that were to be issued in the future 
acquisition of property by it, the consolidated company may not issue its own 
bonds under such mortgage unless the mortgage indenture permits such an issue. 

After-acquired property clauses in the mortgage indentures of a constituent 
corporation are usually rendered of no effect by the consolidation, so that prop- 
erty acquired by the consolidated corporation from the other constituent com- 
panies or after the consolidation does not become subject to such mortgages. Liens 
on property taken over by the consolidated corporations have priority over liens 
subsequently executed. 


DEFINITION OF MERGER. A merger is the absorption of one or more 
existing corporations by another existing corporation. Mergers differ from con- 
solidations, therefore, in that the absorbing corporation is not a newly formed 
corporation. When corporation A is absorbed or merged into corporation B, a 
going concern, the latter succeeds to all A’s property, rights, privileges, immu- 
nities, and franchises, whether of a public or private nature, and at the same time 
assumes all of A’s liabilities and other claims against A. As a result of the merger, 
corporation B becomes the successor of corporation A in the eyes of the law. 
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POWER OF CORPORATIONS TO MERGE. Like the power to con- 
solidate, the power to merge is derived strictly from legislative enactment. 
Without the existence of a statute conferring such power, no corporation of that 
state can participate in a merger. The power to consolidate does not necessarily 
imply the power to merge. 

What corporation may take part in a merger, the manner of effecting mergers, 
the precise rights, liabilities, and obligations of the absorbing corporation, and 
the rights of stockholders and creditors of the absorbed corporations are regu- 
lated in varying detail by the statutes. Usually, under the statutes corporations 
that may consolidate may also form a merger. 

In many states, including Delaware, Ohio, and New Jersey, the same statutory 
provisions apply to both mergers and consolidations. 


MERGER PROCEDURE. Merger procedure is similar to that of consolida- 
tion. An agreement of merger is drawn up and signed by the officers and directors 
of the absorbing concern and of those to be merged, and is then submitted for the 
approval of a prescribed majority of voting stockholders at a special meeting 
called for the purpose. The merger becomes effective with the filing of this agree- 
ment in the office of the Secretary of State, or in the manner required by statute. 

The terms of the merger, including the basis for the exchange of stock between 
the absorbing corporation and stockholders of the merged corporations, must be 
stated in the agreement. Dissenting stockholders have the same rights as in the 
case of a sale of assets or consolidation. The rights of creditors of the merged 
companies are similar to those of the constituent companies in consolidations. 


ADVANTAGES AND DISADVANTAGES OF CONSOLIDATIONS 
AND MERGERS. As methods of business combination, the advantages and 
disadvantages of the consolidation or merger device are: 


Advantages. 


1. Consolidations and mergers are generally treated by the Internal Revenue 
Service as tax-free exchanges that lead to no gain or loss. 

2. Consolidations and mergers constitute permanent forms of combination that 
result in the management obtaining complete control. In this respect they 
differ from looser forms of combination such as a holding company and a 
partly owned subsidiary. 

3. Consolidations and mergers result in centralized administration as compared 
to the holding company structure where there is often divided authority and 
the expense of keeping a number of corporate organizations in existence. 


Disadvantages. 


1. Consolidations and mergers have an element of inflexibility in that it is neces- 
sary to take in all the assets and liabilities of the corporations being consoli- 
dated or merged. The purchase of assets is usually a more desirable method 
of combination if only part of a corporation’s assets may need to be pur- 
chased, and only some of the liabilities assumed. 

2. It is necessary to get approval of the stockholders of each corporation in- 
volved in a consolidation or merger, whereas in the purchase of assets only 
stockholders of the selling corporation have to approve, and in a holding com- 
pany arrangement approval of stockholders is not required at all. 

3. Consolidations and mergers often create personnel problems, particularly with 
respect to executives of the various companies. 

4. Determination of terms of exchange often proves a stumbling block, since 
each corporation and class of stockholders will endeavor to receive favorable 
treatment. The valuation problem is reduced to a minimum if the holding 
company device is employed. 
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Since mergers and consolidations have much in common, no attempt has been 
made to discuss the advantages and disadvantages of each separately. However, 
certain differences between the two devices do exist, and under given conditions 
one device may be preferable to the other provided the statutes permit a 
choice. Thus, if a small corporation is being fused with a large corporation (with 
a variety of outstanding stock issues) it will usually be simpler to merge the 
smaller into the larger corporation. Similarly, dissolution of the larger corporation 
might be inadvisable because of the goodwill established or inability to pass a 
valuable franchise privilege to the consolidated corporation. Conversely, con- 
solidation might be preferable in other situations. For example, by eliminating 
the corporate entities of the constituent companies, consolidation makes possible 
greater freedom in setting up the new organization. 


TERMS OF CONSOLIDATIONS AND MERGERS. Inasmuch as con- 
solidations and mergers are subject to statutory regulation, the terms will have 
to conform to the statutory provisions. In some states it would appear that the 
identity of the stockholders of the several corporations must remain unchanged 
just before and after consolidation. Therefore stock may be issued only to the 
shareholders of the consolidating or merging concerns, though the stock so issued 
need not be in the same class as that surrendered. Other states, however, have 
more liberal provisions that permit the consolidated or absorbing concern to ex- 
change cash and their obligations, in addition to stock, for the shares of the several 
companies entering into the consolidation or merger. 

In view of the many and complicated factors involved—legal, financial, tax, 
accounting, personnel, etc.—the terms of each combination necessarily have to be 
worked out to suit each individual situation. Generally, the surviving company, 
both in the case of mergers and purchases of assets, turns over its common stock 
in exchange for the capital stock or net assets of the company acquired. In such 
a transaction the selling stockholders are usually not required to report either a 
gain or a loss on the securities received. There are many variations, however. The 
acquiring company may, for example, at least in some states, be permitted to issue 
preferred voting stock, or nonvoting stock, or even debt securities as part or full 
consideration (McCarthy, Acquisitions and Mergers). In these situations the tax 
or accounting treatment may be different in each case. 

At times the deal may include arrangements for the selling stockholders to 
dispose of part of the securities received in an exchange in order to obtain 
some cash while at the same time preserving their tax-free status. The same aim 
can be realized by having the surviving company redeem part of the stock of 
the company to be absorbed prior to effecting the exchange of stock. In some 
instances the combination may be made in two stages: The absorbing company 
first acquires a sizable block of stock of the other company on the open market. 
Then it endeavors to obtain a controlling interest either through negotiations 
with the management and leading stockholders or through proxy solicitation. 
Sometimes different classes of stock may be issued to. different holders of com- 
mon stock of the merged company. For example, the largest stockholders may 
be offered convertible preferred and the others ordinary common, with the terms 
of conversion and voting power adjusted to suit the parties involved. 

At times the acquiring company may agree to repurchase part or all of the 
capital stock issued to the seller at a stipulated price and time. Part of the 
purchase price, whether the'deal involves payment of cash or capital stock, may 
be made contingent on futuré operating results. Sometimes the acquisition may 
be financed on an installment basis involving a down-payment and interest-bear- 
ing notes for the remainder. Many other possibilities might be cited. 
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Financial and Accounting Factors in Combinations 


VALUATION PROBLEMS. Consolidations and mergers, like the purchase 
of assets, give rise to complex valuation problems. Not only must tangible and 
intangible assets of diverse character be valued, but securities issued in exchange 
similarly must be fairly appraised. 

As a prelude to the formulation of terms, the following types of analyses are 
generally made by the negotiating parties: 


Accounting Analysis. An independent accounting firm is often engaged to 
audit each company’s books with the purpose of making the balance sheet and 
income statements of each corporation as comparable and uniform as possible. 
This analysis should extend to accounting policies as well as the accuracy of the 
figures, and attempt to iron out differences in depreciation policies, provision for 
bad debts and contingencies, officer and employee compensation, etc. 


Engineering Analysis. This analysis is designed to establish the technological 
position and operating characteristics of each company. It will include an analysis 
of the physical layout of the building, the modernity of the processes employed, 
raw material resources, and the flexibility and efficiency of each company’s opera- 
tions. 


Economic Analysis. This survey will deal with the elements external to 
corporate operations, such as respective market areas, competitive conditions, the 
industry outlook, and probable public reaction to the combination. 

If the above analyses do not introduce stumbling blocks, the next step is the 
establishment of values for the merger, consolidation, or purchase of assets. 


Nonbalance Sheet Factors. The facts that must be taken into consideration 
in valuation other than those in balance sheets and income accounts are so many 
and diverse that it is rare that a price is set except after long-drawn-out negotia- 
tions in which the human equation plays an important part and that may be 
affected by such factors as: 


. Distribution of the stock. 

. Requirements of large stockholders. 

. Management. 

. State of business. 

. Condition of the securities market. 

Nature of the consideration. 

. Whether merely assets or both assets and business are being acquired. 
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Nature of Consideration. Of the factors listed above, the nature of the con- 
sideration usually affects the valuation problem most. If the purchase of assets 
method is used and cash alone is given in payment, valuation of the assets and 
business of the selling company alone is needed. On the other hand, if an exchange 
of securities is involved then it becomes necessary to value the securities given in 
payment as well. Moreover, the nature’ of the consideration is important in 
determining whether or not the combination is tax-free. 

Further, as McCarthy (Acquisitions and Mergers) states, it is quite possible 
for the same company to have a different value or “price” depending upon the 
nature of the consideration involved, for example: 


1. A cash offer could be higher than that proposed in an exchange of securities 
because the purchaser would recover part of the price paid through reductions 
in federal income taxes resulting from a stepped-up tax basis of assets ac- 
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quired. Also, a seller generally would require a higher price in a cash deal] 
than in an exchange of securities because of the immediate income tax con- 
sequences. 

2, An exchange of securities offer of a company in a “glamour” industry whose 
stock was selling at a very high price-earnings ratio could be much more gen- 
erous than one whose stock was selling on a conservative basis relative to 
earnings and dividend yield. 


METHODS OF VALUATION. Although many attempts have been made 
to evolve formulas for the valuation of business enterprises by engineers, ac- 
countants, courts of law, and others, they are of limited use to practical business 
men in attempting to set a price on a company to be acquired as a part of an ex- 
pansion program. The valuation of the assets and business of a concern usually 
involves consideration of several bases of value. Which bases of value will be 
given most weight may depend upon such factors as the characteristics of the 
industry and how eager the parties are to effect a combination. The bases of 
value that may be given consideration are: 


1. Capitalized earning power. 

. Goodwill. or going concern value. 
Market value. 

Investment value. 

Book value. 

Cost less depreciation. 

. Reproduction cost. 

Substitution cost. 
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Valuation Based on Capitalized Earning Power. The most common method 
of valuation applied to intercorporate transfers of assets, favored by legal 
precedent as well as sound financial principles, is the capitalization of the earning 
power of the corporation whose assets and business are being valued. This 
method involves agreement upon two factors: (1) the amount of earning power 
and (2) the rate at which this amount should be capitalized. 

1. Determination of earning power. The usual manner of arriving at a 
figure that will fairly represent earning power is to average annual net income 
for a period of, say, 3 or 5 years, on the theory that the best indication of future 
possibilities is the achievements of the past. A weighted average giving more 
weight to recent earnings may be used. Adjustments should be made for ab- 
normal operating results, and every effort should be made to reach a figure that 
would reasonably reflect earning power under normal operating conditions in the 
future. Account must be taken of whether the business is well seasoned and well 
established, or only recently organized, and one whose initial success may prove 
to be only a “flash in the pan.” Due consideration must, be given to depreciation 
‘policies, treatment of research and development expenditures, and pension 
policies. 

As indicated previously, none of the constituent corporations will necessarily 
accept the earnings figures of the others as reported in their financial statements. 
Independent firms of accountants and engineers may be engaged to examine the 
books and the assets and give an impartial report on the record of earnings. 

2. Determination of capitalization rate. The rate at which earning power is 
to be capitalized represents the rate of return that the business in question should 
earn on its value. This rate has been expressed also as the number of years’ earn- 
ings required to amortize the purchase price. The rate will depend upon stability 
of earnings, the rate of increase in earnings, and the many factors affecting the 
long-term and short-term outlook for the company. The more speculative the 
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business, the higher the capitalization rate will be, and vice versa. The extent to 
which earnings may be affected by the leverage factor in the capital structure 
must also be taken into account. 

If the acquisition involves the entire assets and business of another concern, the 
purchasing company will arrive at a rate for capitalizing the earning power of the 
selling company by determining first its own rate of earnings on invested capital. 
If a company regularly earns 15% on its own invested capital, it will want to 
acquire new properties on a comparable basis if possible. 


Goodwill or Going Concern Value. Another method of determining the 
value of a going concern is as follows: From the average annual earnings for the 
years taken, a certain rate of return on tangible assets is deducted. The re- 
mainder represents the company’s excess earning power, which, capitalized on 
the basis of a certain number of years’ purchase, gives the value of the goodwill. 
The value of the goodwill, added to the value of the tangible assets, constitutes 
the value of the company as a going concern. 


Market Value. In determining the value of an enterprise, market values of 
its securities are often given a great deal of consideration. Market quotations 
usually discount the future, giving weight to such intangible yet important fac- 
tors as the rate of growth in earnings, abilities of the management, prospects of 
the industry in which the company operates, and strategic values possessed by the 
company because of patents, location, good banking sponsorship, ete. More im- 
portant, security holders are largely influenced in deciding whether to accept terms 
offered them by the relation of these terms to prevailing market values. 

This method can best be applied when there is a broad market for the com- 
pany’s securities. To arrive at a fair figure there must be assurance that there 
are no temporary abnormal factors at play in the market to cause quotations 
that might be regarded as fictitious. To reduce the chances of error because of 
such abnormalities, quotations may be averaged over a period of time, provided 
there have been no wide variations in quotations during the period that might 
produce an average figure of questionable usefulness in determining values. 

The total value of all classes of stock outstanding based on the market quota- 
tions agreed upon will represent the value of net assets, that is, total assets less 
the amount of liabilities. Should this basis of value be accepted this would be the 
consideration paid if the acquiring company assumes all the liabilities of the 
selling concern. Otherwise there should be added to the value of the net. assets 
the amount of the liabilities not assumed by the purchasing company. 


Investment Value. If the concern being sold has been recently organized and 
represents largely a promotion to develop a new process or invention, investment 
value is often given weight in determining the sale price. Investment value repre- 
sents the amount of cash actually paid in to develop the enterprise and bring it up 
to its present state of productivity. To the amount of cash paid in is added com- 
pound interest at an agreed rate from the time of payment to the time when the 
properties began to pay a return on the investment. 


Book Value. If the accounting policies of the selling company have been con- 
servative and ample charge-offs for depreciation, obsolescence, and inventory 
losses have been made, book value may represent a fair and equitable basis of 
value in the determination of purchase price. However, the book value might 
represent, in part, a write-up of assets through revaluation by appraisal that may 
or may not be justified. The use of book value has the advantage of convenience 
and speed, often important considerations in effecting combinations. Then too, 


FINANCIAL AND ACCOUNTING FACTORS IN COMBINATIONS 20-27 


the use of book values does not necessitate a field investigation of the properties. 
If the management of the selling company is hostile to the purchase, it may be im- 
possible to place engineers in the plants and auditors on the books to secure a 
valuation by more elaborate methods. 


Cost Less Depreciation. This basis of value has the advantage over book 
value in that a write-up of assets would not be included. Fairness of this basis, 
however, depends to a great extent upon the company’s depreciation policies. This 
basis of value has the disadvantage of not giving weight to changes in price levels, 
and it is not possible to value intangibles by this method. 


Reproduction Cost. A definition of reproduction cost would be the cost of 
duplicating the properties to be acquired at prices prevailing as of the date of 
valuation. Real estate would be valued on the basis of market values of adjacent 
property. Plant would be valued on the basis of use of the same materials and 
specifications, and equipment at cost of replacement. However, reproduction 
would provide a new plant, whereas the plant to be acquired may be many years 
old. Therefore, proper allowance must be made for the condition of the prop- 
erties and the cost of bringing them up to the state of efficiency desired. Like 
cost less depreciation, this basis of value does not provide a practical method of 
valuing intangibles and, therefore, supplementary methods must be used. 


Substitution Cost. Whereas reproduction cost assumes the construction of an 
exactly similar plant, substitution cost is based on the cost of constructing a plant 
that would possess the same utility to the purchaser and would have the same 
capacity, but that might not necessarily be similar in design and materials or 
located in the same place. Here again, allowance must be made for the age of the 
plant considered for acquisition. 

Substitution cost, reproduction cost, and actual cost less depreciation are use- 
ful as bases of valuation when the plant and other physical properties are most 
important and the business or goodwill are secondary considerations. These 
bases of value are most commonly used among concerns producing bulk com- 
modities and other unbranded goods, where price rather than brand name is the 
determining factor in marketing the product. 


ACCOUNTING PROBLEMS IN ASSET TRANSFERS. For account- 
ing purposes, the acquiring company must distribute the total consideration paid 
among the various assets taken over, as it would otherwise be impossible to com- 
pute depreciation and to account for individual assets. In recording the acquired 
assets on the books of the buying, consolidated, or merging company, book 
values, market values, or replacement values may be used. However, care must 

be taken not to ignore the essential legal elements in the transaction. Courts 
construe combinations not by what they are called but by their inherent nature, 
and the precise steps used in carrying out the combinations determine in their 
eyes the nature of the combinations. 


Valuation of Plant and Equipment. As the transfer of assets is in the 
nature of a sale from one corporation to another, current market values are 
ordinarily the logical basis for valuation, unless, as with public utilities, regu- 
latory authorities prescribe otherwise. If they are not available, then the nearest 
approach to market values should be adopted. Land may be taken at appraised 
value. If the plant is small and particularly if it is suited to a variety of uses, 
market value can usually be readily determined. Large plants are rarely the 
subject of individual sale, and therefore have no determinable market value. 
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Accordingly, the method of valuation employed is usually reproduction cost, that 
is, the current cost of construction, with proper allowance for the present physical 
state of the property: The plant and equipment are appraised on the basis of re- 
placement cost less depreciation for wear and tear as well as for obsolescence, which 
is frequently referred to as the “sound value” of the plant. However, proper 
regard must be had to the productive efficiency of the plant. , 

If the plant is to be carried on the books of the acquiring company at a higher 
value than it has been on the books of the selling or constituent company, care 
should be exercised in determining that such an increase is justified, for it may be 
questioned later by disgruntled stockholders or by creditors. This is particularly 
true if the acquisition is financed by exchange of stock. 


Effect of Plant Valuation on Production Costs. Consideration must also be 
given to the effect that new values assigned to plant and equipment will have on 
the cost of production and consequently on the net operating results. If the 
transfer of assets is made in a period of rising prices, so that the plant will be 
carried at a higher value than it has been on the books of the selling company, 
heavier depreciation charges will add to the production cost and reduce the margin 
of profit on sales, although, if selling prices of the products are rising at the same 
time, the effect of increased depreciation charges may be completely offset. 
Under reverse conditions, when the general level of prices is declining and re- 
placement cost of the plant, less depreciation, is below the book value given it by 
the selling company, depreciation charges based on a lower plant value will 
reduce production costs and increase the profit margin. Here also, the resulting 
reduction in cost may be entirely balanced by the lower price the company may 
be getting for its product. 


Valuation of Intangible Assets. If the company whose business is acquired 
has been successful, the probabilities are that the total value of the tangible 
assets determined in the manner described above will be substantially less than 
the consideration paid for the business as determined by capitalization of earn- 
ings. The difference will be the value of the intangible elements of the going 
concern, generally known as “Goodwill,” “Goodwill, trade-marks, and trade 
names,” “Goodwill and patents,” ete. Inasmuch as this excess of consideration 
over tangible asset values taken over represents an actual investment, such items 
may be carried on the balance sheet as an asset by the purchasing company. 

If the concern taken over is a failing one, the value fixed for its business is 
likely to be less than the replacement or market value of the tangible assets. If 
the acquiring company follows conservative practice, it will carry the assets taken 
over at the consideration paid. 

From a managerial viewpoint there is an advantage in placing assets purchased 
on the books at market or replacement value, when this is below cost. Because 
of such purchase, the management may achieve good, operating results merely 
because depreciation allowances will be smaller on the lower asset values. 


Valuation of Current Assets. The transfer of current assets of one business 
to another does not usually involve accounting problems comparable to the valua- 
tion of plant and equipment on the acquiring company’s books. Current assets 
will generally be transferred to the books of the acquiring company at the same 
amount as shown on the seller’s or constituent corporation’s books, The only 
exceptions would be receivables of doubtful liquidity and inventory that has de- 


clined in value. In such an instance, restatement of book values would be proper 
practice. 
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Effect of Merger or Consolidation on Surplus. Whether any addition to the 
surplus of the absorbing concern results from the merger or consolidation will 
depend, first, on the securities issued by it, and, secondly, on the values assigned 
to the assets of the absorbed concerns. Whether the transfer changes the charac- 
ter of the surplus and renders it paid-in surplus, or whether earned surplus of the 
absorbed corporations continues as such on the books of the absorbing corpora- 
tion, are questions that depend for their answers on the nature of the consolida- 
tion or merger and provisions of the statute authorizing the combination. 


Distinction Between Purchase and Pooling of Interests. A relatively re- 
cent development is the distinction between the accounting treatment of a pur- 
chase and that of a pooling of interests. For this purpose, a purchase is regarded 
as a business combination “in which an important part of the ownership interests 
in the acquired corporation is eliminated,” whereas a pooling of interests is de- 
scribed as a combination “in which the holders of substantially all of the owner- 
ship interests in the constituent corporation become the owners of a single cor- 
poration.” (See American Institute of Certified Public Accountants, Business 
Combinations, Bulletin No. 48.) Thus, cash deals or those involving other than 
voting securities are “purchases,” whereas an exchange of voting stock usually, 
although not always, results in a “pooling of interests.” 

In a purchase, the net assets of the acquired company are recorded at cost and 
are measured in cash or the fair value of securities or other property turned over, 
or at the fair value of the property acquired, whichever appears more reasonable. 
To the extent that the purchase cost is not allocable to tangible assets and in- 
tangible assets amortizable for tax purposes, there is goodwill that is generally 
dealt with by periodic charges to future income. 

In a pooling of interests, the combined financial position of the constituent 
companies is, in effect, the same as though they had been previously affiliated. 
Therefore, no “goodwill” is created. The “fair market value” of the capital stock 
of the surviving company is disregarded and the net book assets of the absorbed 
or purchased companies are carried forward in the combined enterprise. Appro- 
priate adjustments are made in the asset and capital and surplus accounts to take 
care of differences in balance sheet treatment. The great majority of combina- 
tions involving large companies are effected by exchanges of voting capital stock 
and are therefore considered pooling transactions. (See American Institute of 
Certified Public Accountants, Accounting Trends and Techniques.) 


FINANCIAL STEPS IN PROMOTING A COMBINATION. The 
financial steps involved in a business combination are similar to those involved 
in the promotion of a new enterprise. The initiative may be taken by the man- 
agement or representatives of one of the constituent corporations, in which event 
it is commonly termed an inside combination; or it may be taken by outside 
interests—usually a professional promoter or investment bankers. The advantage 
of an outside promotion of a combination lies: in the fact that the professional 
promoter can maintain a neutral position in the negotiations and the interested 
parties tend to regard his opinions with more confidence. 

A promoter usually employs one or the other of two approaches in effecting a 
combination. In what is termed the bargaining method the promoter estimates 
what the earnings will be after the combination has been completed through 
taking actual combined earnings of the constituent companies and adding savings 
expected from the combination. These pro forma earnings are then capitalized 
at a rate that is assumed to be a fair rate of capitalization at the time. The pro- 
moter then proceeds to negotiate the acceptance of securitics, representing their 
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capitalized value by the constituent corporations, on terms that will usually leave 
him an amount sufficient to compensate him for his services. 

In the option method, the promoter procures options on the assets or business 
of the several corporations, dealing with each separately on the best terms that 
can be obtained. Ordinarily, the option is based on a cash consideration, but 
when the time comes to take up the option, securities of the new or surviving 
corporation are offered as alternative consideration to the security holders of the 
constituent corporations. The promoter usually protects himself against possible 
refusal of the stockholders of the constituent companies to accept the new secu- 
rities by arranging with an investment banking syndicate to buy the securities 
not taken up by owners of constituent concerns who demand cash for their 
holdings. 


DETERMINING BASIS OF SHARE EXCHANGE. The terms on which 
the purchasing, merging, or consolidated corporation will distribute its shares to 
shareholders of the acquired corporations are usually based on the following 
factors: 


Relative Earnings per Share. Most enterprises are valued by capitalizing 
their earnings. What period of earnings should be used and what rate of capi- 
talization employed? The nature and record of the enterprise and its 
industry and prospective economic conditions will largely determine the 
answers to these questions. Furthermore, stability of net income available for 
dividends will be affected by the capital structure of the corporation—large senior 
security issues will impart a leverage character to the common stock of a com- 
pany. Similarly, the trend of earnings must be given proper weight as indicative 
of a growing or declining enterprise. 


Relative Book Value per Share. A comparison of the book value per share of 
each corporation’s stock indicates the respective net worth and the relative capital 
investment represented. As a practical matter it should be recognized that stock- 
holders who have made large investments in their holdings are going to insist that 
some weight be given to this fact even though current earnings on such capital in- 
vestment may be relatively small. The shortcomings of book value as a basis of 
share exchange are that it is not indicative of current value and that it is a poor 
basis for comparative values due to the nonuniformity of accounting methods em- 
ployed by different concerns. A precombination accounting analysis could make 
financial statements of different businesses comparable, however. 


Relative Net Working Capital per Share. This factor will indicate the rela- 
tive contribution by each company to the liquid assets of the combination. Since 
a strong net working capital position is an important prerequisite to a successful 
combination, and since owners can normally withdraw liquid assets for their own 
use, this factor must be given considerable weight. 


Relative Market Value per Share. If stocks are traded in on the securities 
market, it is possible to compare relative values placed on the shares by the pub- 
lic. Often, however, security holders feel the market price does not adequately 
reflect the value of their holdings, and insist that the more fundamental factors 
already mentioned receive greatest weight in setting the terms of exchange. 

The above factors provide a basis for negotiation. Less tangible factors that 
may affect the terms finally agreed upon are: 


Hidden Assets. A corporation may own assets that are not producing earnings 
currently, but that are worth substantially more than their book value, such as 
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timber, oil, or natural gas properties that may eventually produce large earnings, 
but are not being exploited currently. 


Strategic Elements. In some combinations the share exchange may be affected 
by the fact that one corporation controls certain valuable processes or has an 
excellent research department that at the time of the combination is not fully 
reflected in its earnings. Security owners will want these advantages recognized 
in the terms of exchange. 


Relative Strength of Management. One corporation may possess a manage- 
ment of outstanding skill and reputation, and weight may have to be given to 
this factor. In some instances, however, it can be argued that superior manage- 
ment has already been reflected in that company’s earnings and the market value 
of its stock. 


Bargaining Factors. The terms of the share exchange may reflect to a con- 
siderable degree the relative skill of the participants in bargaining. 


Combination by Lease 


LEASES AS A MEANS OF EXPANSION. In industries where the invest- 
ment in fixed assets is heavy and the return is relatively stable, a lease of assets 
may be the most suitable method of combination. This device has been used most 
in the railroad and street railway industries. Although industrial concerns 
lease property and equipment extensively in order to expand operations without 
making large investments, the lease method is seldom used to effect industrial 
combinations. 

The chief advantage of this method of combination is that no cash payment or 
issue of securities is required to obtain use of additional facilities.. Negotiation and 
effectuation of leases are relatively simple. The consent of only the shareholders 
of the lessor corporation is required. 

Disadvantages of the lease become apparent in times of depression when fixed 
rentals payable by companies that have resorted to this method of expansion may 
become burdensome. Higher fixed charges may affect adversely the credit of the 
lessee, especially since leased property cannot be placed under the lessee’s mort- 
gage bonds. Also, economic changes may cut into the earning power of the leased 
properties, so that, unless the lease has contingent clauses to guard against such 
eventualities, the lessee corporation may find itself with outmoded facilities the 
earning power of which will not be sufficient to cover even a part of the fixed 
rental. 

Double taxation results from leases, furthermore, since the courts have held 
that lessor corporations are subject to the corporate income tax even if the rental 
_ is paid directly to the lessor’s stockholders. 


LEASE AGREEMENTS. Essentially, a lease of all or substantially all the 
assets of one corporation to another resembles an ordinary real estate lease. The 
lessor concern turns over its property to the lessee for a stated term of years, 
under specified conditions. In return, the lessee pays the lessor a rental and 
covenants to pay taxes and other expenses, and at the termination of the lease 
to return the property in as good a condition as that in which it was received. 

Intercorporate leases go far beyond the ordinary lease of real estate in that 
they provide for the transfer not only of the lessor’s real property, but also of the 
personalty, including stocks or bonds that the lessor may hold in subsidiary com- 
panies. Stocks may be assigned to the lessee to enable it to vote them and exer- 
cise control over the subsidiaries in place of the lessor. 
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If a lessor corporation happens to be a lessee in relation to the property of 
other corporations, these leases are assigned to its lessee so that the latter will 
have complete control over all properties operated by the lessor. Furthermore, 
the lessor assigns to the lessee its rights, franchises, privileges, and interest in 
outstanding contracts, in order that it may enjoy the full use of the leased prop- 
erty precisely as though the property were its own. 

A lessee is entitled to all income derived from the operation of leased prop- 
erty. So that it may operate and finance the properties and enter into all neces- 
sary contracts, the lessee is appointed the lessor’s agent. Moreover, the lessee may 
be given the right to sell land and other leased property, provided it replaces 
assets sold with others of equal value. To give the lessee capacity to enter into 
such transactions, it may be made the lessor’s lawful attorney. On the other 
hand, the lessee takes the property subject to all existing debts, liens, and 
other incumbrances, and assumes the lessor’s other obligations under outstanding 
leases and other contracts. The lessee undertakes to protect the property by 
bringing suit in the name of the lessor at its own expense, to defend all suits 
brought against the lessor, and to hold it harmless against all costs, losses, dam- 
ages, and claims. as 


STATUS OF LESSOR CORPORATION. As a result of the lease, the 
lessor or proprietory company may become little more than a shell. The only 
property that may remain in its possession may be its corporate seal, the stock- 
holders’ and directors’ books, and the stock and transfer books. Even the nominal 
expense of keeping these records is usually paid by the lessee. The lessor com- 
pany’s only source of income may be the rental, which may be paid as dividends 
directly to its stockholders. On the other hand, it has no expenses to meet. All 
operating expenses of the property, as well as interest on its obligations, and 
some or all taxes are defrayed by the lessee, which also undertakes to satisfy 
other claims that might arise against the lessor as the result of lawsuits. 


Corporate Existence and Acts of Lessor. The lessor continues to function 
as a corporation. Its stockholders will hold annual meetings to elect directors, 
who will meet occasionally to take such action at the request of the lessee as may 
be necessary so that all legal formalities may be observed in connection with the 
issue of additional stock or bonds or other corporate transactions. 

The terms of the lease may bind the lessor to act or refrain from acting in 
practically all corporate matters at the will of the lessee, which thus takes over 
for the period of the lease all its corporate powers. On the other hand, the lessee 
corporation must pay promptly the rental and interest on the lessor’s obligations, 
and fulfill other covenants of the lease. Any default in this respect will, by the 
conditions of the lease, operate to terminate the agreement and permit the lessor 
to take possession of the property and file suit for damages for breach of the 
lease contract. 


Power of Corporations to Lease Assets. A corporation’s power to lease its 
assets is similar to its power to sell its assets as an entirety. Like the sale of 
assets, leasing all-its property is not a part of the ordinary business of a corpora- 
tion, and hence it is not within the power of its directors to execute such an agree- 
ment. Such a lease requires action by the stockholders, which must be unanimous 
unless the statute permits action by a stated majority, as is generally the case. 

Regulated corporations, such as railroads and public utilities, require ap- 
proval of a lease of their property by regulatory commissions haying jurisdiction 
over them. 
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; The Interstate Commerce Act empowers the Interstate Commerce Commis- 
sion to authorize acquisition of control of one carrier by another “under a lease 
or by the purchase of stock or in any other manner not involving the consolida- 
tion of such carriers into a single system for ownership and operation,” when such 
control is found to be in the public interest. The Commission’s approval must 
also be obtained when a railroad assumes the liabilities of another corporation, 
including a lessor. 


STATUTES GOVERNING LEASE OF ASSETS. In practically all 
states, statutes have been enacted permitting corporations, both private and 
quasi-public, to lease their property if approval of a certain majority of the 
stockholders has been secured. Frequently the same provisions apply to leases 
and sales of assets, authorizing such transactions if a stated majority of the voting 
stockholders approve at a special meeting called for the purpose. This majority 
may be a bare majority, two-thirds, or three-quarters, according to the particular 
statute. 

The provisions apply to lessor companies that surrender possession of their 
property, and not to the lessees. A corporation may lease another by action of its 
board of directors, unless the charter requires the approval of stockholders for 
such contracts. 

Dissenting stockholders under a number of statutes may demand the fair 
value of their shares in cash, if necessary, after an appraisal conducted as pre- 
scribed in the statute. Creditors of the lessor corporation cannot prevent the 
execution of a lease except on the ground of fraud. 

Special statutes in a number of states apply to railroads and public utilities, 
the lease of which requires approval of the Public Service Commission. The 
right to make a lease may be restricted by statute to corporations domiciled 
within the state, or to cases where the lessor and lessee corporations are engaged 
in similar lines of business. 


_ INDUSTRIAL LEASES. Leases are seldom resorted to by industrial com- 
panies to effect combinations, except among mining, oil, and gas companies, 
department stores, and motion picture chains, and the property leased in \these 
cases may consist of little more than real estate. The earning power of a manu- 
facturing or trading company rests in large measure on its goodwill, and it is not 
practicable as a rule to transfer this intangible asset without selling all the assets 
and allowing the vendee to use the vendor’s name. If a business is based on a 
well-protected patent or trade-mark, the earning power could be transferred to 
a certain extent by the lease of this intangible asset along with the tangible assets. 
However, there are serious obstacles in the way of such agreements. The success- 
ful exploitation of a patent, for example, depends greatly upon the ability of the 
management, and this may not be acquired by the lessee corporation. Moreover, 
the obligation assumed by the lessee corporation to pay a rental is a fixed charge, 
equivalent to the payment of interest on a bonded indebtedness. Manufacturing 
and trading concerns ordinarily do not want to burden themselves with heavy 
fixed charges. hoi 


RAILROAD LEASES. A number of large railroad systems have been built 
up through the amalgamation of small connecting lines, to a considerable extent 
by leases. In many instances, the lease was favored to accomplish this end be- 
cause no financing was needed. Although the léssee railroad might have little or 
no stock interest in the lessor road at the time of the execution of the lease, it has 
been customary to acquire stock ownership by later purchases, with many leased 
lines finally being absorbed through merger. . 
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FORM OF RENTAL. Practically all important leases involve a fixed rental. 
Commonly these rentals take the form of a fixed rate of dividend payable on the 
stock of the lessor corporation. The amount of stock on which the dividend is 
payable may be increased during the term of the lease, if it is provided that addi- 
tional shares may be issued for capital improvements. 

Contingent rentals may be based on (1) gross earnings of the leased _prop- 
erties from all sources or (2) net earnings of the leased lines. These contingent 
rentals are features of the older leases executed when the earning power of leased 
lines was not predictable. 


Guaranty of Rental. In addition to obligating itself to the lessor corporation 
to pay the rental, a lessee may guarantee payment to the lessor’s stockholders by 
specific endorsement on each stock certificate. By virtue of this guaranty, stock- 
holders can sue the lessee corporation directly in their own right in the event of 
default. Under the Bankruptcy Act, however, such endorsement does not make 
a material difference in the position of guaranteed stock issues. 


DIFFICULTIES IN DRAFTING EQUITABLE LEASE AGREE- 
MENTS. Leases of corporate property usually run for extended periods of time. 
Railroad leases for the most part cover from 50 to 999 years, and may be for 
perpetuity. There are instances where a lease runs for the life of the. lessor, and 
if that is limited the lease may be renewable with the renewal of the lessor’s 
charter. In Pennsylvania, perpetual leases are considered sales. 

Because of changes that may take place during the long periods covered by 
leases, disputes are likely to arise over the interpretation of lease provisions. It 
is not always possible for those drafting the agreement to foresee and provide for 
all of the contingencies that may arise during the lease’s life. For example, many 
leases were written before the 16th Amendment to the Constitution legalized 
income taxes, and many leases did not specify whether the lessee or the lessor 
would be liable for the payment of income tax on the lessor’s income. In a num- 
ber of cases, the Treasury attached the lease rental to secure income taxes due it 
by the lessor corporation, and the amount of dividend received by the lessor’s 
stockholders was reduced by the income tax paid on such income. 


MERGERS TO END LEASES. Because the Treasury levies an income tax 
upon the net income of a lessor corporation, the lease device is distinctly unfavor- 
able from a tax standpoint. Hence, a number of leases have been terminated 
through merger of the lessor into lessee corporations. 


Holding Companies 


USE OF HOLDING COMPANY METHOD OF COMBINATION. 
Acquisition of control by a corporation of one or more other corporations through 
stock ownership has been a common method of effecting business combinations 
in practically all fields of enterprise. The use of this method of combination has 
extended even to commercial banking, particularly in areas where legal restrictions 
limit the establishment of branches. 

Effective control over one corporation by another may be exercised with vary- 
ing degrees of stock ownership. Usually a majority interest is necessary to in- 
sure the election of the subsidiary’s directors by the holding company, particu- 
larly in a moderate-sized company at whose meetings a large proportion of the 
stockholders are likely to vote either in person or by proxy. In larger corpora- 
tions, effective control of a subsidiary can often be exercised with minority stock- 
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holdings, for most small stockholders have no interest in use of the voting power 
in such cases. 


DEFINITION AND TYPES OF HOLDING COMPANIES. A holding 
company is one that holds stock in other companies for purposes of control 
rather than for mere investment. If a corporation owns a majority of stock in 
another with no idea of exercising control, but simply for the return that the 
investment will bring, it is not an actual holding company, although it may be 
regarded potentially as such. For example, an investment trust may happen to 
own a majority of the stock in a business corporation, but instead of voting the 
stock directly and controlling the company, it may be satisfied to send in its 
proxy for its stockholdings to the management in the same manner as other 
stockholders. 

A corporation that has acquired a controlling stock interest in a number of 
other corporations may be a pure holding company or a holding and operating 
company. In the former instance, its assets will consist solely of its holdings of 
stocks and bonds, cash, and advances it may have made on short- or long-term 
account to subsidiary companies. Its chief sources of income are the dividends, 
interest, and perhaps fees received from these companies. The subsidiaries in 
turn may be subholding or operating companies. 

If a law defines a holding company, such statutory definition takes the place 
of the above definition, which is based on common usage, in the application of 
the statute. Thus, the Public Utility Holding Company Act defines a holding 
company, for its purposes, as “any company which directly or indirectly owns, 
controls, or holds with power to vote, 10 percentum or more of the outstanding 
voting securities of a public-utility company .. .” 


Holding Company with One Subsidiary. Practically all pure holding com- 
panies own the stock of at least two companies, since the purpose of their organ- 
ization is to unify control of two or more companies. However, it is sometimes 
advantageous to form a holding company to hold the stock of a single operating 
company. The object then is not combination but to achieve some other end. It 
may be desirable, for example, to leave intact an operating company organized 
under the laws of one state and yet take advantage of the incorporation laws of 
another state. In that event, a holding company is formed that will exchange its 
stock for that of the operating company and thus become a pure holding com- 
pany for that single subsidiary. Later it may acquire stock control of other com- 
panies as opportunity offers. 


Holding-Operating Companies. The other form of holding company is a 
corporation that is at once an operating and a holding company. A manufactur- 
ing company, for example, may hold stock interests in one or more subsidiaries. 
Whether it is generally considered a holding company will depend upon the pro- 
portion of its assets represented by stockholdings. 

Many parent corporations are primarily operating companies, with stockhold- 
ings in subsidiaries constituting a comparatively small portion of their total 
assets. Frequently the subsidiaries are not acquired but are incorporated to con- 
duct some part of the business than can better be carried on by a separate cor- 
poration. 


LAWS RESPECTING FORMATION OF HOLDING COMPANIES. 
Prior to 1888, all holding companies that came into prominence derived their 
power from special legislative acts giving them charter privileges denied other 
corporations. In a few states, the power to hold stock of another is expressly 
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limited by law, but the limitation applies to only certain types of companies. 
Most statutes now permit corporations to hold stock in another corporation for 
whatever purpose, and the holding company has become a major instrument of 
combination through stock control. 


TRUSTS AS COMBINATION DEVICE. In the period before holding 
company statutes existed, the trust was used to effect large business combinations. 
Shareholders of the companies involved assigned their stock to trustees who 
took title to and voted the shares. In exchange they received certificates of 
beneficial interest in the trust that entitled them to dividends declared by the 
trustees out of the trust’s funds and, in the event of dissolution, a ratable por- 
tion of the net assets. The trustees thus became stockholders of the several com- 
panies, and by electing their directors exercised common control over them. 

The original Standard Oil Trust was the most famous example of this form 
of business. combination. It was attacked in the Ohio courts, and a decision was 
rendered dissolving the trust as an illegal grant of authority by the Standard 
Oil Co. of Ohio to the Standard Oil trustees. Courts of other states also frowned 
on the use of the trust device to control corporations. These court decisions 
resulted in the holding company replacing the trust as a device for intercorporate 
combination. 


Control Through Voting Trusts. A number of statutes expressly authorize 
voting trusts upon compliance with certain conditions. The trust is used occasion- 
ally to effect combinations, but its use is restricted to smaller concerns. Smaller 
companies at times find it convenient to combine by having their stockholders 
place their shareholdings in the hands of one or two trustees, receiving certificates 
of beneficial interest in return. 


ACQUISITION OF STOCK CONTROL. If ownership of the stock of a 
company in which a controlling stock interest is sought is concentrated in a few 
hands, the owners may be sought out and dealings carried on with them 
directly. This is not practicable in the instance of companies of any size whose 
stockholders may be numerous and widely scattered. Under such conditions other 
methods must be resorted to, particularly if a majority of the stock is sought. 


Purchase for Cash. If it is decided to pay cash for the stock, purchasing may 
be done in the open market, by private negotiations, or both. It is often im- 
practicable to acquire any sizable quantity of the stock by market purchases. 
Such buying, and the rumors to which it may give rise, will raise the price of 
the stock before the desired number of shares has been secured. Usually the 
buying will be spread over a considerable period of time and done as quietly as 
possible to avoid such a run-up in the price. By concealing its accumulation of 
the stock through having it transferred to dummy holders or carrying it with 
brokers, the purchasing company may succeed in keeping the management of 
the company being acquired in the dark as to changing ownership until it has 
accumulated the desired block of stock and is ready, just before the annual meet- 
ing or earlier, to announce its control of the company. However, the requirement, 
under the Securities Exchange Act of 1934, of public disclosure of stock dealings 
of a holder of more than 10% of the stock of a registered company makes this 
procedure more difficult. 


Acquisition of Control Through Exchange of Stock. When it is planned 
to acquire control by an exchange of stock or other securities, an offer must be 
made to the stockholders of the company sought. Usually it is advisable first 
to approach its directors and large shareholders to enlist their cooperation in the 
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plan. These discussions will determine the terms. If, with the announcement of 
the terms, the directors issue a statement recommending ‘the exchange of stock 
as in the best interest of the stockholders, organized opposition may be fore- 
stalled and stockholders will be so much more likely to agree to the exchange. 

T he offer frequently stipulates that the offer of exchange will become operative 
only if holders of a stated majority of the stock agree to turn in their stocks, 
In that event, stockholders desiring to exchange their shares will be asked to 
deposit their stock by a certain date with a named depositary under ‘a deposit 
agreement. 

The consideration paid in the acquisition of stock in other companies may 
consist of cash or securities. If a large number of shares is involved, cash settle- 
ment will usually be avoided as it would require new financing on the part of 
the purchasing company. Stock is the most common consideration, but the pur- 
chasing company may issue bonds in full or part payment. Sometimes, collateral 
trust bonds are issued, with the stock acquired pledged as security. The bonds 
can be issued directly in exchange for the stock or sold to raise cash if the desired 
stock is to be acquired for cash. : 


_DEALINGS BETWEEN PARENT AND SUBSIDIARY. Parent-sub- 
sidiary relations largely depend upon whether the subsidiary is wholly or only 
partly owned. When there is a minority interest outstanding, the subsidiary 
must be treated as a separate and independent entity, if the parent is to avoid 
possible liability. The parent may require the payment of interest on advances 
it makes to the subsidiary, and even demand the deposit of collateral security 
provided the advance is really required for the subsidiary’s business. Whether 
a subsidiary is wholly or partly owned, the parent company is legally entitled 
only to the share of a subsidiary’s profit that is distributed by formal dividend 
declaration. 


. Financing Subsidiary’s Capital Requirements. A subsidiary may be finan- 
cially self-contained and not require financial assistance. If, however, it 1s com- 
pelled to seek additional funds, these may be obtained from the parent, company 
if the latter has the money or can raise it on better terms than can the subsidiary. 
Advances may be made on open book account, represented by interest-bearing 
demand notes given the parent company, or funded by the issuance of bonds or 
stock that the parent company may retain as permanent investments. On the 
other hand, if the subsidiary enjoys a good credit rating with investors, the 
parent may resell the subsidiary’s securities it holds, with or without a guaranty 
of dividends or interest, and principal at maturity of bonds. 

Sometimes a subsidiary’s credit is so well established that it.can do its own 
public financing with stocks or bonds, and enjoy a regular line of credit with 
banks. If it issues stock to the public, this may be preferred or a special class 
not possessing voting power in order that the parent company’s control may not 
be disturbed. 


ADVANTAGES AND DISADVANTAGES OF THE HOLDING 
COMPANY DEVICE. Combination by acquisition of a stock interest in one 
or more companies has distinct advantages and certain disadvantages. © 


i 


Advantages. The major advantages obtained are as follows: 


1. It is not necessary to secure formal consent of stockholders, or to pay off a 
dissenting minority in cash, as in the case of the purchase of assets, consolida- 
tions, or mergers. 
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2. A going concern is taken over intact and continued as such, so that there is no 


loss of goodwill with either the public or employees. This is particularly true 
if the stock acquisition is effected quietly by private purchase from a com- 
paratively few large stockholders. ; 

If cash is paid, a sum far less than the net value of the assets of the acquired 
subsidiary need be invested to acquire control. The holding company device 
makes it possible to acquire control of large properties with a minimum of 
investment, for only that part of the voting stock of the subsidiary sufficient to 
exercise control need be purchased. If the subsidiaries, and perhaps the holding 
company as well, are financed in part by senior nonvoting securities, control 
can be secured with a relatively small investment. A holding company can 
pledge stock of subsidiaries owned as security for a collateral trust bond 
issue, to reduce its investment further. 

No assumption or guaranty of a subsidiary’s liabilities is necessary. Thus, the 
parent company is insulated against the liabilities of subsidiaries, if the 
“instrumentality rule” (see below) is not applied. This insulation from lia- 
bilities of a subsidiary may be of considerable importance when (1) expansion 
occurs into a field subject to unusual risks, or (2) future regulation by the 
government may compel separation of subsidiaries from parent control. 

The holding company has an advantage over the merger or consolidation in 
that it is easier to divorce an unprofitable unit from the whole. 

The holding company device may make possible combination of enterprises 
that could not legally be fused under direct ownership of one corporation. 

The holding company is advantageous if it is desirable from an administrative 
viewpoint to decentralize operations by products, territories, or otherwise. 
The holding company structure has been effectively used to segregate unlike 
businesses or different operating functions; to obtain local capital; to preserve 
goodwill; and to meet regional regulation and taxation situations. 


Disadvantages. The ownership of subsidiary companies has certain draw- 
backs, the seriousness of which will depend on circumstances. The more im- 
portant disadvantages are: 


I 


Minority interests may prove troublesome. If subsidiaries are only partly 
owned, the minority stockholders may be a source of annoyance to the holding 
company. They may charge the holding company with diverting earnings 
from the subsidiary by improper accounting methods. They may also restrict 
the management’s ability to adjust operations to changing conditions and 
new opportunities. Even though a holding company may, have the statutory 
power to effect the desired change, a recalcitrant minority interest may seek 
the intervention of a court of equity on the ground of fraud, and the parent 
may find it necessary to buy out the minority interest. Partly because of this 
possibility, many industrial companies seek to eliminate minority interests in 
subsidiaries as soon as this can be done. 

The expense of creating and maintaining separate corporate organizations. 
Franchise taxes must be paid by each corporation, and each corporation must 
submit reports to the state and regulatory agencies. The costs of records of 
directors’ and stockholders’ meetings must be considered. Particularly in 
times of slack business when expenditures are being curtailed in every direc- 
tion, the number of subsidiaries may be reduced through absorption of sub- 
sidiaries by the parent or other subsidiaries. 

A holding company structure may prove unstable. “Pyramiding” was carried 
to an extreme in the public utility field, and was a main reason for the col- 
lapse of several large utility holding company systems. Further, if subsidiary 
earnings fall off, income may cease to flow to the parent. If a subsidiary is 
unable to pay dividends on a cumulative preferred stock issue with contingent 
voting power held by the public, control may be lost by the parent, If a sub- 
sidiary defaults on its obligations and is reorganized, the parent company’s 
stockholdings may be wiped out altogether. 
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4. Present income tax laws work to the disadvantage of a holding company. A 
parent company must own 95% or more of its subsidiaries’ voting stock (and 
957% of each class of nonvoting stock, other than preferred, of at least one 
subsidiary) to file a consolidated return. This requirement serves to offset the 
advantage of controlling a subsidiary by holding a majority or less of the 
voting stock. Furthermore, a penalty of 2% is imposed on the filing of a 
consolidated tax return. In addition, the holding company has to pay an 
mtercorporate dividend tax of 15% of the corporate normal and surtax rate on 
dividends received. Tax considerations have been a major reason for the 
simplification of many holding company structures during the past decade. 
However, there are still many instances where a holding company structure 
gives net tax advantages, as when a motion picture chain incorporates each 
theatre separately so that it is taxed as a small business. 

5. Unfavorable legislation affecting holding companies, especially in the public 
utility field. 


MAINTAINING CORPORATE EXISTENCE AFTER TRANSFER 
OF ASSETS. A company may acquire the stock of another corporation and 
have the latter’s assets transferred to itself or some other subsidiary. Instead of 
dissolving the newly acquired subsidiary, however, it may maintain its corporate 
existence by the payment of the annual franchise tax in order to prevent others 
from appropriating its name, which may have a trade value. 


CREATION OF SUBSIDIARIES BY PARENT COMPANY. Sub- 
sidiary companies are not only purchased and acquired to effect combinations, 
but are also created by the parent company. For various reasons, the parent 
company may segregate certain assets by turning them over to a newly formed 
subsidiary, all of whose stock it will own with the exception possibly of directors’ 
qualifying shares. The amount of assets turned over and the size of the capital 
stock with which the subsidiary is organized will depend on the function it 1s to 
perform and the financial relationship it will maintain with the parent organiza- 
tion. The purpose of its creation may be such that it will not require any con- 
siderable amount of capital. On the other hand, it may need a great deal of 
capital for expansion. If it is to conduct business on the parent company’s credit, 
having its notes endorsed and its accounts guaranteed by the latter, its capital 
stock may be of a nominal amount. In that event, the parent company is 
actually liable for the subsidiary company’s liabilities. 


Subsidiaries Organized for Legal Reasons. Frequent recourse is had to the 
organization of subsidiary companies to circumvent legal obstacles, to avoid 
burdens otherwise imposed by the law, or to take advantage of a particular law. 
Under our Federal system, which makes every corporation created in one state 
foreign in every other state, subsidiaries are organized to do business in other 
states, if restrictions are imposed on foreign corporations or they are required 
to pay special taxes and fees. 

State laws of a restrictive or regulatory character may make it advisable to 
form a subsidiary to conduct some of the activities of the business. A timber 
company may encounter difficulties in acquiring the right of way for a private 
logging railway to a tract of timber land it owns. It can organize a railroad 
company that, as a common carrier, enjoys the right of eminent domain and 
is able to condemn land necessary for its road. A general business corporation, 
among its other activities, may be engaged in a business that makes it subject 
to regulation by the State Public Service Commission. It will free itself of con- 
siderable annoyance by incorporating the public utility business in a separate 
subsidiary that will be so regulated. 
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Subsidiaries To Facilitate Management and Operations. If the parent 1s 
engaged in two or more independent lines of business, segregation of the activities 
by organizing subsidiaries may promote more effective management and more 
economical and efficient operation. The internal corporate organization may 
follow the lines of the functional divisions of a business. One subsidiary may be 
formed to take over the sales division. Other departments may be similarly 
incorporated. . 

Scientific and research activities of the organization may be grouped in one 
separate corporation. Subsidiaries are also organized to hold and develop real 
estate. After combinations of large corporations, the rearrangement of operations 
necessary to realize anticipated economies is often effected through the organiza- 
tion of subsidiary companies. 


Subsidiaries To Secure Goodwill. When branch plants or selling organiza- 
tions are established, it may be desirable to incorporate them separately and 
place prominent local men on the board. By this means, this particular division 
of the company’s business becomes more intimately identified with the community 
it is intended to serve and local goodwill is obtained. 

The segregation in a subsidiary of some new line of business taken on by a 
corporation may be desirable to protect the established goodwill of the parent 
in connection with its old line. Thus, a publishing house of many years’ standing 
may have developed a nationwide reputation for handling books appealing to 
more intellectual tastes. If it desires to handle in addition publications with a 
wide popular appeal, it may organize a new subsidiary for this new business, so 
that the public interested in more serious works may not get the impression that 
the company 1s changing the character of its publications. 

On the other hand, an acquired subsidiary may be stripped of all assets and 
become an inactive corporation whose existence will be maintained merely to 
prevent appropriation of its name, with its trade value, by others who desire to 
enter the same field. 


Subsidiaries To Limit Parent Company’s Liability. When a corporation is 
launching some hazardous business, one that is highly speculative or that may 
possibly give rise to heavy claims for damages, it may be able to limit the pos- 
sible loss by organizing a subsidiary to engage in that particular activity. Simi- 
larly, a corporation may make certain undertakings that later handicap its 
financial and other arrangements. At times these obligations may be legally 
avoided by the formation of subsidiary companies. An example of such practice 
is the organization of subsidiaries to evade the after-acquired property clause 
in trust indentures securing mortgage bond issues. 


Intercorporate Readjustments. A holding company organization with a num- 
ber of subsidiary companies may from time to time effect intercorporate read- 
justments to fit changing economic conditions, tax laws, regulatory statutes, or 
financing requirements. Assets and functions may be reparceled among existing 
subsidiaries for more advantageous grouping. New subsidiaries may be formed 
to take over certain activities of the old, or subsidiaries may be combined with 
others or with the parent company. The legal devices used will be the same as 
between independent corporations. Transfer of assets will occur through sales, 
consolidation, or merger, and stockholdings may be sold by one subsidiary to 
another or to the parent corporation. (See also in Sec. 21, beginning p. 22.) 


Foreign Subsidiaries. Manufacturers having factories, warehouses, or sales 
offices in foreign countries quite frequently find it advantageous or necessary to 
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have them separately incorporated under the laws of those countries. Often, the 
parent would labor under legal handicaps if it owned the factories or other facil- 
ities directly. National prejudices may hamper the business of a foreign enter- 
prise in that country. A minority interest in the subsidiary may be offered to 
the public in the foreign country in order to establish its character as locally 
owned. 

Foreign subsidiaries haye become of increasing importance since the Second 
World War. The most rapid expansion has taken place in Western Europe as 
US. firms, desirous of availing themselves of the tariff preferences accorded to 
companies organized in the European Common Market and European Free 
Trade Association countries, have established thousands of new enterprises in 
those areas. The profitability of some of these concerns was affected by a change 
in the Revenue Act of 1962. Under the new rules, 90% of the earnings of foreign 
sales subsidiaries are subject to U.S. corporate income taxes in the year earned. 
Profits of manufacturing subsidiaries, however, continue to be taxed only when 
they are transferred to the US. 


ABUSE OF PARENT-SUBSIDIARY RELATION. A holding or par- 
ent corporation owning a controlling interest in a subsidiary is considered by the 
courts to assume a fiduciary relationship to the minority stockholders and to 
be charged with the duty of exercising a high degree of good faith, care, and dili- 
gence for the protection of such minority interests. This doctrine has been ex- 
tended and clarified by more recent Supreme Court decisions. (See Deep Rock 
doctrine below.) 


Protection Afforded Minority Stockholders by Courts. Minority stock- 
holders have secured relief from the courts when a parent company has exploited 
the subsidiary in its own interest and adversely to the interest of the latter’s 
minority shareholders. Such cases have involved diversion of business and income 
from a partly owned subsidiary to the parent company or a wholly owned sub- 
sidiary, particularly when the parent and the partly owned subsidiary were 
competitors. In flagrant cases, the parent has attempted to bankrupt the sub- 
sidiary by depriving it of lucrative business so as to come into full control. When 
a parent has, through the controlled board of directors, attempted to foist on the 
subsidiary unfavorable contracts, including sale or lease of assets and intercor- 
porate loans, or has failed to observe contracts with the subsidiary, minority 
stockholders have likewise received the protection of the courts. 

The courts have also intervened at the instance of minority shareholders to 
enjoin consolidation of the subsidiary with the parent or other subsidiaries, or the 
dissolution of the subsidiary, even though the procedure was in strict conformity 
with the statutory provisions, when the palpable reason for the consolidation, 
merger, or dissolution was to get rid of some contract between parent and sub- 
sidiary, unfavorable to the former, such as a lease of assets (Boyd v. New York 
& Harlem R. R. Co., 220 Fed. 174 [D. C. N. Y., 1915]), or when the terms of a 
proposed consolidation or merger were unfair to minority stockholders of the 
subsidiary. 


INSTRUMENTALITY RULE. One important reason for the use of the 
holding company device has been to insulate the parent and each subsidiary from 
liabilities incurred by another subsidiary. As a result, creditors have found on 
oceasion that they cannot collect debts due them because insufficient assets are 
held by the debtor subsidiary, although such debts may haye been incurred for 
the benefit of the parent or the holding company system as a whole. The courts 
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have attempted to meet this situation through the application of what has been 
termed the “instrumentality rule.” The “instrumentality rule” holds that a parent 
company will be liable for debts of a subsidiary if it can be shown that the parent 
uses the subsidiary as a mere “instrumentality,” “agency,” or “adjunct,” SO that 
one is the “alter ego” of the other. This is particularly the case if the subsidiary 
is formed with a nominal capital stock and has no independent organization 
through which to function, the main purpose of its existence being apparently the 
evasion of liability or some law. 


The Deep Rock Doctrine. Parent-subsidiary relationships have been clarified 
to a large extent by a series of United States Supreme Court decisions of which 
the first and most important was the “Deep Rock” case, Taylor v. Standard Gas 
Electric Co., 306 U. S. 307 (1939). This case involved the attempt of the par- 
ent company, Standard Gas, to assert a prior claim, as creditor on account of 
advances, to the assets of its subsidiary, the Deep Rock Oil Corporation, which 
was being reorganized. The court subordinated the claim of Standard Gas to pub- 
licly held preferred stock of Deep Rock. The basis of the decision was (1) the 
history of spoliation, mismanagement, and faithless stewardship of the affairs of 
the subsidiary by the parent to the detriment of public investors, and (2) the 
failure of Standard Gas to capitalize the subsidiary adequately by providing it 
with sufficient equity capital when it was formed. As expanded in subsequent 
decisions, the “Deep Rock Doctrine” holds that a holding company is a fidu- 
ciary. Its powers are powers in trust and must be exercised for the protection of 
the entire community of interests in the corporation—creditors as well as stock- 
holders. The application of this doctrine has been of increasing importance in the 
field of intercorporate relations. 


PUBLIC UTILITY HOLDING COMPANIES. The holding company 
reached its highest development in the public utility field, particularly among 
electric light and power and gas companies. Less than ten holding-company sys- 
tems formerly conducted the major portion of the electric light and power busi- 
ness of the country. These systems comprised a holding company at the top of 
the structure, with one or more intermediate subholding companies between it and 
the operating companies. The major holding companies did not in every instance 
own a majority of the stock of the subholding or operating companies, but a 
sufficient minority interest was held to insure effective control in view of the 
widely scattered stockholdings. 

A number of factors brought about the dominance of holding companies in 
the utility industry. Early control of basic patents by the Bell System and the 
advantages of a unified system of countrywide communication explain the great 
success of the American Telephone & Telegraph Co. Earlier combinations of 
local operating units in contiguous territories were formed to avoid destructive 
rate reductions and increase efficiency. Later giant combinations of scattered, 
diverse utilities were attributed by Bonbright and Means (The Holding Com- 
pany) chiefly to the greater financial strength of a large utility system as com- 
pared with a local property, and the efficiency and economy of centralized man- 
agement or supervision by organizations of experts. Other reasons were the desire 
of engineering and manufacturing groups to secure control of a maximum number 
of utility properties in order to sell them commodities and services, and the desire 
of bankers to control utility managements in order to underwrite their security 
issues. The Electric Bond & Share Co. was originally organized by the General 
Electric Co. to give financial assistance to utility companies purchasing its prod- 
ucts. The Stone & Webster system was formed in 1924 in order to prevent com- 
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panies for which the firm of Stone & Webster furnished engineering and manage- 
ment service from falling into other hands. The United Corp. was organized by 
the banking firms of J. P. Morgan & Co., Drexel & Co., and Bonbright & Co. to 


retain control over a large group of utilities in the East. 


Unsound Financial Practices. In the years of depression following 1929, un- 
sound practices developed in the financing of some public utility holding com- 
panies. Several holding companies were forced to lean heavily upon their 
operating subsidiaries for financial support. “Upstream” loans from subsidiary 
to parent were made, and the operating companies’ credit was even used to pro- 
vide funds for unrelated ventures of the controlling financial interests. Dividend 
policies of operating companies at times were guided by stockholders’ demands 
rather than by the need for funds on the part of the holding companies, even if 
such distributions were unwise. 

Such abuses, although by no means typical of public utility holding companies 
ae een caused the enactment of the Public Utility Holding Company Act of 


REGULATION OF PUBLIC UTILITY HOLDING COMPANIES. 
Under the Public Utility Holding Company Act of 1935, the Federal govern- 
ment has obtained drastic regulatory powers over holding companies controlling 
electric and gas operating companies. These holding companies are not subject to 
the jurisdiction of the state public service commissions, which have supervision 
only over utility operating companies. The Act aims to eliminate abuses that 
have characterized the formation and operation of holding companies. 

The Public Utility Holding Company Act, which provides for the dissolution 
as well as the regulation of utility holding companies, is administered by the 
Securities and Exchange Commission. The 8.E.C. supervises security transactions 
by holding companies and their subsidiaries, the acquisition of securities and 
properties by holding companies and proxies, intercompany loans, and service, 
‘sales, and construction contracts that holding companies or nonoperating sub- 
sidiaries may have with operating utility subsidiaries. 


Registration of Utility Holding Companies. Companies subject to the Act 
are holding companies having electric and gas subsidiaries in more than one state, 
and their subsidiaries. Such holding companies are required to register with the 
Securities and Exchange Commission. The registration statement includes com- 
plete corporate information, and balance sheets and income statements for several 
years. Unless a holding company is registered with the Commission it is barred 
from the use of the mails or from engaging in any form of interstate activity, 
including the sale and distribution of its securities or those of its subsidiaries. The 
Commission may upon application exempt, from the obligation to register, holding 
companies whose operations are predominantly intrastate in character, or that are 
only incidentally or temporarily holding companies, or whose chief source of in- 
come is public utility companies operating abroad. 


Regulation of New Security Issues of Utility Holding Companies. Before 
a registered holding company or any of its subsidiaries may issue securities, it 
must file with the S.E.C. a declaration including information and documents re- 
quired to register a security under the Securities Act of 1933, and any additional 
information that the Commission may require. Issue of securities is not permitted 
until the declaration has been approved by the Commission and becomes effective. 
This provision does not apply to certain short-term note issues. Before approv- 
ing issuance, the S.E.C. must be satisfied that the character of the security is 
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justified by the financial set-up of the issuing company and that the terms of sale 
are reasonable and not detrimental to the interests of the public, investors, and 
consumers. In May 1941 Rule U-50 was adopted by the Commission which 
requires competitive bidding in the sale of securities (other than short-term 
notes) by a registered holding company or any of its subsidiaries. 


Acquisition of Securities and Properties. A holding company or any of its 
subsidiaries may not purchase securities of other companies or properties without 
the Commission’s approval. Whether securities or properties are purchased, the 
Commission, before granting permission, must satisfy itself that the new acqui- 
sition will not tend to undue concentration of control of public utility com- 
panies or unduly complicate the capital structure of the holding company system 
making the acquisition, and that the consideration paid for the securities or 
properties is reasonable. 


Simplification and Integration of Holding-Company Systems. The pro- 
visions of the Act relating to simplification and integration of holding company 
systems constitute its most drastic and. significant part. The simplification 
standards [§ 11b(2)] are twofold: (1) the capital structure of a holding company 
and each subsidiary must not be unduly complicated, and a fair and equitable 
distribution of voting power must exist among the stockholders, and (2) the 
intercorporate structure is limited to three layers of corporate entities, Le., a 
holding company cannot have a subsidiary whose subsidiary is itself a holding 
company (“grandfather” clause). 

The integration provisions [see § 11b(1)] limit holding companies to a single 
integrated system. The Act defines an integrated system for electric power and 
light public utilities as “one or more units of generating plants and/or transmis- 
sion lines and/or distributing facilities whose utility assets, whether owned by 
one or more electric utility companies, are physically interconnected or capable 
of physical interconnection and which under normal conditions may be eco- 
nomically operated as a single interconnected and coordinated system confined in 
its operations to a single area or region, in one or more states, not so large as to 
impair (considering the state of the act and the area or region affected) the 
advantages of localized management, efficient operation, and the effectiveness 
of regulation.” The 8.E.C. has interpreted the integration provisions of the Act to 
limit a holding company to one compact operating system that must be in one 
or more adjoining states. (See also Sec. 21, p. 24.) 


Supervision of Intercompany Loans, Dividends, Security Transactions, 
Etc. Regulation and supervision by the 8.E.C. of other activities of holding com- 
pany systems are provided for by the Act. The law prohibits: 


1. “Upstream” financing, or borrowing by holding companies from their sub- 
sidiaries. 

2. Contributions in support of any political candidate or party by a holding 
company or any subsidiary. 


The following activities may be carried on by the holding company or its sub- 
sidiaries only in accordance with regulations prescribed by the Commission: 


1. Intercompany loans within the holding-company system other than loans by 
subsidiaries to the holding company. 

2. Payment of dividends and acquisition, retirement or redemption of securities, 

3. Sale of any assets, including securities of other companies. 

4. Intercompany transactions within the holding-company system, 
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5. Solicitation of proxies: 


6. Lobbying before Congress, the Securities and Exchange Commission, or the 
Federal Power Commission. 


The Act. also aims to prevent abuses in connection with contracts that holding 
companies, or companies especially organized for the purpose, have with sub- 
sidiary companies. 


Periodic Reports and Accounts and Records. The Commission may require 
annual, quarterly, and other periodic reports from registered holding companies 
and mutual service companies. Officers and directors of holding companies are 
required to file a statement of the securities they own in the holding company or 
any subsidiary, and to report monthly any change in their holdings. Officers and 
directors may be required to refund to the corporation any profit from the 
purchase and sale, or short sale and covering purchase of any securities of an 
affihated company, made within a period of less than 6 months. No officer or 
director of a bank or trust company, and no partner or representative of an 
Investment banking firm or of any corporation controlled by a bank, trust com- 
pany, or investment banking firm, may serve as an officer or director of a holding 
company or any of its subsidiaries, except as the Commission may permit.’ 


Regulation of Interstate Electric Utility Companies Under the Federal 
Power Act. An amendment to the Federal Water Power Act, known as the 
Federal Power Act, subjects to regulation by the Federal Power Commission 
electric utility companies transmitting and selling electric energy across state 
lines. Rates that electric companies may charge for current are under the con- 
trol of the Commission, with whom schedules must be filed. The Commission also 
passes on the issuance of new securities by companies under its jurisdiction, as 
well as the purchase, sale, or lease of properties of a value in excess of $50,000 
and mergers or consolidations. 

Without the Commission’s sanction there may be no interlocking directorates 
between the companies and no officer of one company may serve as an officer of 
another company. Likewise, subject to the Commission’s approval, a. director or 
officer of an electric utility company may not serve in a similar capacity with any 
organization doing a security underwriting business, or with any company sup- 
plying electrical equipment to electric utility companies. If provisions relating 
to the regulation of electric companies by the Federal Power Commission are 
in conflict with provisions of the Public Utility Holding Company Act, the latter 
prevail. 


Use of Massachusetts Trust. In Massachusetts, no foreign corporation (in- 
corporated in another state) owning a majority of the capital stock of a public 
utility in that state may issue stocks or bonds based upon the property of that 
utility unless such issue has been specifically authorized by Massachusetts. As 
none has been so authorized, this law has prevented foreign holding companies 
from obtaining direct control of local utilities in that state. They have instead 
resorted to indirect means of acquiring control through the organization of volun- 
tary associations or Massachusetts trusts (see Section 12 on Forms of Business 
Organization). 

REGULATION OF OTHER HOLDING COMPANIES. There is little 
regulation of holding companies in the industrial field with the exception of the 
air transport industry, which is regulated by the Civil Aeronautics Board. The 
Clayton Anti-Trust Act prohibits the acquisition of stock of one corporation by 
another if the effect is “to substantially lessen competition.” 
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In the railroad field, the Emergency Transportation Act of 1933 gave the 
Interstate Commerce Commission jurisdiction over the acquisition of stocks of 
railroad companies for control purposes by any person after June 16, 1933. Rail- 
road holding companies formed prior to 1933 are not affected, for this statute, 
unlike the Public Utility Holding Company Act, is not retroactive in character. 

There are few pure holding companies among railroads. In most instances, 
the large railroad systems consist of parent operating companies that own stock 
of subsidiaries or lease them, for they were developed before the organization of 
pure holding companies was possible under state statutes. oe 

Bank holding companies are subject to special regulation under the jurisdic- 
tion of the Board of Governors of the Federal Reserve System. 


Other Types of Business Combination or Cooperation 


CARTELS. A cartel may be described as an agreement among business en- 
terprises to limit competition among themselves. The agreement may take the 
form of a written contract or an oral gentlemen’s agreement. 


Types. Cartels may be divided into five basic types. Some belong to one type, 
whereas others are a combination of several. 

1. Price cartel. This type sets either uniform or minimum prices. It repre- 
sents an attempt to eliminate price cutting within an industry through con- 
tractual agreement, rather than by combination. 

2. Division of output. In this type, limitation’ of production and division of 
output by quotas for each member are jointly agreed upon, to fit supply to 
demand. 

3. Division of territory. The territorial cartel assigns market areas on an 
exclusive basis to its members. 

4. Single selling agency. A more advanced type of cartel involves the use of 
one selling agency that sells for all the members, distributing orders among them 
under a prearranged schedule of quotas. 

5. Patent pools. In this type of cartel the associated companies agree to 
interchange patents. The companies owning the patents may retain title to the 
patents and license other members to use them. Another method involves trans- 
fer of title to the patents to a trustee, who licenses members of the cartel to use 
them. A third method calls for formation of a new corporation for the purpose 
of holding title to the patents. 


Restrictions on Use in the United States. Although permitted in some for- 
eign countries, cartels are, for the most part, prohibited in the United States by 
the antitrust laws. In the United States, exemptions from the legal prohibition 
of activities in “restraint of trade” are provided in a number of industries, in- 
cluding agricultural cooperative marketing associations (under the Capper- 
Volstead Act of 1922) and railroads with the approval of the Interstate Com- 
merce Commission (under the Transportation Act of 1920). 


Webb-Pomerene Act Associations. The Webb-Pomerene Act was enacted 
by Congress in 1918 to exempt from the provisions of the Sherman and Clayton 
Acts associations engaging solely in export trade. These export associations en- 
abled United States exporters to form united fronts on prices, market quotas, and 
sales policies as do foreign cartels. However, when export associations join in 
agreements that restrain trade in the United States, they are held illegal. 


TRADE ASSOCIATIONS. A type of business cooperation not involving 
formal combination is the trade association, which has been defined as “a volun- 
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tary organization formed to promote the mutual interests of enterprises engaged 
in the same kind of business.’ Such associations exist in virtually every industry, 
both on a regional and national scale. Among the functions they perform for 
their members are collection and dissemination of statistical data relating to 
production, prices and sales, political representation, industry self-regulation, 
arbitration of commercial disputes, collective bargaining, setting up of uniform 
accounting systems, industrial research, market research, advertising and promo- 
tional activities, credit services, cooperative buying, and transportation problems. 
In some instances these activities were used to limit production, fix prices, or 
otherwise restrict competition and were declared illegal. 


LONG-TERM SALES CONTRACTS. A contract under which one com- 
pany has the exclusive right to use or sell the products or services of another may 
result in substantial economies in production and distribution without loss of 
corporate identity by either party. Frequently, such an arrangement may be the 
sited ic of a formal combination through acquisition of stock or purchase of 
assets. 


COMMUNITY OF INTEREST. The community of interest consists of 
corporations brought within the same sphere of influence by means of common 
ownership of stock by one person or a small group of persons who are held 
together by common interest, family relationship, or long acquaintance. This 
influence is often made more effective by the use of interlocking directorates, 
the same individuals sitting on the several boards of directors. So long as the 
stockholders remain in agreement, such an affiliation may be as effective in 
coordinating the policies of two companies as the ownership of the one by the 
other, or of both by a holding company. 

Since such companies will tend to work in harmony with one another, some 
of the advantages of combination may be achieved. The community of interest 
has played an important part in the railroad, public utility, and industrial fields. 
The Standard Oil companies constitute an informal community of interest, the 
holdings of the Rockefeller family in the several Standard Oil corporations con- 
stituting a unifying influence. 

Interlocking directorates are prohibited by law in several fields at the present 
time. Thus, the Clayton Act of 1914 made it illegal for an individual to be a 
director of more than one national bank with deposits and net worth of over 
$5,000,000, or of more than one industrial corporation with net worth of over 
$1,000,000 if the companies are, or have been, competitors. Similarly, the Bank- 
ing Act of 1933, in connection with the divorce of investment from commercial bank- 
ing activities, prohibited an officer or director of a Federal Reserve member bank 
from serving as an officer or director of a securities company. The Transportation 
Act of 1920 made interlocking directorates in the railroad industry subject to 
approval by the Interstate Commerce Commission. 

A community of interest may be effected without formal steps. Its use, how- 
ever, is subject to several disadvantages. First, there is no centralized control 
and its success depends on the influence of the common stockholding interest in 
separate corporations. Secondly, the advantages of unified large-scale operation 
are not usually realized. In the third place, a community of interest lacks 
permanence in that sale of stock by some holders ends the arrangement. 


Mutual Stock Ownership. A community of interest may be effected by 
mutual stock ownership. The petroleum industry affords outstanding examples, 
the best known being the Royal Dutch-Shell combination, which was achieved 
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between two previously quite competitive enterprises when each bought a large 
block of stock in the other. If such a relationship exists it is easier to effect 
uniformity in produetion, pricing, and marketing policies. In many instances 
mutual stock ownership has served as a prelude to fuller combination through 
merger or consolidation. 


JOINTLY OWNED SUBSIDIARIES AND FACILITIES. Another 
variation of the community of interest of increasing importance is the formation 
of a subsidiary that is controlled jointly by two or more independent corporations 
that desire to combine their efforts along certain lines. For example, the Bruns- 
wick Pulp and Paper Co. is controlled jointly by Scott Paper Co. and Mead 
Corporation, each owning 50% of Brunswick’s capital stock. Carthage Hydrocol, 
Inc., was formed in 1946 by eight corporations, including The Texas Co., The 
Chicago Corp., United Gas Corp., and Gulf States Oil Co., for the purpose of 
manufacturing gasoline and by-products from natural gas. Electric Energy, Inc., 
was organized by five electric utility companies to generate power for the Paducah 
project of the U.S. Atomic Energy Commission. 

In some instances two companies have found it more advantageous, from a tax 
standpoint, to operate a jointly owned plant without organizing it as a separate 
corporation. 


VOLUNTARY CHAINS. A method utilized by small businesses to obtain 
some of the benefits of large scale operation without losing their identities is the 
voluntary chain. This device involves assumption of specified managerial func- 
tions over a large number of retail stores by a central organization through 
contract. These functions may include purchasing, advertising, store design, and 
assistance in administration and merchandising activities. 

An outstanding example of the voluntary chain is the Independent Grocers 
Alliance, a national organization of independent retailers grouped around their 
local wholesale grocery houses, which hold exclusive I.G.A. franchises for a defined 
geographical area. 

Other examples of voluntary chains are the independent Rexall chain, with the 
United Rexall Drug Co. as the central organization, and the Howard Johnson 
restaurant chain. 
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SECTION P] 


RECAPITALIZATIONS AND READJUSTMENTS 


Nature and Causes of Changes in Capital Structure 


CHANGING ECONOMIC CONDITIONS AND CAPITAL STRUC- 
TURES. The capital structure of a business reflects management decisions over 
a long period of time and the condition of the security markets at the time of 
successive security sales. The capital structure may consist of a single class of 
stock, or it may be complicated by several issues of bonds and preferred stock, 
the characteristics of which may vary considerably. The rights of each class of 
security holders are determined by contract. Contract rights of bondholders are 
set forth in the bond indenture, whereas rights of stockholders are set forth in 
the certificate of incorporation and, in some instances, the bylaws. Rights of 
security holders are relatively fixed in nature, and can be modified only by 
proper legal steps. 

On the other hand, economic conditions are in a constant state of flux. For- 
tunes of corporations change. One enterprise may suffer a long series of operating 
deficits, whereas another may encounter a sustained period of success. In either 
event, a remolding of the capital structure may become desirable or necessary to 
facilitate new financing or for other purposes. For example, when a corporation 
experiences large operating deficits or a sharp decline in the value of its assets, 
it may be desirable to increase the surplus so that the needed charge-offs may be 
made without impairing capital and preventing payment of dividends from future 
earnings. Conversely, when a corporation develops very large earning power so 
that its stock is selling at a high price, it may be sound policy to bring down 
the price by increasing the number of shares outstanding through a stock split 
or a stock dividend. These and other changes in the capital structure may pro- 
vide opportunities for strengthening a company’s financial position by improving 
the investment status and broadening the market for its securities. 


RECAPITALIZATIONS, READJUSTMENTS, AND REORGANIZA- 
TIONS. A distinction may be drawn between corporate recapitalizations, read- 
justments, and reorganizations. Recapitalizations involve a rearrangement of the 
capital accounts only. Readjustments, as the term is used here, involve changes 
in the rights and preferences of preferred stock provisions, and bonds, or the 
intercorporate structure of a parent company and its subsidiaries. Reorganiza- 
tion is ordinarily used to describe revision of capital structures under the juris- 
diction of a court (see Sec. 22). Reorganization through the courts permits 
dealing with potential dissenters in a manner that may be difficult or impossible 
in voluntary recapitalizations and readjustments. 

These distinctions are not observed strictly by either businessmen or lawyers. 
The revenue laws, in fact, refer to changes of all three types as “reorganizations.” 
Recapitalizations and readjustments take place outside the courts and constitute 
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a change in the form, provisions, or amount of the outstanding securities through 
veluhtary action on ‘the part of the security holders, as distinguished from the 
involuntary judicial procedure involved in corporate reorganization. Readjust- 
ments of a more serious nature are commonly proposed by management when a 
business is an economic or financial failure. But even a prosperous corporation 
may find it advantageous to effect a recapitalization under certain conditions. 

Broadly speaking, recapitalizations and readjustments may involve: (a) a 
change in the size of one or more security issues; (b) a modification of contractual 
rights of one or more classes of securities; (c) a revaluation of capital accounts; 
and (d) a revaluation of asset values. Although such rearrangements are normally 
voluntary, legislation such as the Public Utility Holding Company Act of 1935 or 
action required under antitrust decisions may compel managements to undertake 
them. Recapitalizations and readjustments cannot be classified easily, since 
nomenclature is not standardized. Any classification is to a considerable extent 
arbitrary, and in practice the terms are often used to describe identical situations. 
It must also be kept in mind that a recapitalization is one of the transactions 
that the Internal Revenue Code terms a “reorganization” for tax purposes. 
(Ordinarily a recapitalization is regarded as a “tax-free reorganization.” How- 
ever, when securities received in an exchange are subsequently disposed: of, the 
gain or loss must be computed for tax purposes.) 


Common Stock Recapitalizations 


LEGAL REQUIREMENTS. Changes in the number of authorized shares 
or the par or stated value of common stock require charter amendment, and 
therefore the consent of stockholders as a class. They are usually effected by a 
vote of stockholders after the directors have passed a resolution recommending 
the change in the authorized capital stock and the basis on which the newly 
authorized shares are to be exchanged for the old, which are to be canceled. What 
vote of the stockholders is required to sanction the readjustment will depend upon 
the nature of the adjustment and the prowisions of the statute and certificate of 
incorporation. 

The New York Business Corporation Law, for example, states (§ 801) that 
“a corporation may amend its certificate of incorporation, from time to time, in 
any and as many respects as may be desired, if such amendment contains only 
such provisions as might be lawfully contained in an original certificate of in- 
corporation filed at the time of making such amendment.” This section also sets 
forth some of the specific matters in respect to which the certificate may be 
amended. These include the right to change the aggregate number of authorized 
shares or the number of shares of any clade to change the par value of any class 
of stock; to change shares with par value int those without par value, and vice 
versa; to reduce stated capital under certain conditions; and to fix, change, or 
abolish the designations and the rights, preferences, and limitations of any class 
or series, including provisions in respect to undeclared dividends, redemption of 
shares, and pre-emptive rights. 

These amendments may be authorized by vote of holders of a majority of 
all outstanding shares entitled to vote (§ 803). In addition, holders of a majority 
of any class of stock must approve any proposed amendment that would exclude 
or limit their voting rights or otherwise adversely affect or subordinate their 
rights (§ 804). Similar provisions are contained in the statutes of many other 
states. In a number of states, however, a two-thirds vote, instead of a simple 
majority, is required. 
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CHANGES IN NUMBER OF SHARES. This type of recapitalization in- 
volves a split-up (or stock split) , a split-down (reverse split), or a stock dividend; 
with or without a change in the par value or stated value of the shares. 


Stock Split-Ups and Stock Dividends. A stock split-up occurs when a class 
of stock is divided into a greater number of shares without change in the capital 
account. It involves a reduction in the par or stated value of shares. Such changes 
are of rather frequent occurrence, with the 2 for 1 ratio the most common. In 
this instance the par or stated value per share of stock must be cut in half since 
the dollar amount of capital stock remains unchanged. The 3 for 1 ratio is also 
widely used, an outstanding example being the 3 for 1 split in the common stock 
of the American Telephone and Telegraph Co. in 1959. Many other variations 
above or below these ratios have also been employed. 

A corresponding increase in the number of shares may also be accomplished 
by a large stock dividend, of 100% or 200%, for example. But this would involve 
debiting surplus and crediting capital by the amount of the dividend, whereas a 
stock split does not affect the surplus account. A split-up requires approval of 
stockholders for requisite charter amendments, whereas a stock dividend is paid 
at the discretion of the board of directors if authorized but unissued stock is 
available. | 

The more common reasons for split-ups are: 


1. To reduce the market price of outstanding stock to what is believed a 
more popular price range, thus broadening the market for a company’s stock. 
In particular, a lower selling price may be sought as a prelude to new financing. 

2. To facilitate a public offering of stock by shareholders of close corporations, 
sometimes because of high estate and inheritance taxes.. A conspicuous example 
was the 10 for 1 split, in December 1958, of the common stock of the Great At- 
lantic & Pacific Tea Co. prior to the disposal of some of the stock owned by 
members of the Hartford family. 

3. To pave the way for mergers, consolidations, or holding company acquisi- 
tions. (See Kent, Corporate Financial Management:) 

4. To widen the distribution of a corporation’s stock so as to make less likely 
concentration of ownership by outsiders who may seek to displace the manage- 
ment. 

5. To avoid an appearance of excessive per-share earnings. 

6. To stimulate consumer interest and identification through wider distribution 
of stock ownership. 


Reverse Splits or Share Consolidation. In years of prosperity, when corpo- 
ration earnings are large and stock market prices are high, the subdivision of 
shares by means of stock split-ups and stock dividends and the issuance of stock 
subscription rights at a low price are frequent, The reverse practice is encoun- 
tered when earnings and stock prices are low. Some corporations that split their 
stock in boom years, and others, may find their shares selling at such low prices 
as to render them unsatisfactory as collateral for loans. Moreover, the corpora- 
tion’s credit and ability to sell new stock may be affected adversely when its 
shares are quoted at too low a price. Consolidation of shares may be effected 
by increasing the par value of each share, or the stated value of no-par shares, 
and exchanging one new share for so many outstanding. In the case of no-par 
stock without stated value, the consolidation of shares is brought about by simply 
reducing the number of shares represented by the capital account. New stock 
certificates are then issued representing the smaller number of shares, and ex- 
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changed for those outstanding. Reverse splits or consolidations are much less 
common than split-ups. 


CHANGES IN PAR OR STATED VALUE. This type of common stock 
recapitalization involves only the par or stated value of the shares, without 
change in the number outstanding. 


Changes from Par to No-Par Stock. Numerous corporations that originally 
issued par value shares have subsequently changed to no-par. In some instances, 
the reason for the change has been to facilitate new financing when the outstand- 
ing stock was selling below par and it was desired to float a new issue of com- 
mon stock. Another reason has been to pave the way for certain corporate 
transactions, such as new acquisitions, consolidations, and reorganizations, in 
which exchanges of securities are involved. 

The value at which no-par shares are carried on the balance sheet after the 
change from par value stock will depend upon the circumstances in each case. 
The capital stock account may be left undisturbed so that the no-par shares, if 
equal in number to the previous par value shares, will have a stated or capital 
value equal to the par shares. Or the capital stock account may be reduced 
through transfer to capital surplus of part of the old par value. This is some- 
times done if it is desired to write down the book value of assets without creating 
a deficit. 


Changes from No-Par to Par Stock. The change from no-par to low par 
value has become common, since the use of low par values has to a large extent 
deprived no-par value stock of its former advantages. To effect stock split-ups, 
no-par shares offer no particular advantage over par value shares, since the par 
value can be reduced virtually to any amount. Legal uncertainties connected 
with the use of no-par shares and lower franchise and transfer taxes have also 
caused numerous shifts from no-par to low par value. 


Increase or Decrease in Par or Stated Value. When the par or stated value 
of common stock is increased or decreased, adjustments are made between the 
capital stock and capital surplus accounts. A decrease in the capital stock ac- 
count is more common than an increase, since a larger surplus is usually desired. 

An increase or decrease in the par value of capital stock requires an amend- 
ment of the charter in accordance with the procedure previously outlined. Under 
the laws of many states, a change in the stated value of no-par stock can be 
made by the directors, unless the charter provides otherwise. 


CAPITAL ACCOUNT REDUCTIONS. A decrease in the capital stock 
account on the balance sheet, and a corresponding increase in “capital surplus,” 
results from a lowering of par or stated value or a reduction in the number of 
shares outstanding. The disposition of the surplus resulting from stock reduc- 
tion is regulated by some statutes. 

The New York statute (§ 517 of the Business Corporation Law) states that 
any surplus resulting from reduction of stated capital shall be capital surplus. 
A corporation may apply any part of its capital surplus to elimination of any 
deficit in the earned surplus upon approval by vote of the shareholders. Such 
action must be disclosed to shareholders “in the next financial statement fur- 
nished by the corporation to its shareholders or in the first notice of dividend or 
share distribution that is furnished to shareholders between the date of such 
elimination of a deficit in the earned surplus account and the next financial state- 
ment, and in any event within six months of the date of such action.” 
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Methods of Effecting Capital Stock Reductions. Methods of effecting a 
reduction of the capital stock account with an accompanying increase in surplus 
are: 


1. By retiring shares: 

a. Purchased in the open market at a price that is less than the balance sheet 
value per share. 

b. Purchased under an offer to stockholders to buy shares from them at a given 
price (less than the balance sheet value) in proportion to their holdings. 

Ge Purchased from stockholders who offer to sell to the company at specified 
prices in response to a request for tenders. (The tender prices accepted will be 
less than the balance sheet value.) 

d. Donated to the corporation. 


2. By reducing the par value of shares having par value, or the stated value 
of no-par shares having stated value, or by diminishing the declared capital in 
the case of no-par shares without stated value. 

3. By changing stock of par value to no-par stock of lower stated value; or 
vice versa, by changing no-par stock with stated value to stock with a lower par 
value; or by changing par or stated value stock to no-par stock without stated 
value having a smaller capital value; or by changing no-par stock without stated 
value into stock with a lower par or stated value than the previous capitalized 
value per share. 

4. By reducing the number of shares without changing the par or stated 
value, or the capitalized value of shares in the case of no-par shares without stated 
value, through a reverse split-up. 

Two or more of these methods may be combined in effecting a capital stock 
reduction. 


Purposes Accomplished by Capital Stock Reductions. The following are 
the most common purposes achieved by reductions in capital stock: 


- |. Elimination of an earned surplus deficit. The capital surplus created by 
the reduction in capital stock is employed to write off the deficit in the “earned 
surplus” account. Deficit elimination serves to improve the appearance of the 
balance sheet and allows the corporation to pay dividends from current or sub- 
sequent earnings. This device was used frequently in the depression of the 
1930’s. The New York Stock Exchange forbids the use of capital surplus to ab- 
sorb earned surplus deficits without obtaining the approval of stockholders and 
notifying the Exchange. 

2. Writing off goodwill and other intangibles. Even in normal times, when 
values are stable or rising, corporations resort at times to capital stock reduction 
for the purpose of writing down a questionable goodwill or other intangible item 
on the balance sheet. If a company already has an ample surplus or is accumu- 
lating one very rapidly from current earnings, the goodwill account may be 
written off against it at once or in installments, and there is no necessity to resort 
to the expedient of reinforcing surplus from the capital stock account. A conspicu- 
ous instance of this kind was the elimination, some years ago, of a $50,000,000 
goodwill item from the accounts of the Woolworth Co. by a series of charges to 
its surplus account extending over a period of several years. If, however, the 
surplus account is inadequate, a capital surplus can be created through reduction 
of capital. Such write-downs should, of course, conform to accepted accounting 
principles. 

3. Writing down tangible asset values. Writing down of values against the 
capital stock account was extended to all types of the assets during the depression 
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of the ’30’s. Investment trusts found that their security holdings declined in 
market value to a point where surpluses were extinguished and capital stock im- 
paired. They were generally unable to pay dividends on their preferred stock 
until this impairment was corrected, although current earnings sufficed for such 
disbursements. By revaluing security holdings on their books at current market 
quotations, securing a surplus for the corresponding charge-offs by reducing their 
capital stock, future earnings were made available for dividend payments. 

Industrial companies wrote down fixed assets, inventories, and other assets to 
lower replacement values and obtained surplus to effect these charge-offs. by 
reducing their stock capitalizations. Many also set up larger reserves against 
doubtful receivables and other claims through charges against such newly created 
surplus. 

4. Creating general reserves. The transfer from the capital stock account to 
capital surplus may also be used to set up general reserves for such purposes as 
(a) future revaluation of assets or (b) general contingencies. 


Arguments For and Against Asset Write-Downs. Most capital stock re- 
ductions are effected for the purpose of writing down asset values. The principal 
value of such a procedure is that it enables a corporation to present a better 
financial picture by writing down overvalued assets—usually fixed assets, both 
tangible and intangible—without incurring a deficit. Suppose, for example, a 
company with total assets of $20,000,000 and capital and surplus of $12,000,000 
(consisting of common stock $11,000,000 and surplus $1,000,000) has earnings of 
$500,000 a year. This is equivalent to 244% on total assets and 4.2% on the 
book value of the owners’ equity, both ratios being considerably under par for 
the industry. It is recognized, however, that fixed assets are substantially over- 
valued, as measured by reasonable present-day valuations. A decision is there- 
fore made to reduce the book value of plant. and equipment and to write off 
patents and goodwill, resulting in a total decline in assets of $6,000,000. At the 
same time, the surplus is increased to $6,500,000 by reducing the par value per 
share by 50%. As a result of these transactions, the revised balance sheet now 
shows total assets of $14,000,000 and capital accounts of $6,000,000 ($5,500,000 
capital and $500,000 surplus). 

On this basis the annual profits of $500,000 amount to 3.6% of assets and 8.3% 
of owners’ equity. Moreover, future earnings should be increased because of the 
smaller depreciation charges. This, in turn, will make possible larger dividends 
and strengthen the corporation’s credit and its ability to arrange new financing. 
Care should be exercised, however, to avoid overstatement of earnings and pay- 
ment of excessive dividends through overlarge write-downs resulting in inadequate 
depreciation charges. 

Asset write-downs should not be made because of declines in the price level 
that may prove temporary. It is always justifiable to reduce capital so as to 
write off obsolete assets. Similarly, if there is good reason to believe that replace- 
ment values will remain lower than book values, write-downs are justifiable to 
bring a corporation’s asset valuations and depreciation allowances into line with 
those of its competitors. 


Creditors’ and Preferred Shareholders’ Interest in Capital Stock Reduc- 
tions. Capital stock reductions are effected by stockholder action. Creditors 
normally have no voice in the matter, even though their interests may be affected 
because the capital stock affords a margin of protection to them. But if they 
can prove that their interests will be adversely affected, the courts may inter- 
vene. The law presumes that creditors and others enter into dealings with the 
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corporation with full knowledge of its power to reduce its capital stock. But 
many state statutes provide that capital stock may not be reduced unless the 
assets remaining after the reduction are sufficient to pay the debts. The New 
York Business Corporation Law [§ 513(a}] states: “A corporation may pur- 
chase its own shares, or redeem its redeemable shares, out of surplus except 
when currently the corporation is insolvent or would thereby be made insolvent.” 
; Any attempt by a corporation with heavy liabilities to effect a drastic cut in 
its capital stock by purchasing and retiring shares, or by making capital distri- 
butions to its stockholders, would probably be enjoined as a fraud upon credi- 
tors. Many of the statutes also require a corporation to publish the facts of a 
reduction in capital to protect the public in future dealings with the corporation. 
A certificate reporting such reduction must be filed with the Secretary of State or 
otherwise, in the same manner as the certificate of incorporation. 

The New York law also contains the following provision [§ 806(b) (3)] to pro- 
tect owners of preferred stock: “No reduction of stated capital shall be made 
by amendment unless after such reduction the stated capital exceeds the aggre- 
gate preferential amount payable upon all issued shares having preferential rights 
in assets upon involuntary liquidation plus the par value of all other issued 
shares with par value.” 


Capital Distributions. Distributions of part or all of the capital of a corpora- 
tion may be made with the consent of the stockholders. If they are paid as 
liquidating dividends, they are made with a view to winding up the corporation. 
Capital distributions may take the form of cash or securities of other corpora- 
tions. Preliminary to a capital distribution, stockholders vote to reduce the 
capital and authorize the directors to distribute the capital thus released to 
stockholders. Mining companies usually do not require specific authority of 
stockholders to make such distributions. If complete liquidation is contemplated, 
appropriate action must be taken under the statute and charter. Capital distribu- 
tions are not considered income subject to taxation. 


RECLASSIFICATION OF STOCK. Reclassification is a type of recapi- 
talization involving a change in the capital stock structure of the corporation, 
through exchanging one or more classes of shares for classes of stock previously 
outstanding. Commonly it involves exchange of preferred for common or common 
for preferred. 

A reclassification may be restricted to a portion of a corporation’s capital 
stock. Thus, several outstanding preferred issues may be consolidated into one, 
or into one new preferred issue and additional common stock. Or a single 
preferred issue may, by exchange, be divided into two new preferred issues, one 
having priority over the other, or into a new preferred and additional common 
stock. 

Stock reclassifications require amendment of the charter with the requisite 
consent of stockholders. The statutes may provide that major characteristics 
of a stock issue may be altered only with the consent of the holders of a specified 
majority of the stock. Thus, the Delaware law provides that capital stock may 
be reclassified and the “preferences, or relative, participating, optional, or other 
special rights of shares, or the qualifications, limitations or restrictions of such 
rights” may be changed by amendment of the certificate of incorporation upon 
the affirmative vote of a majority of the shares entitled to vote. But it further 


provides that 


. if any such proposed amendment would alter or change the preferences, special 
rights or powers given to any one or more classes of stock by the certificate of in- 
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corporation, so as to affect such class or classes of stock adversely, or would increase 
or decrease the amount of the authorized stock of such class or classes of stock, or 
would increase or decrease the par value thereof, then the holders of the stock of 
each class of stock so affected by the amendment shall be entitled to vote as a class 
upon such amendment, whether by the terms of the certificate of incorporation such 
class would be entitled to vote or not; and the affirmative vote of a majority in 
interest of each such class so affected by the amendment shall be necessary to the 
adoption thereof, in addition to the affirmative vote of a majority of every other 
class of stock entitled to vote thereon. 


Some statutes accord appraisal rights to dissenting stockholders in reclassifica- 
tions. 

Reasons for Reclassifying Stock Capitalization. Among common reasons 
for reclassifying stock capitalization are: 


1. To bring the capital structure into line with earnings, as where preferred divi- 
dends are not earned year after year. ae 

2. To create a better medium or media for financing or for making new acquisi- 
tions by exchange of stock. 

3. To readjust the capital structure of a closely held corporation so as to facili- 

tate public distribution of its securities. 

To reduce voting stock outstanding. 

To simplify the capital structure. 

To conform to regulatory requirements, as in public utilities. 

. To enable large stockholders to recover their investment by giving them non- 

voting preferred that they can sell. 
8. To fund arrearages on preferred dividends. 
9. To eliminate noncallable, high dividend preferred issues. 


NED OT 


Reclassification of capital stock to facilitate new financing or to acquire proper- 
ties or stock of other corporations by payment in shares is frequent. Of its own 
accord or upon the advice of issuing bankers, a company may decide that its 
capital structure is not adapted to its needs. A particular type of stock may be 
in vogue among investors, and reclassification of the existing capital structure 
may be needed to provide such stock. Even apart from the tastes of investors, a 
corporation may have to remold its capital structure from time to time to bring 
it into line with prevailing conditions. 

Owners of a closely held corporation—members of a family or a small group 
of friends—may decide to seek public participation in ownership. They may be 
actuated in this decision by a desire to diversify their own investments, or they 
may wish to relinquish control and retire from active management. Whatever 
the reason, it may be necessary to rearrange the capital structure so as to give 
stockholders shares that can be sold more readily. Numerous corporations have 
combined several preferred stock issues into one through an exchange of shares. 

Reclassification of the capital structure may be equivalent to payment of an 
extra cash dividend, as is illustrated by the following case. A corporation had 
capital stock of $30,000,000, consisting of 300,000 common shares of a par value 
of $100, and a surplus of $20,000,000. It exchanged for these common shares 
$15,000,000 of redeemable preferred stock and 600,000 shares of new no-par 
common shares that were assigned a stated value of $25, or $15,000,000 for the 
total new common stock. A few years later the company redeemed the preferred 
stock at par, thus reducing its capital stock to $15,000,000. The original capital 
of $30,000,000 was thus restored, while stockholders had received $15,000,000 in 
cash through redemption of the preferred. 

Similarly, if each share of common is exchanged for one share of new common 
and one of preferred, the shareholders can sell part or all of their preferred with- 


PREFERRED STOCK 21-9 


out reducing their proportionate share of the common. In one instance a group 
that had obtained contro! of a holding company by acquiring a large block of 
common, put through this type of recapitalization and subsequently sold in a 
public offering their preferred stock at a price that enabled them to recoup most 
of their original investment. 

A stock reclassification may involve adjustments between the capital stock 
and surplus accounts if the par or stated value of the new stock issued is dif- 
ferent from that of the stock for which it is exchanged. 


Preferred Stock Recapitalizations and Readjustments 


GENERAL PRINCIPLES AND LEGAL RESTRICTIONS. Like the 
common stockholder, the preferred stockholder is a part-owner of the business. 
Preferred and common shareholders alike have a position that contrasts with 
that of creditors. Recapitalizations of the nature described above may involve 
preferred as well as common stockholders. However, as the name indicates, pre- 
ferred holders are given certain preferences over common holders, and in time 
these rights may conflict with a corporation’s needs and welfare. Readjustment 
of the terms and rights of preferred stock is then desirable. This may usually 
be effected by amendment of the charter, although some courts have held that the 
right to accumulated back dividends on cumulative preferred stock is a vested 
right that each individual stockholder may insist upon, regardless of charter 
amendments. 

Corporation laws of many states authorize changes in preferred stock provisions 
by a specified vote of stockholders. Thus, the New York Business Corpora- 
tion Law includes specifically among the matters in respect to which a corpora- 
tion may amend its certificate of incorporation, from time to time, the right: 
“To fix, change or abolish the designations of any authorized class or any series 
thereof and the relative rights, preferences and limitations of any shares of any 
authorized class or any series thereof, whether issued or unissued, including any 
provisions in respect of any undeclared dividends, whether or not cumulative or 
accrued, or the redemption of any shares, or any preemptive right to acquire 
shares or other securities” [§ 801(b) (12)]. It is further provided [§ 801(b) (138) ] 
that the certificate may be amended: “As to the shares of any preferred class, 
then or theretofore authorized, which may be issued in series, to grant au- 
thority to the board or to change or revoke the authority of the board to 
establish and designate series and to fix the variations in the relative rights, pref- 
erences and limitations as between series.” 

As previously indicated, in New York authorized amendments may be approved 
by a majority of all outstanding shares entitled to vote thereon (§ 803) and, in 
addition, by a majority of all outstanding shares of any class, voting as a class, 
on any amendments limiting, excluding, or adversely affecting their rights (§ 804). 
Many statutory or charter provisions specify that a two-thirds vote of the pre- 
ferred stock is necessary to change preference rights. The New York statute 
also provides, as do some other state statutes, that a dissenting stockholder 
who does not consent to a change in his preferential rights effected by an amend- 
ment of the certificate is entitled to surrender his stock and to have its appraised 
value paid to him by the corporation [§ 806(b) (6) ]. 


PURPOSES OF PREFERRED STOCK RECAPITALIZATIONS. Al- 
though preferred stock does not burden a corporation with fixed interest charges 
or the problem of maturities, it may nevertheless prove troublesome to manage- 
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ment and common stockholders. Among the more common purposes of effecting 
a preferred stock readjustment are the following: 


Elimination of Burdensome Charter Provisions. Corporations on occasion 
find themselves hampered in their financial transactions by reason of some re- 
strictive charter provision relating to preferred stock. Such a provision may de- 
prive the corporation of the power to issue funded debt or additional preferred 
stock without permission of a specified percentage of the preferred shares. Other 
typical provisions include working capital covenants and restrictions on common 
stock dividend payments. To give the management greater freedom in financing, 
consent of the preferred stockholders can be sought to modify such charter pro- 
visions. For this concession preferred stockholders are usually compensated 
in some manner, for example, through retirement of part of the issue. 


Exchange for a Lower Dividend Issue. If preferred stock is noncallable, an 
exchange for a lower dividend issue may be difficult unless it is effected by charter 
amendment. To obtain the required approval, the stockholders may be offered a 
conversion privilege or some common stock. If the preferred shares are callable, 
unexchanged shares can be called for redemption. There have been instances, 
however, where even when the stock was callable, the management preferred to 
effect an exchange through amendment of the certificate in order to avoid the 
expense of redemption. Among the advantages that might induce stockholders 
to vote for the plan would be that an exchange would be tax-free whereas the 
redemption premium received over the stockholders’ cost would constitute either 
regular taxable income or capital gain. 


Exchange for Other Securities. A corporation may desire to exchange pre- 
ferred stock for other securities for simplification or income tax savings. For ex- 
ample, in 1958 Corn Products Refining Co., as an incident to a merger with its 
subsidiary, Corn Products Co., exchanged its 7% noncallable preferred (par value 
$100) into $175 of 454% subordinated debentures. The shareholders’ yield was 
thus increased from 7 to 8.1%. In the same year Deere & Co. offered $500 of 
414%4% subordinated debentures in exchange for fourteen shares of 7% non- 
callable, cumulative preferred (par value $20), increasing the shareholders’ income 
from 7 to nearly 7.9%. The advantage to the company in these instances arises 
because interest paid bondholders is deductible for income tax purposes 
whereas preferred stock dividends are not deductible. 


Clear-Up Arrearages on Cumulative Preferred Stock. By far the most 
common type of preferred stock readjustment is the compromise settlement 
of arrearages of unpaid dividends on cumulative preferred stock. Few corpora- 
tions with heavy accruals of unpaid dividends on preferred stocks pay them off in 
cash, in accordance with the terms of the contract. A notable exception was the 
Alleghany Corporation, which in 1958 cleared up a 27-year accumulation on its 
542% preferred by paying $149.8714 a share. 

Heavy accumulations of unpaid preferred dividends adversely affect a corpo- 
ration’s credit, prevent new financing with either preferred or common stock, and 
bar dividends on common stock even though earnings are large. Sale of common 
stock in particular is not practicable when dividend payments are made remote 
by the existence of large arrearages on the preferred. Also, failure to pay pre- 
ferred dividends may, under charter provisions, shift voting control to pre- 
ferred stockholders, and common stockholders may be eager to regain control 
through a plan of readjustment to clear up arrearages. 
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The problem of arrearages is now not nearly as serious as in earlier periods, 
particularly the years following the depression of the 1930’s. In 1941, of the 401 
domestic preferred stocks listed on the New York Stock Exchange, 116, or 29%, 
were in arrears. Twenty years later, only ten of the 402 listed stocks were in 
eee (See discussion in Hunt, Williams, and Donaldson, Basic Business Fi- 
nance. 


MEETING THE SPECIAL PROBLEMS OF ARREARAGES. As the 
claims of the preferred stockholder for back dividends constitute claims against 
the corporation’s surplus in preference to those of the common stockholder, any 
compromise involving cancellation of these claims is, in fact, a compromise be- 
tween conflicting interests of preferred and common stockholders. The com- 
promise proposal generally comes from the management, which usually represents 
common stockholders. In making a proposal for adjustment of the arrearages on 
the preferred stock, the following reasons are commonly advanced for carrying out 
such a plan: 


1. The adjustment plan would eliminate arrearages without the need for heavy 

cash distributions that would impair the working capital position of the cor- 

poration. 

Improvement of the credit of the corporation. 

. Resumption of current dividend payments to the corporation’s stockholders. 

. Improvement of the market position and salability of the corporation’s se- 
curities. 

5. Simplification of the corporation’s capital structure, with the clearing up of 

preferred dividend accumulations as one phase of the operation. 


oo 


A readjustment plan of this kind usually benefits common stockholders 
directly, since elimination of the preferred dividend arrearages brings the com- 
mon stock closer to dividend payments. The problem is one of making sufficient 
concessions to the preferred to obtain their consent to releasing their claim to 
back dividends in cash. 


Legal Factors. The courts have held that changes in dividend rates, sinking 
fund provisions, and voting rights of preferred stock are changes in preference 
rights that may be effected by amending the certificate of incorporation. How- 
ever, claims of preferred stockholders to accumulated unpaid dividends or past 
due sinking fund payments have been held by some jurisdictions to constitute 
contract or vested property rights that cannot be eliminated by amending the 
certificate of incorporation. In such jurisdictions, dissenting preferred stock- 
holders can insist on receiving back dividends in cash before any dividends are 
paid on a junior class of stock, provided the readjustment plan involves eliminat- 
ing the accrued dividends through charter amendment. Other jurisdictions such 
as New York permit elimination of accrued preferred dividends by charter 
‘amendment if this is authorized by statute, with the right of appraisal given dis- 
senting stockholders. 

A preferred stockholder who objects to a proposed readjustment plan de- 
signed to reduce or eliminate his back dividends can: 


1. Vote against the proposed plan. 

2. Attempt to have its execution enjoined in the courts if fraud is involved. 

3. Insist on his contract rights, which involve receipt of back dividends in full 
before any dividend is paid on the common. The effectiveness of this action 
depends on the particular jurisdiction and the device employed to eliminate 
the accruals, 

4, Ask for an appraisal of his preferred stock and payment of the appraisal price 
in cash, if the statute so provides. 
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If the right of appraisal exists and dissenters are substantial in number, the 
cash requirements to pay them off may prove a stumbling block to the readjust- 
ment plan, because too much cash would be drained out of the corporation in this 
way. Hence, some corporations provide that a plan to readjust preferred divi- 
dend arrearages shall become effective only if a specified percentage, say 90%, of 
the preferred is deposited or voted in favor of the plan, although the directors 
may retain the right to declare it effective if a smaller percentage approves. 

The Public Utility Holding Co. Act of 1935 grants the Securities and Ex- 
change Commission powers under §§ 11(e), 6(a), and 7(e) to force capital stock 
readjustments. When a plan of integration and simplification, which may involve 
clearing up preferred dividend arrearages, has been approved by the S.E.C., the 
latter may apply to a court of equity for an order enforcing the terms of the 
recapitalization plan upon all stockholders, who are enjoined from interfering 
with its execution. [United Light & Power Co., 8.E.C. Holding Co. Act Release 
No. 4215; 51 F. Supp. 217 (D. Del.; 1948), affirmed in 323 U. S. 624 (1945).] 
In that case, the United States Supreme Court ruled that “where pre-existing 
contract provisions exist which produce results at variance with a legislative 
policy which was not foreseeable at the time the contract was made, they cannot 
be permitted to operate.” 


Methods of Clearing Up Arrearages. In clearing up dividend arrearages on 
cumulative preferred stock, terms have varied widely. Broadly speaking, a cor- 
poration may employ one of two main approaches. The first approach is to 
leave the outstanding preferred stock undisturbed and simply provide for the 
settlement of the dividend arrearages. Thus, a corporation might ask preferred 
stockholders to agree to the cancellation of dividend accumulations in return for 
raising the dividend rate or adding a conversion or dividend participation feature 
to the preferred stock. Similarly, the corporation might propose to satisfy the 
arrears by means of (a) the issuance of dividend arrears certificates, (b) the 
issuance of additional preferred stock of the same class, (c) the issuance of a new 
senior or junior preferred stock (a conversion or participation feature might be 
included as a provision of the new preferred stock), (d) the issuance of bonds, or 
(e) the issuance of additional common stock. 

This approach is unsuitable for a corporation that does not expect its operations 
to be more profitable in the future, for it will only be a matter of time before new 
arrearages accumulate. In fact, the issuance of bonds or additional preferred 
stock in settlement of arrears only increases prior claims to the corporation’s 
earnings. In such instances, preferred dividend requirements should be reduced 
or perhaps eliminated entirely. 

The second approach involves an exchange of other securities for preferred 
stock. Holders may be asked to exchange their preferred stock and the arrear- 
ages thereon for (a) a preferred stock with a lower dividend rate, (b) new pre- 
ferred stock that is noncumulative, (c) common stock, (d) bonds with a low 
interest rate, or (e) a combination of the foregoing, such as a reduced amount of 
preferred stock and common. Very often, a cash payment or a conversion privi- 
lege is added to induce acceptance of the offer. 


Meeting the Problem of Dissent. The problem of a dissenting minority has 
caused corporations to utilize various devices to overcome this difficulty in clear- 
ing up dividend arrearages on the preferred stock. The particular device 
employed will depend to a considerable extent on the law of the state of incor- 


poration and other pertinent circumstances. The following are some of the de- 
vices used: 
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Preferred stockholders who assent may be given added compensation such 
as (a) making the new preferred stock convertible into common, (b) placing a 
sinking fund on the new preferred stock, (c) the payment of a cash bonus, (d) 
issuing a new higher dividend-paying preferred stock, and (e) funding the old 
preferred stock with its arrears into bonds. 

Assenters may be given prior preferred stock in exchange, which will place 
them ahead of nonassenting preferred stockholders in future dividend distribu- 
tions. Since the right to future dividends is a preference, a prior preferred issue 
can be put out under most statutes by amendment of the charter. By placing 
dissenters in a junior position as regards payment of back dividends as well as 
future dividend distributions, this device acts as an indirect method of coercing 
dissenters. 

The merger device has been utilized frequently by corporations desiring to 
clear arrearages on an outstanding preferred stock issue. The corporation enters 
into a merger with a subsidiary and, as part of the merger plan, exchanges its 
preferred stock with unpaid back dividends for new preferred and common stock. 
The merger provisions of many corporation laws provide for appraisal and cash 
payment of dissenting stockholders. Although the merger device provides a 
method of coercing dissenting preferred stockholders in readjustment plans, it 
has certain disadvantages. Stockholders may seek to enjoin the merger on the 
ground that it is not bona fide, but the courts have been disinclined to intervene 
in such cases. A second disadvantage lies in the right of appraisal. 


Examples of Arrearage Settlements. Sometimes a combination of some of 
the above-mentioned methods is used in effecting an adjustment plan. For ex- 
ample, in a plan offered to the stockholders of the Missouri, Kansas & Texas 
Railway and approved by them in 1958, the stockholders received in exchange 
for each share of 7% preferred stock of $100 par value plus $167.75 of unpaid 
back dividends the following: one $100 544% 75-year subordinated income de- 
benture; a $110 dividend arrears certificate (in effect a noninterest-bearing 
promissory note) that represented a prior claim on future income; and one share 
of $10 par common stock. Since the old preferred as well as the new common had 
voting rights, no change of control could take place. At the time the plan was 
approved, the par value of the preferred totaled $67 million and the arrearages 
$112 million, and in only 9 of the previous 27 years had there been any earnings 
on the common stock. (See discussion in Wessel, Principles of Financial Analysis.) 

Another plan involving the use of bonds was that effected by the Maine Central 
Railroad Co. in 1959, whereby each share of $100 par value preferred with arrear- 
ages of $55 was exchanged for $150 of 544% income debenture bonds and $5 in 
cash. 

In a thorough recapitalization of the Ward Baking Co. in 1945, involving both 
common and preferred stock, each share of $7 preferred (with arrears of over 
$57) received in exchange $25 of 544% 25-year subordinated debentures, 14 share 
of new 544% cumulative preferred stock (par value $100), and 2% shares of 
common. 

In 1951 holders of 54% cumulative preferred ($100 par) of Hotel Corp. of 
America, with $11 in dividend arrears, received in exchange for each share 4.4 
shares of new 5% cumulative convertible ($25 par), making a total of $110. 
Three years later, however, holders of the new preferred were offered 5 shares of 
common in exchange for each share. 

In 1945 the Guantanamo Sugar Co. completed a readjustment plan that pro- 
vided for the exchange of one share of $8 preferred stock ($100 par) with arrears 
of $120 per share for 2% shares of $5 cumulative convertible preferred stock (no 


21-14 RECAPITALIZATIONS AND READJUSTMENTS 


par). The convertible preferred could be converted at any time before July 1, 
1950, into 8 shares of common stock. At the time of the voting on the plan the 
common stock was selling at a price high enough to make the conversion feature 
an effective sweetening device to induce acceptance of the plan by the $8 pre- 
ferred shareholders. 

In instances where the old preferred stock is exchanged for common stock 
only, the plan may accord quite drastic treatment to the old common. Thus, 
Puget Sound Power & Light Co. in 1943 effected a reclassification whereby each 
share of $6 preferred stock with dividend arrears of $60.50 a share received 8 
shares of new $10 par common stock. The old common stockholders received 
%p of a share of new common stock for each old share held, so that the old com- 
mon stockholders received only 3.03% of the new common stock. 


Debt Readjustments 


CIRCUMSTANCES NECESSITATING DEBT READJUSTMENT. 
Debt adjustments illustrate even more than do capital stock modifications a con- 
flict between law and economics. Corporations that borrow incur rigid legal 
obligations that changing economic conditions may make it impossible for them 
to fulfill. This is particularly true in industries that have passed their growth 
stage and those quite sensitive to the business cycle. 

Situations often arise in which it is to the interest of the creditors and the 
debtor corporation to avoid legal proceedings, with accompanying heavy ex- 
pense, undesirable publicity, and shrinkage in asset values, and to effect a 
voluntary readjustment of outstanding debt. Circumstances that determine 
whether or not readjustment should be considered include the following: 


1. Managerial ability. If management has the capacity and qualifications to run 
the business successfully, a reorganization that may force it out of office be- 
comes undesirable. 

2. Degree of financial embarrassment. When financial embarrassment is tem- 
porary and future prospects are reasonably good, debt readjustments are 
logical. 

3. Nature of embarrassment. If the difficulty is only inability to meet a heavy 
debt maturity, readjustment rather than reorganization is the indicated 
remedy. ; 

4, Debt ownership. If holders of debt can readily be made to agree to a readjust- 
ment, a costly, drawn-out legal reorganization becomes unnecessary. 


MAIN TYPES OF READJUSTMENTS. The main types of readjustments 
are: 


Extension of Maturities. One of the most frequent occasions when corpora- 
tions are forced to appeal to bond or noteholders for relief is at the maturity 
of such obligations. Present and prospective earnings may be quite sufficient to 
provide for fixed charges, and working capital may be adequate for ordinary 
needs. Nevertheless, cash resources may not suffice to pay off the principal of 
maturing obligations, and refinancing or refunding of such obligations may not be 
practical because of unsatisfactory securities market conditions. Similarly, the 
unfavorable position of the industry at the time may render the flotation of a new 
issue on reasonable terms impracticable or very burdensome. 

We are not concerned here with extensions of maturing obligations of corpora- 
tions with a strong credit standing, with or without underwriting by investment 
bankers. Unassenting bondholders in such instances receive their principal 
promptly on maturity. 
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Reduction of Interest Rate. Where fixed charges prove burdensome, a cor- 
poration may seek to reduce the interest rate on its debt. Thus, International 
Railway Co. (Buffalo, N. Y.) proposed in 1938 a reduction of the interest rate 
on its $18,208,000 refunding and improvement 5% bonds due 1962. Approxi- 
mately 98% of the bondholders consented to a reduction in the fixed interest rate 
to 3% and the placing of the remaining 2% on a contingent basis, payment 
depending on earnings. 


Reduction of Principal. Although unable to pay off or refund its debt in full, 
a corporation may have sufficient cash to handle a smaller debt. For example, ia 
1958 the Studebaker-Packard Corp. effected a plan whereby a group of twenty 
large banks and three life insurance companies reduced the debt of $55 million 
owed to them by the company by $22 million and accepted in return $16.5 mil- 
lion of preferred stock convertible into common after January 1, 1961. Because 
of the subsequent rapid rise in the price of the stock, most of the creditors 
were able to recover all or a large part of their original claims. 


Other Indenture Changes. Corporations may find it desirable to get security 
holders’ consent to other changes in a bond indenture or note agreement, such 
as postponement of interest or sinking fund payments or termination of a sink- 
ing fund requirement. Bondholders may be asked to accept interest-bearing 
scrip or preferred stock in lieu of cash for matured coupons. Not infrequently, 
a corporation may have urgent need of additional capital and may ask bond- 
holders to release certain assets from their lien so that they can be pledged for 
new loans or sold. Bondholders may also be asked to subordinate their liens to 
new creditors. Some corporations have obtained the consent of their bondholders 
to relax indenture requirements for the maintenance of certain minimum 
ratios between current assets and current liabilities, current assets and funded 
debt, and stockholders’ equity and funded debt. 


INDUCEMENTS TO BONDHOLDERS, A corporation will usually find 
it desirable to offer incentives to induce bondholders to agree to an extension 
of maturity or other concessions. The interest rate may be raised or the principal 
amount increased indirectly through a higher call price or maturity value. Addi- 
tional security may be offered in the shape of increased collateral or an additional 
mortgage lien. A sinking fund may be provided where none had been stipulated 
before, the sale of senior securities may be barred, or payment of dividends on 
the common stock may be restricted during the extended life of the obligations. 
A stock bonus or cash premium has been offered in a number of cases. A con- 
vertible feature may be added to the securities to enhance the attractiveness of 
the readjustment offer. 


_ LEGAL ASPECTS OF DEBT READJUSTMENTS. Voluntary debt re- 
adjustments are more difficult to effect than in the past. The reasons are (a) 
growing realization by creditors that Chapter X and Chapter XI of the Federal 
Bankruptcy Act accord them fuller protection than older reorganizations and 
readjustment procedures (see Sec. 22 on Reorganizations and Bankruptcy), and 
(b) the many instances in which dissenters have secured full payment when 
due. 


Dissenters’ Rights. As regards interest and principal payments, the individual 
bondholder possesses a contract right under his bond. He cannot be coerced ordi- 
narily to reduce or postpone interest or principal due him. In a few instances, 
however, bond indentures have provided that, by vote of a specified proportion 
of bondholders, interest or principal may be postponed for a period after the due 
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date. It is customary to provide for 30 to 60 days’ grace period with respect to 
interest payments. Existence of a right to postpone principal payments has been 
held to impair negotiability of a bond issue. : 

As regards provisions other than those relating to payment of interest and 
principal, it is common practice to include an indenture provision that it may 
be amended by vote of bondholders, usually a 667% or 19% vote. Sinking 
fund provisions, maintenance and replacement fund provisions, dividend restric- 
tions, working capital covenants, and so on can often be modified or eliminated 
by amendment of the indenture. In the event of default of interest or principal, 
the typical indenture provides that if the trustee fails to act an individual bond- 
holder can sue to collect his obligation. The chief problem in a debt readjust- 
ment proposal is thus to keep the number of dissenters within a number that the 
corporation is able to pay off in cash. 


Mechanics of Debt Readjustment. In soliciting consent of bondholders to a 
debt readjustment plan, the corporation usually resorts to (a) exchange of cer- 
tificates of deposit, (b) stamping of bonds as assented, or (c) deposit of bonds 
with a trust company without issuing certificates in exchange. 

The use of certificates of deposit customarily involves the deposit by the 
bondholder of his bond with a named depositary under an agreement empower- 
ing the corporation to execute the plan, provided deposits are made by holders of 
a sufficient proportion of the securities. Upon deposit of his bond, the bondholder 
receives a transferable certificate of deposit evidencing his approval of the debt 
readjustment plan. In exchange for this certificate, he will receive new securities 
if the plan is declared operative. There are several disadvantages to the corpora- 
tion in the use of certificates of deposit. These are: (a) the certificate of deposit 
may sell lower than nondeposited bonds, which discourages further deposits; (b) 
the procedure is relatively costly; and (c) certificates of deposit require registra- 
tion with the S.E.C. under the Securities Act of 1933 unless the original security was 
exempt, as in the case of railroad securities. Stamping of bonds may be less costly, 
but it has the same disadvantage with respect to sales at lower prices in the mar- 
ket and registration. [Associated Gas & Electric Co., 99 F. (2d) 795, where 
stamping of bonds was held to in effect create a new security.] Deposit of secu- 
rities with the right to withdraw at any time up to the effective date avoids the 
need for certificates of deposit or stamping, but involves risk of heavy with- 
drawals of deposited securities. 

In effecting debt readjustment plans, registration of the new securities issued 
in exchange for the old is required under the Securities Act of 1933, unless it can 
be shown that commissions are not paid to secure assents. Similarly, any mate- 
rial change in the indenture will require its qualification by the S.E.C. under the 
Trust Indenture Act of 1939. This qualification requirement applies even though 
the original bonds were issued prior to 1939. 


HOW BOND READJUSTMENTS ARE EFFECTED. A corporation 
will frequently seek the advice and assistance of the investment bankers who 
marketed the bonds in carrying out a readjustment of debt. In general, the fol- 


lowing points should be kept in mind in proceeding with a plan to effect a debt 
readjustment: 


Negotiation with Large Holders. It is wise to discuss the proposed readjust- 
ment with large bondholders before announcing a plan publicly, so as to assure 
substantial support in advance. It is a great advantage to announce agreement 
by large institutional bondholders in formally presenting a plan for approval. 
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_ Presenting the Plan. The management should draw up a letter to bondholders, 
signed by the senior officer of the company, to explain the financial problems 
confronting the corporation and the proposed solution. This letter should stress 
the advantages to bondholders in approving the debt readjustment plan. 


Securing Assents. It generally is desirable to place the operation under the 
jurisdiction of one executive who will set up a staff consisting of employees of 
the company, or others specially retained, to solicit assents. A security dealer 
may be retained for a fee to aid in this task, and a commission may be allowed 
brokers for securing assents. A list of bondholders is a prerequisite. The inden- 
ture trustee will help in compiling such a list, since the Trust Indenture Act re- 
quires him to maintain a list of names and addresses of known bondholders. 
Once active solicitation of assents starts, the officer in charge should attempt 
to secure favorable publicity for the plan. Frequent follow-up letters to bond- 
holders will hasten deposits. It is common to emphasize the heavy expense and 
uncertainty of bankruptcy proceedings in advertisements and letters. 


Establishing Effective Date. Usually the plan will not be declared operative 
by the corporation unless holders of the bulk of the issue have assented. The 
percentage required will depend usually upon the cash position of the corporation, 
since dissenters will have to be paid off in cash. It usually varies from 75% to 
90%. Once a plan has been declared operative, the corporation will fix an early 
date for exchanging new securities for the old. 


A Bank Loan. Consummation of a debt readjustment plan has been assured 
in some instances through willingness of bankers to advance funds to pay off 
dissenters. A loan for this purpose is usually contingent upon (a) the corpora- 
tion’s obtaining a prescribed percentage of assents and/or (b) the corpora- 
tion’s ability to put up satisfactory collateral to secure the funds advanced by 
the banks. 


‘DEBT READJUSTMENTS UNDER SPECIAL LEGISLATION. 
§§ 11(c), 6(a), and 7(e) of the Public Utility Holding Company Act of 1935 
authorize the S.E.C. to force debt readjustment plans on dissenting bondholders. 
The contractual right of a bondholder to insist upon payment in cash may be 
modified under this law, and he may be compelled to accept securities of ap- 
proximately equivalent value instead. [S.E.C.’s decision in the Standard Gas & 
Electric Co. case, Holding Co. Act Release No. 5430; affirmed 151 Fed. (2d) 
326. ] 


Similarly, the Mahaffie Act [§ 20(b) of the Interstate Commerce Act] provides 
a means whereby debts of a railroad may be readjusted under a plan approved 
by the holders of at least three-fourths of each class of debt affected. Such a 
plan, which is solely under the jurisdiction of the Interstate Commerce Commis- 
sion, is binding on all creditors. 


SMALL BUSINESS READJUSTMENTS. If a business is small and the 
creditors few, financial difficulties may be solved through friendly debt adjust- 
ments. Types of voluntary debt readjustment are discussed below. 


COMPOSITIONS. “Composition with creditors is an arrangement between 
a debtor and his creditors, the latter agreeing with the debtor, and mutually 
among themselves, to receive and the debtor to pay, 4 certain part or portion of 
the demands in full pavment and discharge of the debt.” (Anderman v. Meier, 91 
Minn. 413.) 
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“A composition agreement is an agreement as well between the creditors them- 
selves as between the creditors and their debtor. Each creditor agrees to receive 
the sum fixed by the agreement in full of his debt.” (Reynolds v. Pennsylvania 
Oil Co., 150 Cal. 629.) ; 

“Tn all compositions the creditors are moved by some advantage to be obtained 
in a distribution of property or money by the debtor, or by fixed payments to be 
made by him securing to each a certain proportion of his assets.” (Henry v. 
Patterson, 57 Pa. 346.) 

Such a settlement is usually brought about on the initiative of the debtor, who 
submits the terms of a proposed compromise. The proposal may be made to 
creditors individually, or at a creditors’ meeting called for the express purpose 
of considering it. The latter method is more conducive to success, for when 
creditors are relatively numerous some may not be amicably disposed toward the 
debtor, but the other creditors may induce them to go along. 


Number of Creditors Necessary to a Composition Settlement. One creditor 
alone cannot make a composition. (An arrangement with a single creditor is 
sometimes called an “accord.”) If two or more creditors agree to a composition, 
it will be valid and binding on them and on the debtor if there is no requirement 
that the agreement to become effective must be entered into by a greater number 
of creditors. (Van Bokkelen v. Taylor, 62 N. Y. 105.) If the composition agree- 
ment provides that it shall not become effective until a certain number of cred- 
itors, all, or a majority, shall have agreed to it, the composition does not become 
operative until the required number agree. (Day v. Jones, 150 Mass. 231.) 

The debtor may enter into a composition with only one class of creditors, such 
as his unsecured creditors. (Zoebisch v. Van Minden, 120 N. Y. 406.) 

“An agreement for composition may be entered into by a part of the creditors 
of an insolvent debtor, and in such a case it will be binding only upon those who 
enter into it. In such a case, the creditors who do not enter into the agreement 
may proceed to collect or to settle their claims in their own way. If such a 
creditor makes a better settlement than those who agree to the composition, or 
obtains any other advantage, he will be permitted to retain it.” (Atlas Engine 
Works v. Seymour First National Bank, 50 Ind. A. 549.) 


Acceptance Considerations. Offers in composition should never be considered 
by creditors when there is well-founded suspicion of fraud on the part of the 
debtors. Creditors are entitled to know the facts and figures about the debtor’s 
business, and where the funds are coming from to pay the creditors agreeing to the 
compositions. Creditors should insist that the money, or satisfactory security 
for it, is actually put up before consenting and signing composition agreements. 


When To Agree to Compositions. Composition settlements under certain 
circumstances are the most effective and economical means of dealing with em- 
barrassed debtors. Creditors must join at times with debtors in absorbing losses. 
Such arrangements have often enabled debtors to recover from financial adversity, 
with subsequent benefit to the creditors with whom they continue to transact 
business, as well as to themselves. 

Creditors are interested in obtaining as large settlements as possible on their 
claims. Compositions are at times preferable for two reasons: (1) the amounts 
of settlement are definite, (2) the amounts realized are likely to be greater than 
can be expected from forced liquidations accompanied by heavy court and legal 
expenses. Thus, let us assume that the balance sheet of a business shows that the 
total assets amount to 75% of the liabilities. As a going concern, the assets may 
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be worth that much, but if forced liquidation is resorted to the assets may, and 
very likely will, realize a great deal less than the book value. Hence, if the busi- 
ness is forced into bankruptcy, with the expenses and losses incident to such a 
procedure, the creditors might receive liquidating dividends aggregating only 
about 25% of their claims. A composition settlement of 50% of the claims would 
obviously be better for all concerned. Although the creditors would receive 50% 
of their claims instead of 25% the debtor could remain in business with some 
assets and without the stigma of bankruptcy. 


ASSIGNMENTS. Specific assignments for the benefit of creditors and gen- 
eral assignments (assignments in trust for the benefit of creditors) involve the 
transfer of assets of debtors to trustees, to be managed by them pending the 
settlement of creditors’ claims. “An assignment is substantially a transfer, actual 
or constructive, with the clear intent at the time to part with all interest in the 
thing transferred and with a full knowledge of the rights so transferred.”’ (Ormond 
v. Connecticut Mut. L. Ins. Co., 145 N.C. 140.) 

Assignments of property in trust for the benefit of creditors have been ap- 
proved by both state and Federal courts. The only restriction is the general one 
providing for the setting aside of assignments on the ground of fraud. 


Advantages of Assignments. Assignments for the benefit of creditors pro- 
vide a means whereby embarrassed debtors may adjust their affairs with creditors. 
They combine the advantages of amicable adjustments with some aspects of 
bankruptcy. The advantages are: 


1. Expenses of administration are less than in bankruptcy proceedings. 

2. Under assignments a time limit is not set for settling the affairs of debtors, and 
trustees may hold the assets until they can be sold under favorable conditions 
or returned to the debtor, whereas in bankruptcy they are often sold at forced 
sale. 

3. There is less undesirable publicity attached to assignments than to bankruptcy 
proceedings. 

' 4, The administration of debtors’ estates under assignments is a private matter 
between trustees and creditors, whereas in bankruptcy it is a matter of public 
record. 


COMMON LAW AND STATUTORY ASSIGNMENTS. Assignments 
may be effected either under the common law or state statutes. 

The common law assignment differs from the statutory assignment principally 
in the fact that it is not recorded and administration of the assets is conducted 
under the supervision of a committee of creditors rather than a court. It rests 
generally on the consent of the creditors, and serves as a legal basis for a 
friendly adjustment in accordance with the terms of the instrument of assignment. 
In a statutory assignment, the powers of the assignee as defined in the assignment 
‘instrument are subject to the provisions of the statute. At common law an in- 
solvent debtor may make an assignment giving preference to certain creditors or 
classes of creditors, but only some statutes permit this. 

All states have insolvency laws under which debtors may assign their property 
to trustees for the purpose of liquidation and distribution of proceeds among 
creditors. Statutory assignments have been largely displaced by bankruptcy pro- 
ceedings, although common law assignments are still in use. 


Assignment an Act of Bankruptcy. Under the Federal bankruptcy laws, an 
assignment for the benefit of creditors is an act of bankruptcy. As the Federal 
law supersedes state laws as regards bankruptcies, dissatisfied creditors may have 
assignments set aside simply by filing petitions in bankruptcy. 
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Although creditors have this privilege, it may be unwise to exercise it, particu- 
larly if they are satisfied as to the good faith of the debtor, and the honesty and 
ability of the assignee. 


Rights of Creditors. If creditors have consented to assignments they are 
estoppea from filing petitions in bankruptcy. For this reason creditors should 
not consent to assignments until they know the facts and have faith in the 
assignees. Creditors have a right to an accounting from assignees, and if this 
is not furnished pressure may be brought by proper application to the courts. 
The consent of all creditors to an assignment makes it proof against attack by 
bankruptcy petition. 


Assignees. Assignees may be named by debtors when making assignments. If 
none is designated, the court will select them. Debtors have the right to select 
their own assignees, and are under no obligation to consult the wishes of creditors 
provided the persons selected are capable of performing the duties involved. 
Although selected by debtors, the assignees are supposed to act in the interest of 
the creditors. Assignees may or may not be creditors of the assignors. 


Duties of Assignees. When assignees receive assignments from debtors, they 
are formally recognized as assignees. Their duties are: 


1. To give public notice of assignment and their appointment as assignees. 

2. To execute bonds for the faithful performance of trust. 

3. To take possession of the property listed in the schedules accompanying the 
assignments. 

4. To collect the debts due the assignors. 

5. To sell the property transferred under the assignments. 

6. Out of the proceeds of sale and debts collected, to pay the expenses of realiza- 
tion and distribute to creditors dividends on their claims. Dividends are usually 
paid from time to time as funds accumulate in the hands of assignees. 

7. To turn over to the assignors funds left in the hands of assignees after paying 
the claims of the creditors in full. 

8. To file an accounting that generally closes the estate. 


Assignees hold a fiduciary relation to their assignors and to the creditors. 
Good faith is essential. They may be held personally liable for misconduct or 
breach of trust. They are expected to make an accounting of their transactions 
and may be removed from office for violation of trust. They are liable for prop- 
erty or money lost by negligence. 


CREDITORS’ COMMITTEES. Operation of businesses by creditors’ com- 
mittees resembles an assignment in that the management of an embarrassed enter- 
prise is taken over by creditors. The chief requirements usually are: 


1. That existing creditors subordinate and extend their claims. 

2. That banks or creditors advance sufficient new maney to operate the busi- 
nesses, the new advances to be entitled to a priority in repayment. 

3. That the management of the businesses pass into the hands of committees 
chosen by the creditors. 


4, That the businesses be returned to the proprietors when the debts are paid in 
full. 


The foregoing requisites may be incorporated into a single contract between 
the business in financial difficulties, the creditors who subordinate their claims 
and extend aid, and bankers who may advance new money. The same result may 


be accomplished by a series of agreements as each situation is met, one being 
made conditional upon the others. 
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Creditors, in appointing committees, generally give the larger creditors 
representation and attempt to select the men best qualified to manage the 
debtors’ affairs. The size of a committee is governed by several factors, such as 
the magnitude of the concern, the number of creditors, and the variety of inter- 
ests involved. For efficiency, committees should be as small as conditions permit. 
Committees of three can handle business problems more easily than larger ones, 
but sometimes it is necessary to have larger committees to obtain the support 
and cooperation of all creditor groups. If this is necessary, it is desirable to ap- 
point a small but active executive committee with considerable authority. In 
practice, banks that subscribe additional money are the most influential members. 


How Committees Operate. Generally the committees formulate and supervise 
policies to be followed in handling the debtors’ affairs. Actual management is 
often delegated to a member best qualified. Frequently the creditors employ a 
qualified executive to act as their representative and pass on all matters relating 
to the routine management of the business. He may be appointed treasurer or 
controller. This appointee should be able, within a short time, to advise creditors 
whether the business can recover or should be liquidated. If the business cannot 
be continued as constituted, reorganization may be necessary. If reorganization 
also is not feasible and it becomes necessary to liquidate, the creditors’ committees 
may supervise the liquidation. 


Creditor Voting Trustees. In a corporation, a voting trust may be set up 
under the creditors’ agreement, and broad powers given the voting trustees, in- 
cluding the power to elect new directors and officers and to liquidate the business 
if they see fit. The trustees may have to elect “dummy” directors, as men of 
standing are not disposed to appear as directors of a failing business. Although 
entirely new officers may be installed, it is better to avoid this for the sake of 
outward appearances if an attempt is to be made to save the business. The old 
president may be allowed to continue, but he may be deprived of his former 
powers, and the active administration of the business taken over by a general 
manager selected by the voting trustees designated by creditors. A clerk in the 
office of the counsel of the creditors’ committee may serve as secretary for the 
corporation, and the treasurer may be an employee of the firm of accountants 
engaged to make an audit of the company’s affairs and keep the accounts for the 
trustees. 


Advantages of Creditors’ Committees. Creditors’ committees provide: 


1. Greater freedom of action. Creditors’ committees have greater freedom of 
action and adaptability to changing business conditions, without the hampering 
influence of statutes or legal precedents and the necessity for obtaining judicial 
approval for every important business move. 

2. Efficiency and economy. Expenses and costs of creditors’ committees are 
less than in bankruptcy organizations. The members of creditors’ committees, by 
reason of their desire to safeguard their interests, give much time to working out 
solutions of the debtors’ problems and sometimes act without compensation. 

In many instances, members of creditors’ committees and their counsel are sub- 
stantially compensated for their services. But usually this follows successful ad- 
ministration. 

3. Expeditiousness. Administration of a business under a court’s jurisdiction 
is often a long-drawn-out affair, whereas creditors’ committees are chiefly inter- 
ested in settling the claims of the creditors quickly and being relieved from their 
work as soon as possible. 
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4. Absence of unfavorable publicity. Unfavorable financial publicity has a 
detrimental influence on any business. Under creditors’ committees concerns are 
not subject to the widespread publicity incident to court proceedings. The only. 
publicity under creditors’ committees is that of credit reporting agencies and 
credit departments of banks and creditors. 

5. Retention of organization. Under creditors’ committees the personnel of 
business organizations are generally kept intact, with the exception of unneces- 
sary and inefficient employees and possibly the treasurer or controller, who may 
be temporarily superseded by the representatives of the creditors’ committees. 


Disadvantages of Creditors’ Committees. Creditors’ committees do not 
possess certain powers of bankruptcy trustees. Disadvantages are: 

1. Inability to set aside unprofitable contracts. Trustees in a bankruptcy 
reorganization may move to set aside contracts that are burdensome or unprofit- 
able. Committees of creditors could do away with such contracts only by consent 
of the parties to the burdensome contracts. 

2. Inability to set aside questionable claims. Courts may exclude question- 
able claims of creditors. Committees of creditors may find it far more difficult. to 
resist questionable claims. 

3. Inability to stop creditors’ actions. The greatest benefit in reorganization 
under the Bankruptcy Act is the court’s power to enjoin actions by creditors. 
Creditors’ committees do not possess such powers. They are limited to persuasion 
and negotiation, and if they fail their other solution is to pay off insistent creditors. 


CREDIT ADJUSTMENT BUREAUS. Creditor committee management, 
as an alternative for proceedings under the Federal Bankruptey Act, has been 
strongly supported by the National Association of Credit Management, which 
has implemented the procedure. Settlement of the affairs of a corporation in an 
embarrassed financial condition can be handled by a creditors’ committee working 
through its own liquidating agent, or an adjustment bureau on the approved list 
of the Association. Throughout the country, member associations of the Na- 
tional Assn. of Credit Management have created and fostered approved adjust- 
ment bureaus that specialize in liquidating insolvent businesses and rehabilitating 
embarrassed debtors without resort to the Bankruptcy Act. 


Intercorporate Readjustments 


CHANGES IN CORPORATE STRUCTURE OF A HOLDING COM- 
PANY SYSTEM. Intercorporate readjustments involve change in the corpo- 
rate structure of a holding company system. Corporate structures of expanding 
enterprises may assume a complicated form. The process of expansion often 
results in the acquisition of control of a number of other corporations, Subse- 
quently, simplification of intercorporate structure may be desirable for greater 
economy and efficiency of operation, to facilitate financing, for tax reasons or 
because of regulatory requirements. The trend among large industrial, railroad, 
and public utility enterprises has been to reduce the number of corporate en- 
tities constituting a holding company system. In some instances, however, tax 
considerations have encouraged the formation of new subsidiaries. 


REASONS FOR INTERCORPORATE CHANGES. There are several 
reasons why it may become desirable or necessary to make intercorporate changes 
(see also Sec. 20): 

1. To reduce taxes. Reduction in the number of corporate entities composing 
a holding company system will result in a saving in both corporate franchise taxes 
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and income taxes. A holding company must pay a tax on dividends received from 
a subsidiary equal to 15% of the corporate income and surtax rate. If the cor- 
porate normal and surtax is 48%, the effective intercorporate dividend tax rate 
is thus 7.2% (or 15% X 48%). Furthermore, present tax laws place a penalty of 
2% on the filing of consolidated returns by two or more corporations, and a parent 
must own 95% or more of the subsidiaries’ voting stock (and 95% of each class 
of nonvoting stock other than preferred stock of at least one subsidiary) to be 
qualified to file a consolidated income tax return. . 

The tax factor has also been of considerable influence in stimulating inter- 
corporate readjustments involving leases. The Federal government taxes lessor 
corporations as the recipient of income. In many cases the courts have decided 
that the provisions of the lease agreement make the lessee liable for the lessor’s 
taxes. The additional tax burden imposed on lessee railroads under such decisions 
caused several of them to merge with leased lines. (See Delaware, Lackawanna & 
Western R. R. mergers with a number of leased lines.) 

Special tax treatment is accorded distributions of stock in one or more sub- 
sidiaries formed to take over assets of which a corporation is divesting itself. 
Under certain circumstances, such distributions are designated as tax-free ex- 
changes, so that no tax need be paid on their receipt by stockholders. A distribu- 
tion of stock of a newly formed subsidiary is termed a spin-off when it is dis- 
tributed without affecting the outstanding stock of the distributing company; it 
is a split-off when the new shares are exchanged for part of the stock of the 
parent; and it is a split-up when shares in subsidiaries are exchanged for all the 
stock of the parent, which is then in effect dissolved. Corporations that have 
developed products or activities not directly related to their main business may 
find such tax-free distributions very desirable for their shareholders, who other- 
wise may be subject to full taxation of a property dividend at regular rates. 

2. To facilitate financing. Simplification of corporate structure may permit 
a stronger mortgage to be created and more stable earning power to be achieved 
(Consolidated Edison Co. of N. Y. 1946 refinancing) . 

3. Management reasons. The underlying motive for intercorporate simplifica- 
tion may be a desire by management to reduce overhead expense and to reor- 
ganize production and distribution facilities. This has been a most important 
reason for the simplification of the Standard Oil parent groups during the past 
two decades. 

4, Legal compulsion. The Public Utility Holding Company Act of 1935, chief 
example of this factor, requires the simplification and dissolution of intercorporate 
structures of registered public utility holding company systems to meet two 
tests, namely, (a) the corporate simplification test and (b) the integration test. 
§ 11(b) (2) of this law provides that a holding compariy may not have a sub- 
sidiary whose subsidiary is in turn a holding company (simplification). Similarly, 
§ 11(b) (1) provides that the operating subsidiaries of a holding company must be 
limited to an integrated area in one or adjoining states. 


INTERCORPORATE READJUSTMENT METHODS. Such readjust- 
ments can be effected by the following procedures: 


1. Formation or liquidation of subsidiaries. Intercorporate readjustment 
may involve forming new or dissolving existing subsidiaries. 

2. Merger of subsidiaries. Numerous large enterprises have reduced the 
number of their subsidiaries by merging them into other subsidiary corporations, 
or by absorbing some of the subsidiaries into the parent company. 
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3. Merger with lessor corporations. Railroad and traction companies have 
simplified their intercorporate structures by mergers with corporations whose 
properties they have previously operated under leases. 

4, Liquidation of holding company. The holding company may be liquidated 
entirely for financial reasons or because of legal compulsion. In either event, 
securities of operating subsidiaries are distributed in exchange for those of the 
holding company. 

5. Exchange of securities. Some utility holding companies, to meet the inte- 
gration requirement, turned over their interest in certain subsidiaries to other 
holding companies having adjoining properties in exchange for stocks of operat- 
ing utilities they desired or cash. 


SIMPLIFICATION AND INTEGRATION UNDER THE PUBLIC 
UTILITY HOLDING COMPANY ACT. Simplification and integration 
under the Public Utility Holding Company Act of 1935 created a number of 
problems in intercorporate adjustments. The chief of these were: 

1. The need of paying off senior securities of the top and intermediate hold- 
ing companies, either in cash or through an exchange for portfolio securities. 

2. Disposal of small, isolated properties. This could be done by competitive 
or private sale, or through an exchange of properties with other holding com- 
panies. 

3. Elimination of intermediate holding companies. This often involved 
claims and counterclaims for mismanagement, etc., requiring settlements or ex- 
tended litigation. Until such problems could be ironed out, simplification and 
integration was necessarily delayed. 

4. Relative participation of bondholders, preferred stockholders, and com- 
mon stockholders in the assets of a holding company, where these do not suffice 
to cover prior securities. The S.E.C. gave junior stock a participation of about 
5% in such cases where it had no present book value, in recognition of the fact 


that a going concern was being liquidated because of statutory compulsion. (Otis 
& Co. v. 8.E.C., 323 US. 624.) 


SIMPLIFICATION AND INTEGRATION METHODS. Among the 


measures taken to effect simplification and integration of holding company sys- 
tems are: ’ 


1. Sales of operating subsidiary securities to the public, proceeds being 
used to pay off prior securities of holding company. (See sale of Empire District 
Electric Co. common stock by Cities Service Power & Light Co.) 


2. Use of current earnings to retire prior securities, after which the balance 
of the portfolio is distributed to common stockholders. (The North American Co. 
utilized this method, paying dividends on its common stock in shares of some of 
its subsidiaries, while cash earnings went to retire bonds of the parent company.) 


3. Direct exchanges of portfolio securities for prior securities of the holding 
company. (The United Corp. used this method with particular success.) 


4. Sale through the issuance of rights to holding company stockholders en- 
titling them to subscribe to portfolio securities, the proceeds going to retire prior 
securities. (Sale of Pennsylvania Power & Light Co. common stock by National 
Power & Light Co. to its own stockholders.) 


5. Reclassification of the holding company capital structure into a single 


class of common stock, followed by distribution of stock of subsidiaries in an 
agreed-upon reclassification ratio. (United Light & Power plan.) 
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Voluntary Liquidations 


. LIQUIDATION DEFINED. Liquidation involves conversion of assets 
into cash to discharge habilities, distribution of the balance of assets among the 
stockholders, and legal steps to effect dissolution of the corporation. The distribu- 
tion of assets must be in accordance with the respective rights and preferences 
of the several classes of creditors and stockholders. Ordinarily, assets are turned 
into cash prior to making the distributions, but a corporation owning stocks 
or bonds of other companies may distribute these among its stockholders pro 
rata. 


WASTING ASSET INDUSTRIES. Liquidation may follow from a num- 
ber of causes. Concerns engaged in wasting asset industries such as mining, oil 
extraction, lumbering, and stone-quarrying will in time be forced to liquidate 
unless new reserves of the wasting assets are acquired or they shift to some other 
business. The shrinkage in the business is reflected in the allowance for depletion, 
and the distribution of depletion reserves as distributions to stockholders is 
tantamount to gradual liquidation of the enterprise. 

The amount credited to depletion is usually based on the original cost of the 
property (less any residual value it may have), estimated recoverable reserves, 
and the rate at which the reserves of ore, lumber, or other assets are being used 
up. For example, a coal mine purchased for $1,000,000 is estimated to have a 
value as land after the exhaustion of the coal deposits of $10,000. The net cost 
of the coal deposit is thus $990,000. If estimates place the amount of recover- 
able coal at 4,000,000 tons, then for each ton mined $.2475 should be credited to 
the depletion reserve out of the sales price of each ton extracted. The purchase 
price of the mine is thus gradually recovered in cash as the mined coal is mar- 
keted. Unless this accumulating cash is used to purchase new mining properties 
or other assets, the only alternative is to declare capital distributions or liquidat- 
ing dividends from time to time, thereby gradually returning to the stockholders 
their original investment. For tax purposes the Internal Revenue Code sets 
specific depletion allowances that may be deducted in some extractive indus- 
tries, expressed as a percentage of gross value of the product. 

Reinvestment in other assets may not be wise if a management is specialized. 
If a company has decided not to extend its operations beyond the exhaustion of 
its present reserves, a wiser course may be to declare dividends in partial liquida- 
tion from time to time. Such distributions are not taxable as ordinary income to 
the stockholders. Simultaneously, ordinary taxable dividends may be paid out of 
eurrent profits. Stockholders should be informed of the amount that is a capital 
distribution, and so not subject to tax as ordinary income. 


LIQUIDATION TO AVOID INSOLVENCY. A concern may be solvent, 
but its operations may be showing persistent losses, working capital may be de- 
pleted, and the prospects for improvement uncertain. To avoid further impair- 
ment of assets through operating losses, the directors may decide to liquidate and 
return to stockholders whatever of their investment remains. Even a prosperous 
concern may vote to liquidate if it foresees a decided change for the worse in 
general conditions or in its own fortunes, or if the management wishes to retire 
and does not want to turn over direction of the affairs of the business to others. 


PROCEDURE IN VOLUNTARY LIQUIDATION. Statutes provide 
for the manner of voluntary liquidation. The following procedure is typical. 
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1. A vote by the required proportion of stockholders, either of those having 
voting power only, or of all classes regardless of whether they have voting power. 
The proportion may be a bare majority, two-thirds, or higher. The charter may 
prescribe some other proportion that, however, may not be less than the minimum 
set by statute. 

2. Appointment of liquidating trustees or agents. Under the statutes, the 
directors may be constituted liquidating trustees, or trustees may be appointed 
by the stockholders from their own number. As the company has voted to dis- 
solve, title to the assets is no longer in the corporation but passes to the liquidat- 
ing trustees, who hold them in trust for the benefit, first, of creditors and other 
claimants, and after them for the benefit of the stockholders. Assets may be fol- 
lowed, in the interest of creditors, into the hands of stockholders after final dis- 
tribution. The liquidating trustees may engage one or more liquidating agents to 
act under their supervision. On the application of a creditor or stockholder, a 
court of competent jurisdiction may appoint a receiver to take charge of the 
assets for liquidation under the court’s supervision. 

3. The assets are sold by the liquidating trustees, the liquidating agent or the 
receiver. 

4, Extinguishment of all claims and liabilities from proceeds of liquidation. 

5. Declaration of a liquidation dividend or dividends by liquidating trustees, 
agents, or receiver. Such declaration may not be permitted until after a certain 
period has elapsed from the date of the corporation’s dissolution, to assure that. 
claims have been asserted and paid. In January 1959, the Cuban-Atlantic Sugar 
Co. distributed a third and final liquidating dividend consisting of cash and stock 
of two subsidiaries. It turned over, however, about $1 per share to a subsidiary, 
which accepted responsibility for the remaining liabilities. If some stockholders 
have not paid the subscription price in full, they are entitled to share the divi- 
dends only in proportion to the amount of their payments. 

6. Surrender for cancellation of stock certificates by shareholders on the 
receipt of the final liquidating dividend. Liquidation is generally a protracted 
process because of the nonliquid character of certain assets and the time required 
to settle claims and liabilities. Dividends in partial liquidation may be paid in 
the meantime as the required cash is accumulated. In some instances, the amount 
of each liquidation is stamped or endorsed on the stock certificate. This is done 
while the stock transfer books remain open and shares change hands, to inform 
buyers that part of the capital has been returned. 


LIQUIDATING AGENCY. If liquidation is protracted, assets may be 
turned over to a new liquidating corporation or trust to hold them pending their 
sale. The original corporation can then be dissolved forthwith. 


Corporate Dissolution 


MEANING OF DISSOLUTION. As stated by Fletcher (Law of Private 
Corporations), a corporation is dissolved when the franchise to be a corpora- 
tion, conferred upon it by the state in which it is incorporated, is extinguished 
and the corporate existence is terminated. Dissolution involves observance of 
certain legal formalities. Without these a corporation may continue to exist, even 
as an empty shell, after it has ceased doing business and no meetings of stock- 
holders or directors are being held. However, discontinuance of business, as well 
as insolvency, although not technically dissolution, practically confers upon credi- 
tors the rights that they have under technical dissolution—to recover unpaid 
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stock subscriptions from stockholders if the assets are insufficient to meet the 
liabilities. 

METHODS OF DISSOLUTION. A corporation may be dissolved in one 
of the following ways: 


. By act of the legislature. 

. By expiration of the period fixed in the charter for the life of the corporation. 
. By the happening of some contingency prescribed in the charter. 

. By failure or by loss of some essential part of the corporation. 

. By forfeiture of the charter by judicial proceedings. 

. By voluntary surrender of the charter, as previously discussed. 


LEGISLATIVE REVOCATION OF CHARTER. The legislature may 
revoke the charter of a corporation only if it has reserved that right by constitu- 
tional or statutory provision, as is generally the procedure, or by a clause in a 
charter granted by special act. Such a provision then becomes a part of the con- 
tract between the state and the corporation. Without such provision repeal of 
the charter without the corporation’s consent would be in violation of the obliga- 
tion of a contract, which is prohibited by the Constitution of the United States. 
However, absence of such provision does not prevent the legislature from repeal- 
ing a charter if the corporation has violated its contract with the state by some 
act of omission or commission. This right is rarely invoked. 
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DISSOLUTION BY EXPIRATION OF CHARTER. Statutes generally 
require that the charter state the period of corporate existence, and when that 
period has elapsed the life of the corporation automatically ceases. However, a 
corporation whose term of life is about to elapse may in most states extend its 
existence by complying with certain statutory provisions. A charter may limit 
the exercise of a certain power for a specified number of years without otherwise 
limiting the length of corporate life. In some states, corporate life can be 
shortened by amendment of the charter, and advantage is taken of this pro- 
vision to dissolve the corporation. 


DISSOLUTION EFFECTED BY HAPPENING OF SOME CON- 
TINGENCY. Statutes may prescribe certain acts or omissions to act on the 
part of the corporation that automatically effect dissolution without any court 
proceedings instituted by the state. For example, failure to commence business 
within a certain time after incorporation may end the corporate existence. Such 
conditions, however, must be so plain that the legislation is unmistakable, ac- 
cording to Fletcher (Law of Private Corporations), as courts are ordinarily in- 
clined to be liberal in this respect and view failure to fulfill a condition imposed 
by statute or charter as merely a cause for the forfeiture of the charter in an 
action brought by the state specifically for that purpose, and not as working 
forfeiture automatically. 

There is no legal dissolution, without specific statutory provision to that 
effect, even if the corporation has not only ceased exercising its powers but has 
disposed of all of its property and distributed the proceeds to the stockholders, 
until the charter has been surrendered and its surrender has been accepted by 
the state. Likewise, insolvency, assignment for benefit of creditors, bankruptcy 
proceedings, failure to pay taxes, etc., are causes of dissolution but do not work 
automatic dissolution unless so provided by statute. On the other hand, in con- 
solidations and mergers, the consolidating or merged companies are dissolved by 
the act of consolidation or merger. 
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DISSOLUTION FROM MISUSE AND NONUSE OF POWERS. If 
a corporation has either misused or failed to use its franchises and powers, court 
action may be brought against it to bring about the forfeiture of its charter by 
the state, represented by the attorney general or otherwise. For example, the 
New York Business Corporation Law [§ 1101(a)] provides that: “The at- 
torney-general may bring an action for the dissolution of a corporation upon one 
or more of the following grounds: 


1) That the corporation procured its formation through fraudulent misrepresenta- 
tion or concealment of a material fact. : 

2) That the corporation has exceeded the authority conferred upon it by law, or 
has violated any provision of law whereby it has forfeited its charter, or carried on, 
conducted or transacted its business in a persistently fraudulent or illegal manner, or 
by the abuse of its powers contrary to the public policy of the state has become 
liable to be dissolved.” 


Minority stockholders or creditors are permitted to institute such proceedings 
only by express statutory provisions. Courts generally, however, show reluctance 
to deprive corporations of their charters except in flagrant cases, in which the 
ultra vires acts involve essential provisions of the law or charter and are matters 
of interest to the public. As a general rule, the dissolution will be granted only 
if the attorney general is able to show that some serious injury to the public 
has resulted because of the misuse or nonuse of the corporate form and the cor- 
poration’s charter (Bergh-Conyngton, Business Law). In New York (Business 
Corporation Law, § 1104) proceedings for judicial dissolution may also be 
initiated by a petition presented by holders of half of all outstanding shares 
(unless otherwise provided in the certificate of incorporation) setting forth that 
the directors or shareholders are so divided. respecting the corporation’s affairs 
that the votes required for action cannot be obtained; or that because of internal 
dissension, dissolution would be beneficial to the shareholders. 


VOLUNTARY DISSOLUTION. Such dissolution, in the absence of a 
statute making special provision for it, can only be brought about by the unani- 
mous consent of all the stockholders. A majority of the stockholders can under 
those conditions effect dissolution only if the corporation is unable to fulfill the 
purposes of its incorporation and it is not a quasi-public corporation (railroad or 
public utility). In most states, however, statutes have been enacted that permit 
the dissolution of corporations by a vote of a specified majority of the stock 
outstanding. If there are two or more classes of stock, the permission of each 
class may be required. Under the New York Business Corporation Law (§ 1001), 
nonjudicial dissolution may be effected by the vote of holders of two-thirds of 
all outstanding shares entitled to vote thereon. Special statutes authorize the dis- 
solution of such corporations as banks, trust companies, insurance companies, 
and savings and loan associations. In some states, all claims against the cor- 
poration must be settled before a corporation can dissolve itself. 

The corporate existence may be continued for a stated period after formal 
dissolution but only to wind the company up. Thus, in Delaware all cor- 
porations, whether they expire by limitation or are otherwise dissolved, continue 
as bodies corporate for three years thereafter for the purpose of prosecuting or 
defending suits and enabling them to liquidate their affairs—to dispose of and 
convey their property and to divide their capital, but not to continue the busi- 
ness for which they were established. 
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REORGANIZATIONS AND BANKRUPTCY 


Definitions and History 


REORGANIZATION DEFINED. The term “reorganization” is sometimes 
used to describe a voluntary readjustment of corporate debt and capital stock, as 
well as one effected by order of a court. But in financial usage it is generally 
limited to plans that change the terms of corporate indebtedness, and_ inci- 
dentally of capital stock, which are effected under Chapter X or Section 77 of 
the Bankruptcy Act. 


Tax vs. Financial Definition. In tax, as distinct from financial, usage, the 
term is defined much more broadly to distinguish tax-free from taxable exchanges 
of securities or other property. Section 368 of the Internal Revenue Code of 
1954 defines reorganization for tax purposes as follows: 


(1) The term “reorganization” means (A) a statutory merger or consolidation, or 
(B) the acquisition by one corporation, in exchange solely for all or a part of its vot- 
ing stock, of stock of another corporation if immediately after the acquisition the 
acquiring corporation has control of such other corporation (whether or not the ac- 
quiring corporation had control immediately before the acquisition) ; (C) the acquisi- 
tion by one corporation, in exchange solely for all or a part of its voting stock (or 
in exchange solely for all or a part of the voting stock of another corporation which 
is in control of the acquiring corporation), of substantially all of the properties of an- 
other corporation, but in determining whether the exchange is solely for stock the 
assumption by the acquiring corporation of a liability of the other, or the fact that 
property acquired is subject to a liability, shall be disregarded; (D) a transfer by a 
corporation of all or a part of its assets to another corporation if immediately after 
the transfer the transferor, or one or more of its shareholders (including persons who 
were shareholders immediately before the transfer), or any combination thereof, is in 
control of the corporation to which the assets are transferred; but only if, in pursu- 
ance of the plan, stock or securities of the corporation to which the assets are trans- 
ferred are distributed in a transaction which qualifies under sections 354-6 [dealing 
with tax-free exchanges]; (E) a recapitalization; or (F) a mere change in identity, 
form, or place of organization, however effected. 


Arrangements. The National Bankruptcy Act as amended in 1938 authorized, 
under Chapter XI, a distinct procedure, arrangements, to simplify statutory re- 
organization for smaller corporations. By accelerating reorganizations of smaller 
enterprises Congress sought to clear Federal court calendars of such cases more 
quickly and to reduce the expense and time consumed. 


Equity Reorganizations. Equity reorganizations have become virtually a 
thing of the past as the result of the enactment of the reorganization sections of 
the National Bankruptcy Act in 1933 and subsequent years. Since equity rem- 
edies become unavailable when statutes are enacted covering the same sibjects, 
equity proceedings for reorganization are now initiated only in the very rare 
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instances a corporation cannot reorganize under the Bankruptcy Act because 
it does not meet the statutory requirements. Equity receivers are still appointed 
on occasion if a conflict among stockholders over the election of the board of di- 
rectors or charges of fraud may cause a court to appoint its representative to 
take over a business enterprise pending the conclusion of litigation. Also, the 
thousands of precedents handed down by the courts in past equity reorganizations 
still govern many aspects of bankruptcy reorganizations, for Chapter X of the 
Bankruptcy Act specifies in Section 115: 


The Court shall have and may exercise all the powers, not inconsistent with th 
provisions of this chapter, which a court of the United States would have if it had 
appointed a receiver in equity of the property of the debtor on the ground of in- 
solvency or inability to meet its debts as they mature. 


INSOLVENCY DEFINED. Insolvency has been defined differently in the 
Bankruptcy Act and by courts of equity. A debtor may be said to be insolvent 
either in the bankruptcy or in the equity sense, depending upon which of these 
two definitions is used. Section I of the Bankruptcy Act gives the following 
definition: 


A person shall be deemed insolvent within the provision of this Act whenever the 
aggregate of his property, exclusive of any property which he may have conveyed, 
transferred, concealed, removed, or permitted to be concealed or removed, with in- 
tent to defraud, hinder, or delay his creditors, shall not at a fair valuation be suffi- 
cient in amount to pay his debts. 


Equity courts, on the other hand, have defined insolvency as inability to meet 
debts as they mature. Therefore, a corporation whose assets largely exceed its 
liabilities may nevertheless be found insolvent in an equity sense because it can- 
not meet currently maturing debts. The reorganization provisions of the Bank- 
ruptcy Act may be used by corporations that are insolvent in either sense. 


HISTORY OF REORGANIZATION PROCEDURE. The Constitution 
of the United States provides that “Congress shall have power to establish .. . 
uniform laws on the subject of bankruptcies throughout the United States.” 

This clause is the basis for Federal regulation of bankruptcy and reorganization. 
Until 1898, however, Congress had not enacted a permanent bankruptcy statute, 
so that state laws applied in each jurisdiction. With the enactment of the Bank- 
ruptcy Act of 1898, Congress asserted its Constitutional authority over bank- 
ruptcies and the state laws lapsed. 

For many years, however, the Bankruptcy Act contemplated exclusively the 
liquidation of the assets of the debtor for the benefit of creditors, rather than 
reorganization and continued operation. With statutory authority for reorganiza- 
tion lacking, embarrassed debtors resorted to equity proceedings, and numerous 
precedents established by the Federal courts in these cases provided a standardized 
procedure for the reorganization of business enterprises through the device of a 
foreclosure sale of the property for the benefit of creditors. Because of the ab- 
sence of adequate supervision over such proceedings and the desire to reduce the 
cost and time required to effect reorganizations, Congress in 1933 and 1934 pro- 
vided for the first time corporate reorganization procedures under the Bankruptcy 
Act. Section 77 of the Bankruptcy Act was enacted for railroad reorganizations, 
and Section 77B for reorganization of other corporations. In practice, Section 
77B was found to favor debtors unduly at the expense of creditors, and in the 
drastically revised Bankruptcy Act enacted in 1938 Section 77B was replaced by 
Chapter X 
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THE BANKRUPTCY ACT OF 1938. The Bankruptey Act of 1938 
codified bankruptcy legislation passed by Congress up to that time. Chapters I 
through VII are concerned with bankruptcy proper, which contemplates a liqui- 
dation of the debtor’s assets for the benefit of creditors. Chapter VIII includes 
Section 7, which was carried over from the old law intact, applicable to railroad 
reorganizations. Chapter IX, applicable to counties, municipalities, taxing, and 
special assessment districts, was made permanent in 1946. 

The most comprehensive reorganization procedure is Chapter X, entitled Cor- 
porate Reorganizations. Chapter XI provides the simplified procedure known as 
Arrangements. Chapter XII outlines a procedure for Real Property Arrange- 
ments by Persons Other Than Corporations. Chapter XIII covers Wage Earners’ 
Plans. Chapter XIV applies to reorganizations arising out of Maritime Commis- 
sion Liens. A simplified procedure for readjustment of railroad capital struc- 
tures, Section 20b of the Interstate Commerce Act, is conducted under the inter- 
state commerce, rather than the bankruptcy, power of Congress. 


Reorganizations Under Chapter X 


Chapter X and Section 77 have strengthened the protection given creditors as 
against stockholders, and senior as against junior creditors, in corporate reorgani- 
zations. The investment status of corporate bonds has been enhanced to the 
extent that legal priorities can do so. 


STEPS IN REORGANIZATION UNDER CHAPTER X. The Bank- 
ruptey Act provides for the following steps in effecting reorganizations under 
Chapter X: 


1. Filing of the petition. 

Appointment of trustees. 

Formulation of a plan of reorganization. 

Hearing on the reorganization plan. 

. Preparation of an advisory report by the S.E.C. 

Approval of plan by the court. 

. Submission of plan to security holders. 

8. Confirmation of the plan by the court, and its consummation. 


SSS eS 


Under the final decree of confirmation by the court, the reorganization plan 
becomes binding upon dissenters. This final decree takes the place of the fore- 
closure sale that was used to consummate reorganizations in equity proceedings, 
as a result of which dissenters were either wiped out or became entitled to their 
pro-rata share of the proceeds of foreclosure, after deduction of expenses. 


Filing of the Petition. A petition to reorganize a corporation under Chapter X 
of the Bankruptcy Act may be brought by the corporation itself, by three or more 
creditors whose claims aggregate $5,000 or more, or by an indenture trustee. 
Virtually all such petitions are filed, as a practical matter, by the debtor corpora- 
tion. The petition should be filed with the court in whose territory the corpo- 
ration has had its principal place of business or its principal assets for the pre- 
ceding 6 months. In the case of a subsidiary corporation, the petition may be 
filed either in the court in whose territory it has its principal place of business or 
in a court that has already approved a petition to reorganize by or against its 
parent corporation. 
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Contents of Petition. Each petition filed under Chapter X must state, as re- 
quired by Section 130: 


(1) that the corporation is insolvent or unable to pay its debts as they mature; 

(2) the applicable jurisdictional facts requisite under this chapter; 

(8) the nature of the business of the corporation ; 

(4) the assets, liabilities, capital stock, and financial condition of the corporation ; 

(5) the nature of all pending proceedings affecting the property of the corpora- 
tion known to the petitioner or petitioners and the courts in which they are 
pending; 

(6) the status of any plan of reorganization, readjustment, or liquidation affect- 
ing the property of the corporation, pending either in connection with or with- 
out any judicial proceeding ; 

(7) the specific facts showing the need for relief under this chapter and why ade- 
quate relief cannot be obtained under chapter XI of this Act; and 

(8) the desire of the petitioner or petitioners that a plan be effected. 


Every petition under Chapter X must specify why adequate relief cannot be 
obtained under the shorter and simpler Chapter XI procedure. Chapter XI is 
not applicable to secured debts, and has been held inapplicable to corpora- 
tions requiring a thorough financial reorganization or whose securities are held 
publicly. A statement of the pertinent facts would automatically meet this 
statutory requirement. 

An involuntary petition to reorganize under Chapter X, brought by creditors 
or an indenture trustee, must add the following, as required by Section 131: 


(1) that the corporation was adjudged a bankrupt in a pending proceeding in 
bankruptcy; or 

(2) that a receiver or trustee has been appointed for or has taken charge of all or 
the greater portion of the property of the corporation in a pending equity pro- 
ceeding; or 

(3) that an indenture trustee or a mortgagee under a mortgage is, by reason of 
a default, in possession of all or the greater portion of the property of the 
corporation; or 

(4) that a proceeding to foreclose a mortgage or to enforce a lien against all or the 
greater portion of the property of the corporation is pending; or 

(5) that the corporation has committed an act of bankruptcy within four months 
prior to the filing of the petition. 


Appraisal of Petition. The judge will enter an order approving a petition by 
a debtor to reorganize under Chapter X if satisfied that it complies with the re- 
quirements of Chapter X and has been filed in good faith. If not so satisfied, he 
is required to dismiss the petition. In the case of an involuntary petition brought 
by creditors or an indenture trustee, the debtor must file an answer controverting 
the facts alleged before 10 days, or a longer period if allowed by the court. If a 
satisfactory answer is not filed, the judge will enter an order approving the peti- 
pe if it complies with the requirements of Chapter X and has been filed in good 
aith. 


The statute specifies in Section 146 that a petition shall be deemed not to be 
filed in good faith if: 


(1) the petitioning creditors have acquired their claims for the purpose of filing 
the petition; or 

(2) adequate relief would be obtainable by a debtor’s petition under the provi- 
sions of Chapter XI of this Act; or 

(3) it is unreasonable to expect that a plan of reorganization can be effected; or 

(4) a prior proceeding is pending in any court and it appears that the interests of 
creditors and stockholders would be best subserved in such prior proceeding. 
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An order of the court approving a petition to reorganize will automatically 
stay mortgage foreclosure, equity receivership or bankruptcy proceedings, 
and any other action to enforce a lien against a debtor’s property, unless the court 
should order otherwise. 


Appointment of Trustees. The judge will appoint one or more trustees to 
conduct the business of the debtor, pending reorganization, if liabilities aggregate 
$250,000 or more. If the liabilities are less than $250,000, the judge retains discre- 
tion whether to appoint a trustee or continue the corporation in possession. Trus- 
tees and their attorneys must be “disinterested,” which under the provisions of 
Section 158 bars any person if: 


(1) he is a creditor or stockholder of the debtor; or 

(2) he is or was an underwriter of any of the outstanding securities of the debtor 
or within five years prior to the date of the filing of the petition was the 
underwriter of any securities of the debtor; or 

(3) he is, or was within two years prior to the date of the filing of the petition, a 
director, officer, or employee of the debtor or any such underwriter, or an at- 
torney for the debtor or such underwriter; or 

(4) it appears that he has, by reason of any other direct or indirect relationship to, 
connection with, or interest in the debtor or such underwriter, or for any reason 
an interest materially adverse to the interests of any class of creditors or 
stockholders. 


To facilitate management of the business pending reorganization, the judge 
may appoint a director, officer, or employee of the debtor as an additional trustee. 
Furthermore, a trustee may employ an attorney who is not disinterested to repre- 
sent him for any specified purpose other than the reorganization proceeding, with 
the approval of the judge. 


Trustee’s Investigation. If the judge so directs, the trustee is required by 
Section 167 to: 


(1) investigate the acts, conduct, property, liabilities, and financial condition of 
the debtor, the operation of its business and the desirability of the continu- 
ance thereof, and any other matter relevant to the proceeding or to the formu- 
lation of a plan, and report thereon to the judge; 

(2) examine the directors and officers of the debtor and any other witnesses con- 
cerning the foregoing matters or any of them; 

(3) report to the judge any facts ascertained by him pertaining to fraud, mis- 
conduct, mismanagement and irregularities, and to any causes of action avail- 
able to the estate. 


The purpose of this provision is to assure that claims against the management 
of the debtor corporation arising out of past acts shall be prosecuted if the judge 
believes a basis for such action exists. The decision whether or not such an investi- 
gation shall be prosecuted rests with the court. 


Trustee’s Statement and Notice to Creditors and Stockholders. The trus- 
tee is required to submit a brief statement to the court at an early date summariz- 
ing his investigation of the property, the liabilities and financial condition of the 
debtor, and his conclusion whether continuance of the business is desirable. He 
must also give notice to creditors and stockholders that’ they may submit pro- 
posals for a reorganization plan to him within a specified time. This gives the key 
role in formulating a plan to the trustee, rather than to the old corporate man- 
agement as was usually the case in the past. 
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FORMULATION AND APPROVAL OF A PLAN OF REORGANI- 
ZATION. The judge is required to fix a time within which the trustee shall pre- 
pare and file a plan of reorganization, or a report stating his reasons why a plan 
cannot be carried out. For corporations with liabilities of less than $250,000, if 
the debtor is continued in possession, a disinterested person may be appointed as 
“examiner” by the judge to prepare and file a plan and perform other duties of 
a trustee. 


Statutory Requirements. A plan of reorganization under Chapter X must 
conform to the following statutory requirements outlined in Section 216: 


(1) shall include in respect to creditors generally or some class of them, secured 
or unsecured, and may include in respect to stockholders generally or some 
class of them, provisions altering or modifying their rights, either through the 
issuance of new securities of any character or otherwise ; 

(2) may deal with all or any part of the property of the debtor; 

(3) shall provide for the payment of all costs and expenses of administration and 
other allowances which may be approved or made by the judge; 

(4) may provide for the rejection of any executory contract except contracts in 
the public authority ; 

(5) shall specify what claims, if any, are to be paid in cash in full; 

(6) shall specify the creditors or stockholders or any class of them not to be af- 
fected by the plan and the provisions, if any, with respect to them. 


A plan may provide, to assure its execution, for the sale of corporate property; 
a merger of the debtor with one or more other corporations; the sale of prop- 
erty subject to or free of lien, or the issuance for cash of new securities, property, 
or other securities. 

If a lease or other executory contract is rejected during reorganization, or in the 
reorganization plan, any person injured thereby may file a claim as a creditor. 
The law limits the claim of a landlord, if an unexpired lease of real estate is re- 
jected, to 3 years’ rent following the date of surrender of the premises, plus un- 
paid accrued rent. 


Hearing on the Reorganization Plan. The judge is required to hold a hear- 
ing on the reorganization plan following the expiration of the time allowed the 
trustee to file his plan. At this hearing, objections to the plan, amendments 
thereto, or other plans may be presented by the debtor corporation or by any 
creditor or stockholder. 

Following this hearing, the judge must submit the plan or plans presented to 
the Securities and Exchange Commission if the indebtedness exceeds $3,000,000 
and may do so at his discretion if the indebtedness is less than this sum. 


Advisory Report by the S.E.C. The Securities and Exchange Commission is 
authorized under Chapter X to appear as a party to a reorganization proceeding, 
either upon its own motion if approved by the judge or if requested by him. It 
is customary for the Commission to become a party if substantial amounts of 
securities of the debtor corporation are held by the public. 

The judge may fix a date by which the Commission’s report shall be filed. 
Until this report is filed, the S.E.C. notifies the judge that it will not file a report, 
or the date fixed has expired, whichever first occurs, the judge may not enter an 
order approving the plan. 

The S.E.C. report discusses whether the plan or plans submitted are (1) 
feasible and (2) fair and equitable. A plan is feasible if it will place the corpc- 
ration in a position where it is unlikely to suffer renewed financial embarrassment. 
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A plan is fair and equitable if it treats each class of securities or creditors in 
accordance with its legal priority. 


Approval of Plan by the Court. The judge, in entering an order approving 
one or more plans of reorganization submitted by the trustee or others, must 
find that it (1) complies with the requirements of the law covering the reor- 
ganization plan, as contained in Section 216 of Chapter X of the Bankruptcy 
Act; (2) is fair and equitable; (3) is feasible. The requirements of Section 216 
are outlined above under Formulation of a Plan of Reorganization. 


Submission of Plan to Security Holders. The judge, in approving the 
plan, is required to set a time within which the creditors and stockholders af- 
fected may accept the plan. For this purpose, the judge must fix the division 
of creditors and stockholders into classes according to the nature of their claims 
and stock. It is important to each class of securities to know whether it is 
placed in a separate class, for this may determine whether the requisite approval 
will be forthcoming. Security holders are not considered affected by a plan if 
they are either undisturbed or wiped out entirely. 

The trustee is required to transmit to creditors and stockholders affected by 
a plan, to aid them in voting, the following: 

(1) the plan or plans approved, together with a summary thereof; 

(2) the opinion of the judge, if any, approving the plan, or plans, or a summary 
thereof approved; 

(3) the report, if any, filed in the proceeding by the Securities and Exchange 
Commission, or a summary thereof prepared by the Securities and Exchange 
Commission; and 

(4) such other matters as the judge may deem necessary or desirable for the in- 
formation of creditors and stockholders. 


It is forbidden, without the court’s consent, to solicit acceptance of a plan, 
conditional or unconditional, until the court has entered an order approving the 
plan and its transmittal to creditors and stockholders. 


Acceptance by Creditors. A plan is considered accepted by any class of 
creditors if acceptances in writing are filed in the court on behalf of creditors 
holding two-thirds in amount of the claims filed and allowed of that class. If 
the debtor has not been found insolvent, acceptances must also be filed by or on 
behalf of holders of the majority of stock, of which proofs have been filed and 
allowed. To prevent persons with conflicting interests from pushing through or 
preventing the adoption of a plan, the statute provides: 


If the acceptance or failure to accept a plan by the holder of any claim or stock 
is not in good faith, in the light of or irrespective of the time of acquisition thereof, 
the judge may, after hearing upon notice, direct that such claim or stock be dis- 
qualified for the purpose of determining the requisite majority for the acceptance of 
a plan. 

Confirmation of the Plan by the Court. Following acceptance of the plan 
by creditors and stockholders affected, the judge must call a hearing, notice of 
which must be given the debtor corporation, creditors, stockholders, indenture 
trustees, the Secretary of the Treasury, the Securities and Exchange Commis- 
sion, and any other persons designated by the judge, to consider confirmation of 
the plan. The judge is to confirm the plan if he is satisfied that the following 
requirements of Section 221 have been met: 

(1) the statutory standards applicable to a plan of reorganization, and satisfaction 
of claims of the United States Treasury against the debtor have been com- 
plied with; 
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(2) the plan is fair and equitable, and feasible; 
(3) the proposal of the plan and its acceptance are in good faith and have not 
been made or procured by means or promises forbidden by this Act; 

(4) all payments made or promised by the debtor or by a corporation issuing se- 
curities or acquiring property under the plan or by any other person, for serv- 
ices and for costs and expenses in, or in connection with, the proceeding or in 
connection with the plan and incident to the reorganization) have been fully 
disclosed to the judge and are reasonable or, if to be fixed after confirmation 
of the plan, will be subject to the approval of, the judge; and 

the identity, qualifications, and affiliations of the persons who are to be an 
rectors or officers, or voting trustees, if any, upon the consummation of the 
plan, have been fully disclosed, and that the appointment of such persons to 
such offices, or their continuance therein, is equitable, compatible with the 
interests of the creditors and stockholders and consistent with public policy. 


(5 


YY 


Effect of Confirmation. Once confirmed, a plan becomes binding upon the 
debtor, upon every other corporation issuing securities or acquiring property 
under the plan, and upon all creditors and stockholders whether or not they are 
affected by the plan, have accepted it, or have filed proofs of their claims or 
interests. 


Final Decree. Upon consummation of the plan, Section 228 provides that the 
judge shall enter a final decree: 


(1) discharging the debtor from all its debts and liabilities and terminating all 
rights and interests of stockholders of the debtor, except as provided in the 
plan or in the order confirming the plan or in the order directing or authoriz- 
ing the transfer or retention of property; 

(2) discharging the trustee, if any; 

(3) making such provisions by way of injunction or otherwise as may be equitable; 
and 

(4) closing the estate. 


The judge may also specify that, not sooner than 5 years after the final decree, 
holders of securities who have not presented or surrendered them shall not par- 
ticipate in distributions under the plan. Securities or cash remaining unclaimed 
at the expiration of such time becomes the property of the debtor, or of the 
new corporation if one is set up to acquire the assets of the debtor under the plan. 


COMPENSATION AND ALLOWANCES. The judge must pass on costs 
and expenses incurred by creditors, trustees and their attorneys, attorneys for 
petitioning creditors, a referee, or a special master in Chapter X proceedings. The 
judge may also allow reasonable compensation for services rendered by indenture 
trustees, depositaries, reorganization managers, committees or representatives of 
creditors or stockholders, or attorneys or agents of the foregoing. A separate 
hearing is held to consider applications for these allowances. Each person claim- 
ing compensation for services rendered or reimbursement for costs and expenses 
incurred in a Chapter X proceeding must file with the court a statement under 
oath showing acquisition or transfers of claims or stock interests after the com- 
mencement of the proceeding. No compensation or reimbursement will be al- 
lowed to any committee or attorney, or other person acting in the proceedings in 
a representative or fiduciary capacity, who at any time after undertaking to act 
in this capacity has purchased or sold such claims or stock without the prior con- 
sent or subsequent approval of the judge. 


REPRESENTATION OF SECURITY HOLDERS. Chapter X regu- 
lates persons or committees representing more than twelve creditors or stock- 
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holders in a reorganization proceeding, as well as indenture trustees. Under Sec- 
tion 111, each such person, committee, or trustee must file a statement with the 
court under oath containing: 


(1) a copy of the instrument, if any, whereby such person, committee, or in- 
denture trustee is empowered to act on behalf of creditors or stockholders; 

(2) a recital of the pertinent facts and cireumstances in connection with the em- 
ployment of such person or indenture trustee, and, in the case of a committee, 
the name or names of the person or persons at whose instance, directly or indi- 
rectly, such employment was arranged or the committee was organized or 
formed or agreed to act; 

(3) with reference to the time of the employment of such person, or the organiza- 
tion or formation of such committee, or the appearance in the proceeding of 
any indenture trustee, a showing of the amounts of claims or stock owned by 
such person, the members of such committee or such indenture trustee, the 
times when acquired, the amounts paid therefor, and any sales or other dispo- 
sition thereof; and 

(4) a showing of the claims or stock represented by such person or committee and 
the respective amounts thereof, with an averment that each holder of such 
claims or stock acquired them at least one year before the filing of the peti- 
tion or with a showing of the times of acquisition thereof. 


The judge may disregard any provision of a depositary agreement, proxy, 
power of attorney, or indenture that he finds to be unfair or not consistent with 
public policy. A claim or stock acquired by members of a protective commit- 
tee, indenture trustee, an agent, or an attorney representing creditors or stock- 
holders may be limited, in its treatment in reorganization, to the actual con- 
sideration paid. 

A fuller discussion of protective committee operation is given below. 


Railroad Reorganization 


SPECIAL FACTORS. Section 77 of the Bankruptcy Act differs from Chap- 
ter X in one fundamental respect—the Interstate Commerce Commission is 
given the key role in the procedure, rather than the mere advisory part as- 
signed to the Securities and Exchange Commission in Chapter X cases. Plans of 
reorganization are filed in the first instance with the Commission, which issues 
an examiner’s report on a plan of reorganization and subsequently its own final 
plan. Until a plan has been issued by the Commission, either one filed with it or 
one of its own, the court cannot proceed. Furthermore, the Interstate Com- 
merce Commission ballots security holders following approval of its plan by the 
court. The role of the court in railroad reorganization was severely curtailed by 
the United States Supreme Court in the Chicago, Milwaukee, St. Paul & Pacific, 
and Western Pacific cases, decided in 1943. In those cases, the highest court ruled 
that findings as to valuation and other facts by the Commission shall be final, and 
not subject to review by the courts, whose jurisdiction is limited to seeing that 
the procedure followed has conformed to the requirements of the law. 


Judge May Confirm Plan Without Acceptance. One provision of Section 
77 states that the judge may confirm a plan of reorganization that has not been 
accepted by two-thirds in amount of each class of creditors or stockholders af- 
fected, if he finds “that it makes adequate provision for fair and equitable treat- 
ment of the claims or interests of those rejecting it, that the rejection is not rea- 
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sonably justified, that the plan otherwise conforms to all of the applicable re- 
quirements of the section.” 


Holders of Equipment Trust Issues Exempt from Stay Against Creditors. 
Section 77 exempts holders of railroad equipment issues from the general stay 
against creditors enforcing their claims. The theory is that such obligations will 
become impaired in value if the holders are not permitted to act promptly to 
protect their interests in the event of reorganization. 


RAILROAD READJUSTMENTS. A greatly simplified procedure for the 
readjustment of railroad capital structures was provided by the Mahaffie Act 
of 1948 under Section 20b of the Interstate Commerce Act. Amended in 1957, the 
law specifies that the provisions of any class of railroad securities may be altered 
or modified with the approval of the Interstate Commerce Commission, without 
further submission to a court. This avoids the need for a drastic recasting of 
capital structure to modify the terms of a maturing bond issue or to effect other 
changes, since the rigid “fair and equitable” test of the Bankruptcy Act is not 
applicable (see below). Section 20b does not apply to equipment trust certifi- 
cates or to any evidences of debt of a carrier secured solely by equipment. 

The authority of the Commission under this law is “exclusive and plenary.” 
Approval by the I.C.C. relieves the railroads “from the operations of all re- 
straints, limitations, and prohibitions of law, Federal, state, or municipal, insofar 
as they may be necessary to enable them to make and carry into effect’ the ap- 
proved changes. A plan of modification under Section 20b is submitted to the 
Commission by the railroad corporation with evidence of approval by a sub- 
stantial number of holders of the issues affected. After approval by the Commis- 
sion and of at least 75% of each class of securities affected, the modification then 
becomes compulsory for all holders of such securities. 


The Reorganization Plan 


LEGAL LIMITATIONS. The statutes and court decisions interpreting 
them have circumscribed in essential respects the nature of corporate reorganiza- 
tion plans. 


Plan Must Be “Fair and Equitable.” The statutes require that a plan of 
reorganization must be “fair and equitable.”’ The United States Supreme Court 
has interpreted this term to give it a very concrete significance. A plan will not 
be considered fair and equitable unless it is consistent with standards laid down 
by the United States Supreme Court in a long line of cases, of which the best 
known is Northern Pacific Railway Co. v. Boyd [228 US. 482 (1913)]. The 
Boyd case principle was confirmed anew for statutory reorganization in Case vy. 
Los Angeles Lumber Products Co. [308 U.S. 106 (1939)]. In this latter case, 
the leading decision governing present-day corporate reorganization, the Su- 
preme Court required that senior creditors or stockholders shall be covered in 
full with new securities issued in reorganization before junior issues may partici- 
pate in the plan. Even if senior and junior security holders have agreed to a 
compromise plan, the court is required to ignore this and to make an independent 
finding that priorities have been recognized. This ruling is known as the doctrine 
of absolute priority, which rejects the theory that a plan of reorganization is 
designed “for the relief of debtors” and requires that priority of claim be recog- 
nized literally. 
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To make a plan of reorganization feasible, the same class of securities of the 
reorganized company may have to be issued to two or more classes of claims of 
the corporation undergoing reorganization. In that event, senior securities may 
be given a larger amount of the new securities per dollar of claim, as “equitable 
compensation” for the loss of their prior position. 


VALUATION OF PROPERTY. The doctrine of absolute priority makes 
it necessary to secure a valuation of the property of the corporation undergoing 
reorganization, to determine which securities are to be recognized and which 
must be wiped out because of a lack of equity. In the eyes of the law, such se- 
curities are not wiped out by the reorganization plan; rather the court is held 
merely to recognize a loss in value that has already taken place. 


Prospective Earning Power. The United States Supreme Court in Consoli- 
dated Rock Products Co. v. Du Bois (312 U.S. 510), as well as in railroad cases, 
has held that a valuation of property for reorganization purposes shall be based 
upon prospective earning power, rather than the original cost of assets. Simi- 
larly, in determining the treatment of individual security issues, the earning 
power of the property upon which they have a lien will determine relative treat- 
ment. The court in the Consolidated Rock Products Co. case said that “the 
eriterion of earning power is the essential one if the enterprise is to be freed from 
the heavy hand of past errors, miscalculations or disaster and if the allocation of 
securities among the various claimants is to be fair and equitable.” 


PREPARATION FOR REORGANIZATION. During operation of the 
property of the debtor by the trustee, important preparations can be made for 
reorganization. Since interest does not have to be paid, earnings can be devoted 
to making up deferred maintenance and effecting necessary property improve- 
ments. Burdensome leases and other contracts can be rejected, accrued taxes 
paid, and activities that reduce earning power curtailed or eliminated. The trus- 
‘tee can also build up cash so that the enterprise will have a stronger working 
capital position at the time of reorganization. 

Trustees may with the court’s approval pay off prior obligations, with a view 
to simplifying the capital structure of the reorganized enterprise. On the other 
hand, trustees may borrow for needed expenditures through the issuance of 
trustee certificates, which may be exchanged for prior lien obligations at the 
time of reorganization if they are not paid off before or at that time. Trustees 
may apply to the court to make interest payments on outstanding obligations 
from time to time, if earnings and cash position justify and if they want to pre- 
vent accumulation of unpaid interest that adds to the debts of the corporation. 
Since the claim to unpaid interest normally ranks pari passu with claims to prin- 
cipal, delay in reorganization may largely increase prior obligations coming ahead 
of the stock. Accumulation of dividends on cumulative preferred stock has the 
same effect as far as the common is concerned. 


OBJECTIVES OF THE PLAN. A sound plan of reorganization will achieve 
the following five objectives: 


1. Reduce fixed charges. 

2. Eliminate burdensome debt maturities. 

3. Assure adequate working capital. 

4, Facilitate the raising of new capital in the future. 

5. Pave the way for a sound financial policy after reorganization. 
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In addition, a plan of reorganization may provide for a sounder business basis 
for the enterprise through: 


1. Dropping departments or activities that reduce earning power. ; 

2. Adding departments or activities, through merger or otherwise, that increase 
earning power. 

3. Providing competent management. 


Reduction of Fixed Charges. No reorganization plan is “feasible,” and will 


be approved by regulatory commissions and courts as such, unless fixed charges 
are reduced to a level that can be earned with a margin even in less favorable 
years. If earnings of a corporation are sensitive to the business cycle, fixed charges 
should be limited to an amount that can be covered in all but the very worst 
depression years. There are several ways by which fixed charges can be reduced 
in reorganization plans. These are: 


1. A lowering of the rate of interest on outstanding bonds, particularly if it is 
higher than the prevailing level. 

2. Substitution of income bonds in part or whole for fixed interest obligations. 

3. Fixed interest bonds may be exchanged in part for preferred or common stock. 
In more drastic reorganizations, if severe loss of earning power makes even the 
payment of contingent interest questionable, this is preferable. 

4, Part or all of the funded debt may be retired, during trusteeship or at the time 
of reorganization, by the use of cash derived from the sale of unnecessary 
assets or from earnings. 

5. Through sinking fund provisions; through arrangements for liquidation of as- 
sets after reorganization, the proceeds to be applied to additional debt reduc- 
tion; by making bonds convertible and by issuing stock purchase warrants, 
funds from the exercise of which must be applied to debt retirement. 


If the earning power of a business tends to disappear entirely in depressions, 
serious consideration should be given to the substitution of contingent interest 
bonds or stock for all outstanding fixed interest debt. 


Elimination of Burdensome Maturities. A reorganization cannot be suc- 
cessful, and therefore the plan will not be considered feasible by regulatory 
agencies or the courts, if the debtor is left with burdensome debts that will 
mature within a few years after the reorganization. Hence, the plan should 
leave no substantial debt maturities during a period of 5 or 10 years, and pref- 
erably longer, after the plan becomes effective. Burdensome debt maturities 
may be eliminated by: 


1. Extension of the maturity of obligations. 

2. Provision of adequate sinking funds. 

3. Provision of sufficient cash under the terms of the reorganization plan to meet 
maturities over a period of years. 

4. Underwriting arrangements with bankers to assure funds for early maturities 
from the sale of new issues. 

5. Negotiation of sale of assets pledged to secure debts coming due within the 
near future, perhaps with the purchaser assuming the obligations. 


6. Granting of conversion privileges to bonds coming due within a limited period 
of years. 


Provision of Adequate Working Capital. A plan of reorganization must 
seek to assure that the company will not encounter financial embarrassment 
again following its emergence from the jurisdiction of the courts. This objec- 
tive requires that working capital not only shall be adequate for immediate 
needs, but shall provide a margin for contingencies, visible and possible. Unless 
adequate working capital is provided, a plan of reorganization is not “feasible” 
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as that term has been defined by the Securities and Exchange Commission and 
the courts. 

In many instances, additional cash must be raised as part of the plan of re- 
organization. Among the methods commonly used to raise cash are: 


I: 


Ce 


Assessment of stockholders, who either receive new securities for the assess- 
ment or merely retain their old equity. Assessments have become unusual, al- 
though they were quite common in equity reorganizations. 

Sale of new bonds, preferred stock, or common stock to underwriters, to se- 
curity holders of the company, or to other buyers. 

Issuance of stock-purchase warrants to security holders or others, exercisable 
within a short period. 

A term loan may be secured from a bank or an insurance company. 

A corporation may dispose of unnecessary assets, including securities of sub- 
sidiaries no longer needed by the business. 

Sometimes reorganization is postponed for a period so that cash can be ac- 
cumulated out of earnings during the trusteeship. 


Facilitating Future Financing. A sound reorganization should provide not 
only adequate working capital immediately but also reasonable assurance that 
new capital can be raised for expansion and other needs in the future. This 
can be done by: 


dl: 


2. 


3. 


sad: 


Authorizing a prior lien mortgage, under which bonds would be sold in the 
future to provide new capital as needed. 

Having valuable assets on hand free of lien, that can be pledged for loans if 
necessary. 

Establishing a capital fund out of earnings before interest need be paid upon 
income bonds. 

Authorizing a prior preferred stock issue to raise new capital. 

Providing adequate sinking funds on outstanding bond issues, so that they 
can be retired over a period of years to strengthen the company’s credit and 
thus facilitate new financing on attractive terms. 

Limiting the common stock issue, so that these shares can achieve an invest- 
ment status in time and become a suitable vehicle for new financing. 
Simplification of the reorganized corporation’s capital structure through the 
elimination of divisional, collateral trust, and other obligations, and through 
absorption of publicly held securities of subsidiaries. 


Assuring Sound Financial Policy. The plan of reorganization can include 
safeguards to help prevent a recurrence of financial strain in the future. These 
may take the form of: 


1. 
2. 
3. 


4, 
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Sinking funds on outstanding bonds and other debts. 

Dividend limitations for the initial period following reorganization. 

Low call prices on bonds and preferred stock issued, to facilitate future re- 
funding at lower interest and dividend rates. 

Election to the board of directors of representatives of creditors, who would 
favor conservative financial policies. 

Accounting adjustments, to eliminate any overstatement of asset values. 


PRESENTATION OF A REORGANIZATION PLAN. The more com- 
plex the capitalization of a corporation undergoing reorganization, the more diffi- 
cult it is to present the salient facts about the plan in understandable form to the 
security holders affected. This is often done in tabular form, to make clear at a 
glance the status of the enterprise before and after reorganization, and the treat- 
ment to be accorded each security issue. Two tables are customarily included in 
presenting a more complex reorganization plan. One shows the effect of the plan 
upon total capitalization and annual charges, and the other the treatment of each 
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security issue. In industrial reorganizations, if only a few classes of securities and 
creditors are involved, shorter tables or a mere description of the treatment of 
each class of security may suffice for a clear presentation of the plan to security 
holders and others interested. 


Hypothetical Plan in Table Form. The effect of a simplified, hypothetical 
Chapter X reorganization on the debt and fixed charges of an industrial corpo- 
ration is illustrated in the following tabulation: 


Before Reorganization After Reorganization 

Annual 

Annual Interest 

Interest Charges 

Debt Charges Debt (contingent) 

lst mortgage 

5% bonds $5,000,000 $250,000 4% income bonds $5,000,000 $200,000 
Secured bank 

loans (5%) 3,000,000 150,000 4% income bonds 3,000,000 120,000 


Receive, pro rata, 
$2,000,000 of 


6% debentures 4,500,000 270,000 4% noncumula- 
tive preferred 
Trade creditors 3,500,000 — stock and 


$6,000,000 of 
common stock 


$16,000,000 $670,000 $8,000,000 $320,000 


In the above example it is assumed that the secured creditors receive 4% in- 
come bonds in exchange for their claims and the unsecured creditors all of the 
preferred and common stock of the reorganized corporation. The equity of the old 
stockholders is wiped out, since creditor claims exceed the valuation of assets on 
the date of reorganization. 


Protective Committees in Reorganizations 


FORMATION OF COMMITTEES. When a corporation encounters finan- 
cial difficulties and a reorganization of its financial structure is imminent, com- 
mittees may be appointed to look after the interests of the various classes of 
bondholders, other creditors, and stockholders. It is generally advisable to have a 
committee for each class of security holders having a distinct interest in the 
company to protect. For a single committee to represent two or more classes may 
lead to charges that the committee is favoring one class as against another. 

A protective committee is a more or less self-appointed body. Stockholders’ 
committees may be organized at the instance of the management of the corpora- 
tion. But unless members of the committee are well known or are connected with 
substantial enterprises or institutions, or are large security holders themselves, 
other security holders may be skeptical about permitting them to represent their 
interests. The committee may be composed mainly of representatives of the 
bankers, large holders, and others who will lend it prestige and standing. 

Each committee elects one of its members as chairman, appoints counsel to 
advise it on the legal problems that are likely to arise, and appoints a secretary 
who will attend to administrative details. 


AUTHORIZATION. In earlier reorganization proceedings, security holders 
signified their desire to have the protective committee represent them by deposit- 
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ing their securities with a trust company in exchange for certificates of deposit. 
Under the Securities Act of 1933, the certificates of deposit might, however, be 
subject to registration with the 8.E.C. To avoid this complication, as well as the 
prospect that certificates of deposit could be less marketable or sell at a lower 
price, a much less cumbersome procedure was evolved that does not require the 
actual deposit of securities. This takes the form of a simple authorization to the 
protective committee to represent the security holder in the reorganization pro- 
ceedings. The authorization, which may be revoked at any time, does not prevent 
the owner from disposing of his securities at will. This simpler procedure is now 
ordinarily used in Chapter X reorganizations. A typical form used for such an 
authorization is shown below (Fig. 1). 


PROTECTIVE COMMITTEE FOR FIRST AND REFUNDING 
5% BONDS OF HUDSON & MANHATTAN 
RAILROAD COMPANY 


299 Madison Avenue 
New York 17, N. Y. 


AUTHORIZATION 


The undersigned, being the owner of $ principal amount of First and 
Refunding 5% Bonds of Hudson & Manhattan Railroad Company, hereby au- 
thorizes George J. Wise, Ralph H. Haas and Lloyd E. Dewey, and their suc- 
cessors and additions, a Committee: 


To represent the undersigned in connection with the reorganization proceed- 
ings of Hudson & Manhattan Railroad Company under the United States Bank- 
ruptcy Act, and to appear before any court, commission or other body in con- 
nection with the affairs of said corporation or its subsidiaries, and to negotiate 
and take such action as the Committee may deem necessary or proper for the 
protection of the interests of the holders of said First and Refunding 5% Bonds. 


This authorization (a) does not affect the right of the undersigned to dispose 
of the bonds at any time; (b) does not authorize the Committee to accept or 
reject, on behalf of the undersigned, any plan of reorganization; (c) does not im- 
pose any lien or charge on the bonds or any financial obligation on the under- 
signed for the expenses or compensation of the Committee; application for same 
will be made to the Court at the conclusion of the reorganization proceedings. 


This authorization may be revoked by the undersigned at any time without 
cost or expense. 


Wirness the signature of the undersigned this day of , 1956. 

SIGNATURE Hyori achGlijace Baia Hale SEs GAOtrat -Piedeins 
Please typewrite or print the following: 

INENIN®- Git JSIGIG LTD cid AMES ten ree oto Slo. crates Oe ceed cpora acre haem es Pigio Grete oe ereac 
StreetpasAddness Wilh 10. Wine ab. ee eo eatinee Dr doahode heads abs aoe 
Git aT eae arisen LSE es dak MN) AAU, Lo EBay sh skch Rd, G08 « Wesdieyh ocelds 
Prmciparamount OF DOUdSGWned Peers alas ele g sees c ts os ss aoe ge 
If bonds were acquired after August 10, 1953, please state date when acquired 


0. bi hetde he, e) pile’ #' lolle. fe NeiVee Mel ifuc0l ei e,.0l(e) wine .0,)0 @ 5¢ue, 0he' (0) 16) 0! © fee, ena) © (0, 10 Br8 6 0) 9, 8) 


Fig. 1. Authorization form used in a Chapter X reorganization. 
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If a committee solicits authorizations for a security listed on a national ex- 
change, it must comply with the proxy regulations of the S.E.C. 


DEPOSIT AGREEMENT. One of the first duties of a protective commit- 
tee’s counsel may be to draft the agreement under which holders will be asked to 
deposit their securities or claims with the committee. In return depositing bond- 
holders or stockholders receive from the depositary its certificates of deposit 
issued to represent the deposited securities. These may be admitted to dealings 
on the stock exchange in place of the securities they displace. ; 

The purpose of the agreement is often to place the committee practically in the 
position of the owners of the securities deposited, with power to pursue all the 
remedies open to them. In addition to the general grant of power to take nec- 
essary steps to protect the interests of the depositors, the agreement usually con- 
tains a long enumeration of specific powers as well as disclaimers of liability. 
Although making the document bulky, the enumeration of specific powers is con- 
sidered necessary because of the attitude of the courts in construing provisions 
strictly against the committee and in favor of the depositors. 

The agreement commonly provides that the depositors may withdraw at any 
time upon payment of their proportion of the committee’s expenses. 


EXPENSES OF THE COMMITTEE. These expenses include the cost of 
publicity, etc., compensation received by the committee’s counsel, its secretary, 
the depositary, and its own members, unless these latter contribute their service 
gratis, as they not infrequently do. When the reorganization plan has been con- 
firmed, the court may allow payment of part or all of the expenses by the debtor 
corporation. Depositing security holders are assessed their pro-rata share of the 
expenses if the court does not allow the debtor to pay them, or if they withdraw 
before reorganization. 


Pledge of Deposited Securities. To defray expenses a protective committee 
may contract loans and for this purpose it may pledge deposited securities under 
the authority granted it by the deposit agreement. The committee may also use 
the deposited securities as a pledge to indemnify the bondholders’ trustee for any 
expense, loss, or liability it may incur in taking action under the indenture at the 
request of the committee, which has the authority to make such request by reason 
of its being holder of the proportion of the bonds stipulated in the indenture. 


STATUTORY CONTROL OF PROTECTIVE COMMITTEES. The 
Bankruptcy Act bars a protective committee from soliciting acceptances, condi- 
tional or unconditional, of a plan of reorganization until after entry of an order 
approving the plan and the transmittal of this order to creditors and stock- 
holders, unless the court gives specific authority for such solicitation. Section 211 
of the Bankruptcy Act, as stated above, requires a committee representing more 
than twelve creditors or stockholders to file with the court a copy of the instru- 
ment under which it functions, and other pertinent data. Section 213 further 
provides that a protective committee can be heard or allowed to intervene in a 
proceeding under Chapter X only if it shall have satisfied the court that it has 
“complied with all applicable laws regulating the activities and personnel of such 
persons.” 

Section 77 of the Bankruptcy Act provides that no committee or person may 
solicit deposit of securities of railroads during reorganization, or proxies to act 
for security owners, until such solicitation has been authorized by the Interstate 
Commerce Commission after a hearing. However, the law makes an exception 
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for persons acting in their own interest, groups of not more than 25 bona fide 
holders of securities, or mutual institutions acting together for their own inter- 
ests. The Interstate Commerce Commission requires that applicants for au- 
thority to act for other security holders, as a protective committee or otherwise, 
must file a sworn statement providing information required by the Commission’s 
rules and regulations. 


Arrangements Under Chapter XI 


DEFINITION, An arrangement is defined in the statute as a “plan of a 
debtor for the settlement, satisfaction, or extension of the time of payment of 
his unsecured debts.” It may include: 


(1) provisions for treatment of unsecured debts on a parity one with the other, or 
for the division of such debts into classes and the treatment thereof in differ- 
ent ways or upon different terms; 

(2) provisions for the rejection of any executory contract: 

(3) provisions for specific undertakings of the debtor during any period of exten- 

sion provided for by the arrangement, including provisions for payments on 

account; 

provisions for the termination, under specified conditions, of any period of 

extension provided by the arrangement; 

provisions for continuation of the debtor’s business with or without supervision 

or control by a receiver or by a committee of creditors or otherwise; 

provisions for payment of debts incurred after the filing of the petition and 
during the pendency of the arrangement, in priority over the debts affected by 
such arrangement; and 

provisions for retention of jurisdiction by the court until provisions of the 

arrangement, after its confirmation, have been performed. 
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When proceedings are brought under Chapter XI that should have been 
brought under Chapter X, Section 328, of the Bankruptcy Act authorizes the 
Securities and Exchange Commission to make application to the court to dismiss 
the proceeding unless the petition that initiated it is amended to comply with 
the protective requirements of Chapter X. The courts have held that Chapter 
XI is not available to a debtor both when there are publicly held securities and 
when the corporation has need of a thorough-going reorganization and recast- 
ing of its capital structure. It cannot be used to effect reorganization of com- 
panies with complex capital structures. 


FILING A PETITION. A petition to effect an arrangement must always 
be filed by the debtor corporation. This may be done either before or after 
adjudication in bankruptcy. A petition must state “that the debtor is insolvent 
or unable to pay his debts as they mature,” and set forth the provisions of the 
arrangement proposed or include a statement that the debtor intends to propose 
an arrangement. It must be accompanied by a statement of the executory con- 
tracts of the debtor, and a statement and schedules of his affairs, if one was not 
previously filed. 

The court may, upon application of the debtor, grant a stay of adjudication 
or of the administration of the estate in bankruptcy, following filing of the peti- 
tion to effect an arrangement. The mere act of filing does not act as such a stay 
automatically. The court may direct the debtor to file a bond with approved 
sureties indemnifying the estate against subsequent loss, pending confirmation of 
an arrangement, 
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PROCEEDINGS. The court may appoint a receiver for the property of the 
debtor corporation, and one or more appraisers to prepare an inventory of its 
property. Also, the judge may refer the proceeding to a referee. 

The statute requires the court to call a meeting of creditors within ten days 
after the petition is filed giving written notice of 15 to 30 days. The notice 
must be accompanied by a summary of liabilities and appraisal of the assets, if 
one had been made. At this meeting, the judge or referee presides, passing upon 
proofs of claims and receiving written acceptances of creditors on the proposed 
arrangement. In an arrangement, unlike a statutory reorganization, acceptances 
may be sought before the filing of a petition, as well as afterward. 

If no receiver or trustee is appointed, the management of the debtor remains 
in possession of the property. 


CONFIRMATION. If all creditors affected have accepted an arrangement 
in writing, the court may confirm it forthwith. Otherwise, an application for 
confirmation is to be filed with the court after the arrangement has been ac- 
cepted in writing by a majority in number and amount of all creditors, or if 
the creditors are divided into classes, by a majority in number and amount of 
the creditors of each class affected by the arrangement. 

Money or securities to be distributed to creditors affected by the arrange- 
ment must be deposited with the court before confirmation. 


Statutory Criteria. Before a court may confirm an arrangement, it must 
under Section 366 see that it conforms to the following five tests: 


(1) the provisions of Chapter XI have been complied with; 

(2) it is for the best interests of the creditors; 

(3) it is fair and equitable and feasible; 

(4) the debtor has not been guilty of any of the acts or failed to perform any of 
the duties which would be a bar to the discharge of a bankrupt; and 

(5) the proposal and its acceptance are in good faith and have not been made or 
procured by any means, promises, or acts forbidden in the Act. 


Effect of Confirmation. Following confirmation, an arrangement is binding 
not only upon the creditors affected, but upon-all creditors of the debtor corpo- 
ration. An amendment added in 1958 provides a procedure whereby, if the court 
has retained jurisdiction, the arrangement may be modified after confirmation. 


Bankruptcy 


BANKRUPTCY LAWS OF THE UNITED STATES. The Constitution 
of the United States, in Article I, Section 8, Clause 4, provides that: “Congress 
shall have power to establish . . . uniform laws on the subject of bankruptcies 
throughout the United States.” Under this power, Congress has enacted four 
successive bankruptcy laws: the Act of 1800, repealed in 1803; the Act of 1841, 
repealed in 1843; the Act of 1867, repealed in 1878; and the Act of 1898, amended 
principally by the Bankruptcy Act of 1938, known popularly as the Chandler 
Act. Since then there have been frequent amendments but they are of lesser 
importance. The bankruptcy laws in force at present consist of (1) the Act 
of 1898, (2) its several amendments, (3) certain General Orders adopted by 
the Supreme Court of the United States, and (4) the equity rules prescribed by 
that court for the lower Federal courts. 


PURPOSE OF BANKRUPTCY. The primary purpose of bankruptcy 
proper is to take over the assets of the insolvent debtor, reduce them to money, 
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and distribute the proceeds, after the satisfaction of secured and priority claims, 
among the general creditors in proportion to their respective claims as filed with 
and allowed by the bankruptcy court. Before the enactment of the bankruptcy 
law, except in states that had their own bankruptcy or insolvency laws, the com- 
mon law rule prevailed that “the law favors the diligent creditor.” Hence, 
creditors who first appeared on the scene with sheriffs armed with writs of at- 
tachment or executions had their claims satisfied in full, whereas subsequently 
appearing creditors found little if any of the debtor’s assets left for the payment 
of their claims. Bankruptcy laws, including the Federal, substitute equity for the 
common law, and their rule is equality, not diligence. The debtor’s estate is 
seized by the bankruptcy court and creditors share in the assets pro rata. 

A second purpose of the present bankruptcy law is to place an insolvent busi- 
ness under the control of the court for reorganization, so that liquidation may 
be avoided. In 1933 and 1934 the Act was amended to provide relief for insolvent 
debtors through reorganization. 

Another purpose of the present bankruptcy law is to relieve unfortunate but 
honest debtors of the unsatisfied portion of their debts, with certain exceptions, 
after they have surrendered all their assets, in order to afford them an oppor- 
tunity to reinstate themselves in business if they can. They are also allowed 
certain exemptions, being permitted to retain property of a certain kind and 
value that is not subject to seizure by the bankruptcy courts. The discharge of 
the bankrupt, however, is viewed by courts as a distinctly secondary purpose of 
the Bankruptcy Law and not an essential characteristic. 


FEDERAL BANKRUPTCY LAW AND STATE INSOLVENCY 
AND OTHER LAWS. States are permitted to have bankruptcy or insolvency 
laws so long as there is no Federal bankruptcy law. Prior to the enactment of 
the present Federal law, many states had insolvency laws in force, some of which 
in their essential features were similar to the subsequently enacted Federal 
statute. However, with the passage of the Federal law the state statutes became 
suspended, being now valid and continuing in operation only to the extent that 
they are not in conflict with the Federal law. No state court has power to inter- 
fere with the operation of the Bankruptcy Act and restrain a debtor from taking 
advantage of its provisions. 

However, assignments made by debtors for the benefit of creditors and re- 
ceiverships in state courts are nullified only when the debtors are adjudicated 
bankrupts in the Federal courts. In the meantime, state courts are not disturbed 
in their custody of debtors’ property without their consent. Moreover, the Fed- 
eral law takes cognizance of state laws relating to certain rights of the parties to 
the bankrupt proceedings, such as exemptions, priority of payment, dower 

_rights, mortgages, etc. The Federal bankruptcy courts also follow state courts in 
dealing with property rights regulated by state law, unless the provisions of the 
Bankruptcy Act require a different construction from the state court decisions. 


COURTS OF BANKRUPTCY. The judicial administration of the Bank- 
ruptcy Act is placed in the Federal district courts “sitting in bankruptcy.” 
When so sitting, they are courts of equity and not of law. However, they must 
administer the bankruptcy proceedings pending before them in accordance with 
the provisions of the Act and the General Orders of the U.S. Supreme Court, and 
not allow themselves the latitude of any broad and unlimited equity power. Being 
equitable in nature they can punish for contempt of court. Thus, if a bankrupt 
conceals property belonging to his estate, the court can punish him summarily for 
contempt to force obedience to its orders. This is not held to be any violation of 
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the constitutional prohibition against imprisonment for debt. In general, any 
intentional interference with the law on the part of the bankrupt or the creditors 
is punishable for contempt. In the exercise of its equitable powers, the bankruptcy 
court can also issue injunctions restraining the commission of any acts that would 
hamper the proper administration of the bankruptcy proceedings. 


Geographical Jurisdiction. A particular district court, sitting in bankruptcy, 
has the power to adjudicate the bankruptcy only of persons (including corpora- 
tions) who have had their principal place of business or their domicile within the 
confines of the court’s district for the preceding 6 months or the greater portion 
of this period. The principal place of business of a corporation is where its prin- 
cipal business is transacted, or where its assets are mainly located, and not neces- 
sarily where it is incorporated. If the debtor has neither place of business nor 
residence but has property in the United States, the court in whose district the 
property is located has jurisdiction. 

The jurisdiction of a bankruptcy court is confined to its district. If it is de- 
sired, for example, to recover property belonging to the bankrupt’s estate but 
located in another judicial district, or to examine persons in another district con- 
cerning the acts, conduct, and property of the bankrupt, ancillary proceedings 
must be instituted in the court of that district by petitioning it for the issuance 
of the proper order or subpoena. 


COMMENCEMENT OF BANKRUPTCY PROCEEDINGS. These pro- 
ceedings are begun when a petition is filed with the court praying that the 
debtor be adjudged a bankrupt. The petition may be filed by the debtor him- 
self, in which case it is known as a voluntary petition. Or it may be filed by one 
or more creditors against the debtor, in which case it is known as an involuntary 
petition. The petitions are made on the official forms prescribed by the US. 
Supreme Court. 


VOLUNTARY BANKRUPTCY. All persons, partnerships, and corpora- 
tions, capable of contracting and who owe debts, except municipal, railroad, 
insurance, or banking corporations or building and loan associations, may make 
an application to the court for voluntary bankruptcy. The term “corporation” 
as used in the Bankruptcy Act includes “limited or other partnership associa- 
tions organized under laws making the subscribed capital alone responsible for 
the debts of the association; joint stock companies, unincorporated companies, 
and associations and any business conducted by a trustee or trustees wherein the 
beneficial interest or ownership is evidenced by a certificate or other written 
instrument.” 


THE VOLUNTARY PETITION. Separate official forms are prescribed for 
the voluntary petition of an individual, a partnership, and a corporation. In each 
the petitioner, after stating that his principal place of business or his residence 
has been in the judicial district for the greater part of 6 months immediately 
preceding the filing of the petition, and that he owes debts that he is unable to 
pay in full, expresses his willingness to surrender all his property except such as 
is exempt by state law, and his desire to obtain the benefit of the Bankruptcy 
Act. 

Although the official form of voluntary petition provides for an allegation of 
insolvency (debts exceeding the assets), there is nothing in the law requiring the 
applicant to be insolvent. 


Filing of Schedules. With the filing of a voluntary petition, the debtor must 
submit schedules, on official forms, showing in detail the amount and kind of 
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property, and its location, a list of the creditors with the addresses of their 
residences if known (if unknown, that fact must be stated), the amounts due each 
of them, the consideration thereof, and the special security held by creditors, if 
any. The schedules should also set forth the exempt property that the peti- 
tioner claims by right of state law. The statements of assets and liabilities should 
set forth the major items specifically and with such detail as to be capable of 
identification. Damage suits and creditors’ claims of whatever nature, although 
apparently groundless, should also be stated at the maximum amount alleged to 
be due. Contingent liabilities should be included. Provision is also made for 
the listing of the books, papers, deeds, and writings relating to the bankrupt’s 
business and estate, as the court takes possession of these in taking over the 
petitioner’s assets. A knowing omission or misstatement in the schedules may 
not only bar the petitioner from a discharge of his debts but may make him 
able to criminal prosecution for false swearing. 


Power of Corporate Directors To Petition Bankruptcy. Corporations, 
both business and nonprofit, with the exceptions noted above, may be adjudged 
voluntary bankrupts. Whether directors of a corporation, without authority 
from the stockholders, have the power to file a petition in voluntary bankruptcy 
depends upon the laws of the state in which the corporation is organized and its 
charter provisions. According to the trend of authority, in the absence of charter 
restrictions, the directors may on their own responsibility petition for voluntary 
bankruptcy. On the other hand, an officer of a corporation has no authority 
to file such a petition unless it has been conferred upon him by the directors. It 
has been held that state statutes that prohibit the sale, assignment, or transfer of 
the property and franchise of a corporation without the consent of a certain pro- 
portion of the stockholders do not prohibit the filing of a voluntary petition by 
directors. [Bell v. Blessing (C.C.A. 9th Cir.), 35 Am. B.R. 672, 225 Fed. 750.] 


INVOLUNTARY BANKRUPTCY. Creditors may file a petition in bank- 
ruptcy against any person, partnership, or corporation owing debts of $1,000 or 
over, except the following: 

1. Wage earners. 

2. Farmers, defined as individuals whose wages do not exceed $1,500 per year. 

3. Municipal, railroad, insurance, or banking corporations, or building and loan 
associations. 


When the number of creditors totals 12 or more, the petition may be filed 
by three or more creditors having provable claims or claims aggregating $500 or 
more above any specific security they may hold. When the total number of 
creditors is less than 12, one such creditor may file the petition. 

No schedules of the bankrupt’s assets and liabilities accompany the petition as 

‘these will have to be filed by the debtor himself should he be adjudged a bank- 


rupt. 


ACTS OF BANKRUPTCY. The Bankruptcy Act is not intended to cover 
all cases of insolvency to the exclusion of judicial proceedings in state courts. 
The statute gives bankruptcy courts jurisdiction only in certain instances—those 
in which within 4 months before the filing of the bankruptcy petition one of the 
six specified “acts of bankruptcy” has been committed. These acts, however, 
apply only to involuntary bankruptcies. A voluntary petition in bankruptcy 
may be filed by anyone regardless of whether or not he has committed an act 
of bankruptcy. The filing of the voluntary petition is in itself regarded as an act 


of bankruptcy. 
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The “six” acts of bankruptcy actually consist of any one of the following four 
actions: 


a. Fraud on the part of the alleged bankrupt. 

b. Giving an unfair advantage to one creditor over another either by way of 
preferential transfer or by permitting the seizure of assets through legal pro- 
ceedings. 

c. Attempting to keep the administration of the insolvent estate out of the bank- 
ruptcy court, as in the case of receivership and the general assignment for the 
benefit of creditors. 

d. The business admits its insolvency and is willing to be liquidated. 


The six acts of bankruptcy are as follows: 


1. The debtor, within the stipulated four months, has conveyed, trans- 
ferred, concealed, removed, or permitted to be concealed or removed, any 
part of his property with intent to hinder, delay, or defraud his creditors. 

The intent to defraud creditors by disposing of property is the essence of this 
act of bankruptcy. Moreover, the intent need not always be actual but may be 
constructive, or intent attributed to the bankrupt by virtue of the circumstances. 
The statute does not prevent an insolvent person from disposing of his property 
provided there is no intent on his part to hinder, delay, or defraud the creditors. 
The insolvency of the debtor is not necessary to be shown in connection with this 
act, and it is a complete defense to a petition alleging the first act of bankruptcy 
to show that the alleged bankrupt was not insolvent at the time of the filing of 
the petition. The term “transfer” as used here and elsewhere in the statute is 
defined as the “sale and every other and different mode of disposing of or part- 
ing with property absolutely or conditionally, as payment, pledge, mortgage, gift 
or security.” 


2. The debtor has transferred, while insolvent, any portion of his prop- 
erty to one or more of his creditors with intent to prefer such creditor or 
creditors over his other creditors. 

Preference is the essence of this act. The preference must be intentional on 
the part of the debtor, but the interest of the preferred creditor is immaterial, 
as it is not necessary to show that he knew that the payment was preferential. 
In view of the definition of “transfer” in the statute the preference may consist 
in giving a mortgage or a pledge of property, for example, to a pre-existing 
creditor. However, if the mortgage is given in the ordinary course of business, 
in order to obtain a new loan, no preference is intended, and no act of bankruptcy 
is committed. 


3. The debtor has, while insolvent, suffered or permitted any creditor to 
obtain a lien upon any of his property through legal proceedings and has 
not vacated or discharged such lien within 30 days or at least 5 days before 
the date set for any sale or other disposition of such property. 

This is known as the passive act of bankruptcy, since the debtor commits no 
overt act but merely fails, while insolvent, to prevent a creditor from obtaining 
an advantage over others through legal process. The intention of the bankrupt 
is not material. If the element of intent is also present he has also extended a 
preference under the second act of bankruptcy. This third act of bankruptcy is 
mainly committed by those who permit judgments and liens to be obtained 
against them. An attachment in itself is not enough to constitute this act of 
bankruptcy unless it is followed by a judgment permitting the sale of the prop- 
erty; if a lien is procured by a creditor in legal proceedings but no steps are taken 
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to bring about a “sale or other disposition” of property, the lien later might be- 
come a preference. 


4. Debtor has made a general assignment for the benefit of creditors. 

Under this act of bankruptcy, an assignment for the benefit of creditors, even 
though without preferences, is an act of bankruptcy regardless of the debtor’s 
intent or his solvency or insolvency. Assignments may be made under state laws, 
but they permit creditors to throw debtors into bankruptcy if the petitions are 
filed in the following 4 months. 


5. While insolvent or unable to pay his debts as they mature, the debtor 
has procured, permitted, or suffered voluntarily or involuntarily the ap- 
pointment of a receiver or trustee to take charge of his property. 

Insolvency is a requisite element of this act of bankruptcy if a receiver, 
statutory or in equity, is appointed to take over the debtor’s property. It must 
be the actual cause of the appointment. To avoid bankruptcy, corporations, 
when seeking friendly or consent receivership, make it a practice to claim solvency 
in the application. In the hearing on a bankruptcy petition the records of the 
court appointing the receiver may be used to prove solvency or insolvency. 

f An agreement to wind up the affairs of a corporation when insolvent by assign- 
ing all its property to its directors as trustees in liquidation is an act of bank- 
ruptcy. 


6. Debtor has admitted in writing his inability to pay his indebtedness and 
his willingness to be adjudged a bankrupt on that ground. 

This act of bankruptcy is tantamount to voluntary bankruptcy, and natural 
persons will usually prefer the more direct method of the latter. It is used 
primarily in cases where the debtor has no objection to being adjudicated a bank- 
rupt but does not wish to undertake the proceeding himself and advance the 
necessary fees. The act was of greater importance in relation to business cor- 
porations when they did not enjoy their present unrestricted right to apply for 
voluntary bankruptcy. The power of directors to declare the corporation’s in- 
ability to pay its debts and willingness to be adjudged a bankrupt is the same as 
in applications for voluntary bankruptcy. 


ADJUDICATON OF BANKRUPT. A voluntary petition for bankruptcy 
is adjudicated immediately. No one is permitted to contest such adjudication ex- 
cept in partnership proceedings that partake of the nature of both voluntary and 
involuntary bankruptcy. If the petition is drawn up in accordance with the 
statutory requirements and makes out a prima facie case, the judge must make 
the adjudication. 

In involuntary proceedings, the defendant is served with a subpoena and a 
copy of the petition and if personal service cannot be made, notice is given by 
publication once a week for two consecutive weeks. The hearing on the petition 
is held before the judge, but, since the proceedings are in equity, there is no 
jury unless the judge decides to call one to act purely in an advisory capacity, or 
unless the debtor takes advantage of his right under the law of filing an applica- 
tion for a jury trial to decide whether or not he was insolvent at the time of the 
petition and whether or not he committed an act of bankruptcy in the 4 months 
immediately preceding the date of the petition. If no jury is demanded, the 
judge may refer the hearings to a master in chancery, who may be a referee, 
to take and hear the evidence and report the findings to the judge. 

After the judge has heard the evidence as submitted by the bankrupt and other 
parties in interest, including creditors, for or against the debtor, he either dis- 
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misses the case for want of sufficient evidence that the debtor is insolvent and 
has committed an act of bankruptcy within the stipulated time, or he adjudicates 
him a bankrupt. With this latter decision the court takes immediate charge of the 
debtor’s property and the machinery is started to wind up his estate. The case 
is referred to a referee who supervises the administration of the estate with a 
view to its liquidation and the distribution of the proceeds among the creditors. 

If the alleged bankrupt fails to respond to the subpoena he is adjudicated a 
bankrupt by default, if the evidence furnished by the petition is sufficient and 
objections on the part of other creditors, if any, are overruled. 


PROVISIONAL REMEDIES FOR SAFEGUARD OF DEBTOR'S 
PROPERTY. After a petition is filed in involuntary bankruptcy, or after the 
adjudication of the bankrupt and before the selection of a trustee to take active 
charge of the bankrupt’s estate, several remedies are available to creditors to 
prevent the depletion of the estate or to prevent any action on the part of the 
bankrupt that would tend to defeat the proceedings. These are as follows: 


1. Provisional seizure of the property by a species of attachment. Upon 
proof by affidavit that a debtor against whom an involuntary petition is pending 
has committed an act of bankruptcy and that he is neglecting his property, so 
that it is deteriorating in value, the judge may issue a warrant to a marshal to 
seize and hold the property subject to further orders. The property may, how- 
ever, be released if the debtor gives bond that he will turn it over or pay its 
value to the trustee, should he be adjudged a bankrupt. 


2. Issuance of injunction. An injunction may be issued to restrain the debtor, 
or a third party in possession of property alleged to belong to the debtor’s estate, 
from disposing of the property until proper action can be taken. 

3. Arrest, detention, and extradition of bankrupt. Upon satisfactory proof 
by the affidavits of two persons that the alleged bankrupt is about to leave the 
judicial district in order to avoid examination, the court may issue a warrant 
to a marshal directing him to bring the debtor forthwith before the court for 
examination. If, upon hearing of the evidence, the allegations are found to be 
true, the court may order the marshal to keep the debtor in custody for not 
over 10 days, but not, however, to imprison him, until he has been examined, or 
given bail to appear for examination. If the debtor happens to be in another 
district when the warrant for his apprehension is issued, he may be extradited in 
the same manner as a person under indictment. 


4. Suits by creditors. Creditors may file suits for the recovery of property 
fraudently transferred or concealed by the alleged bankrupt. They will be reim- 
bursed for the costs if he is adjudicated a bankrupt and the property is recovered. 

5. Appointment of a receiver. 


RECEIVER IN BANKRUPTCY. Prior to the adjudication of the bankrupt 
and the subsequent selection of a trustee, the bankrupt remains in undisturbed 
possession of his property. In a proper case, however, at any time between the 
filing of the bankruptcy petition and the selection of a trustee and his assumption 
of his duties, upon the petition of any creditors having provable claims or the 
debtor himself, the court may take over actual possession of the debtor’s 
estate through the appointment of a receiver or by a direction to a marshal. The 
only ground for the appointment of a receiver in bankruptcy is that it is abso- 
lutely necessary for the preservation of the estate. Title to the property, how- 
ever, remains in the bankrupt until the adjudication and selection of a trustee. 
In ordinary practice the receiver is frequently continued as trustee. 
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Function of Receiver. The receiver’s function is to preserve and not to ad- 
minister the debtor’s estate, as the latter function is subsequently performed by 
the trustee in case of adjudication. The receiver, therefore, merely takes custody 
of the property and not title to it. He may, however, sell perishable assets and 
may, when authorized by the court, continue operating the business for a limited 
period if that will tend to preserve the value of the property. He may be sued in 
state courts for acts done while conducting the business. The weight of authority 
is against his right to sue to recover property, which duty is later performed 
by the trustee. 

The exact powers of the receiver are defined in the order of the court (judge 
or referee) appointing him. Upon his assumption of office, his first duty is to 
make an inventory of the assets and when authorized by the court he may 
borrow money, issuing receiver’s certificates therefor. As the court’s jurisdiction 
over the debtor’s estate does not extend beyond the limits of its district, ancillary 
receivers must be appointed in other districts to enter upon the custody of any 
property found there. At the first meeting of the creditors after the adjudication 
of the bankrupt, the receiver submits a report and turns over the property to 
the trustee. 

In the absence of the appointment of a receiver, it is the duty of the bank- 
rupt to see that his property is preserved until the appointment of a trustee. 


REFEREE IN BANKRUPTCY. The referee is a judicial officer of the 
bankruptcy court, to whom bankruptcy cases are usually referred after adjudica- 
tion, and who sits in them practically as a judge, with certain limitations. He 
is appointed for a term of 6 years, and as his appointment may be renewed after 
the expiration of each term, his tenure in office may in that manner be prolonged 
indefinitely. 


Referee’s Powers. Referees are invested with wide jurisdiction, subject always 
to a review by the judge. They may perform such of the duties as are conferred 
on the courts by the Act, except as specifically restricted. Among their more 
important powers are to make adjudications or dismiss petitions; administer 
oaths and examine persons as witnesses and require the production of documents 
in proceedings before them; in the absence of the judge or his inability to act, 
exercise his powers for the taking possession and releasing of the property of the 
bankrupt; grant, revoke, or deny discharges; confirm, or refuse to confirm, ar- 
rangements or wage earners’ plans; or set aside the confirmations and reinstate 
the cases. 


Referee’s Duties. The referce’s first act is to see that the bankrupt files his 
schedule of assets and list of creditors and that they are drawn up properly. 
If the bankrupt has absconded, subpoenas may be issued by the referee to all 
persons who are likely to have some knowledge of the bankrupt’s business affairs, 
and schedules may be prepared from the evidence produced by these witnesses 
and from the bankrupt’s books. 

Other duties that the law specifically prescribes for the referee include the 
following: 


1. Give notices to creditors of meetings or of other actions for which they are 
entitled to previous notice. 

2. Furnish any information regarding the bankrupt estate requested by parties in 
interest. 

3. Transmit to the clerks papers needed in any proceedings in courts and secure 
the return of such papers after they have been used. 
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4. Declare dividends and cause to be prepared dividend sheets showing the divi- 
dends declared and to whom payable. 

5. Keep a record of the case and the filed documents, and at the conclusion of the 
case transmit it to the clerk of the court, where it remains open to inspection. 


Compensation of Referee. Referees are paid out of the referees’ salary fund 
that is raised by fees collected from bankruptcy cases and paid into the United 
States Treasury. 


CREDITOR MEETINGS. Not less than 10 and not more than 30 days 
after adjudication the referee calls the first meeting of the creditors. The 
referee presides at the meeting, and the first business to be transacted is the 
proving of claims of creditors and their allowance by the referee. When the 
status of the creditors is thus established, they proceed to the examination of 
the bankrupt and the election of one or three trustees to take title and enter 
upon the active administration of the bankrupt estate. 

Trustees are elected by a majority vote in number and amount of claims of 
all creditors whose claims have been allowed and who are present. Certain credi- 
tors such as relatives, directors, or stockholders of a corporation that is bankrupt, 
and the bankrupt’s spouse are not allowed to vote for a trustee. 


Creditors’ Committees. Creditors may, at their first meeting, appoint a 
committee of not less than three creditors, which committee may consult and 
advise with and make recommendations to the trustee in the performance of 
his duties. Such committee is chosen by a majority computed as in the case of 
the election of a trustee. It has no power to control the administration of the 
estate, but has the right to be heard by the court. 

Other meetings of creditors after the first may be held at any time or place 
as may be agreed upon in writing by all the creditors whose claims have been 
allowed by the referee. The referee is also compelled to call a meeting of creditors 
whenever one-fourth or more in number of those who have proved their claims 
file a written request for it. It is customary, however, for the referee to keep 
adjourning the first meeting in order to avoid calling special meetings. 


Voting at Creditors’ Meetings. Bankruptcy proceedings are conducted to a 
considerable extent by a vote of creditors. In actual practice, however, creditors 
vote only in the election of the trustee and the fixing of the amount of his bond 
as a matter of right. The referee rules on other questions though he will consult 
with creditors and ask for their vote. 

The creditors pass on all matters submitted to them by a majority vote in 
both number and the amount of the claims of all those present. However, only 
claims that have been allowed by the referee are entitled to vote. Those who have 
several assigned claims have only one vote. As bankruptey proceedings are con- 
ducted solely in the interest of the general creditors, those having secured or 
priority claims cannot vote except for the amount by which their claims exceed 
the probable value of the security or priority as determined by the referee upon 
application. They may. vote, however, if they surrender their security or priority. 
As to any other matter than participation in voting, any creditor having a prov- 
able claim, whether he has proved it or not, is entitled to be heard, as for example, 
in the examination of the bankrupt. Creditors need not be present at meetings 
in person, but may be represented by proxy or attorney. 

No given quorum is required at creditors’ meetings. 


PROVING OF CLAIMS. Proof of claim is a technical term used in bank- 
ruptcy with reference to the formal filing with the referee, by each creditor, of a 
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sworn statement setting forth his claim. The proof must set forth the consid- 
eration given for the debt and what security, if any, is held against the debt. 
Secured and priority claims must be proved on separate forms. If a claim was 
assigned before the adjudication of the bankrupt, the assignee files the proof 
of claim in his own name. If the assignment is made after adjudication but before 
the claim was proved, the claimant’s proof must be supported by the affidavit of 
the owner of the claim at the time of adjudication. When a proved claim is as- 
signed, the referee should be given notice, and he will then notify the one who 
filed the proof, giving him 10 days in which to deny the assignment to the 
claim. An agent may prove a debt for a sufficient reason, such as the illness of the 
principal. 

Many of the claims will be proved at the first meeting of creditors, in order 
that they may be allowed by the referee and entitle their owners to participate 
in the voting. However, creditors have until 6 months from the date first fixed 
for the first meeting of creditors in which to file their claims. 

It is a crime punishable by imprisonment for a period not exceeding 5 years 
to present a false proof of claim against the estate of a bankrupt. 

Whenever a claim is based upon an instrument in writing, as a note or a 
bond, it must be filed with the proof of claim until the claim ig formally allowed 
by the referee, whereupon it may be withdrawn and a copy substituted in its 
place. It is customary to attach the original and a copy to the proof of claim and 
request the referee to return the original. If an instrument draws interest, the 
interest is to be computed to the date of the filing of the bankruptcy petition. In 
case of lost or destroyed instruments, the facts concerning their loss and de- 
struction should also be set forth in the proof of the debt. 

Indorsers, guarantors, and sureties may prove, in the name of creditors, any 
claim on which they are secondarily liable and that the creditors have failed to 
prove. If they discharge such claims, they succeed to the rights of the creditors. 

The trustee for bonds issued by a corporation in bankruptcy may file a proof 
of claim for the entire issue, but in view of conflicting legal decisions, this is not 
regarded sufficient, and the individual bondholders must also file their separate 
claims, accompanied by the bond certificates. If there is a protective committee 
to represent the bondholders, its secretary sends forms of proofs of claims to 
those who have deposited their bonds with the committee and attends to the 
details of filing the proofs in their behalf. The referee may issue informal 
receipts for the bonds thus filed. 


WHAT DEBTS MAY BE PROVED. The question of whether or not a 
debt is provable, as the term is used in bankruptcy, turns upon its status at the 
time of the filing of the bankruptcy petition. Claims not owing at that time are 
not provable. But in order that the debt may be owing at the time of the bank- 
ruptcy petition it is not necessary that it should be due then nor that damages be 


liquidated. 
Debts that may be proved against the bankrupt estate are: 


1. Fixed liabilities, as evidenced by a judgment or an instrument in writing, abso- 
lutely owing at the time of the filing of the bankruptcy petition, whether then 
payable or not, with any interest thereon that would have been recoverable at 
that date or with a rebate of interest upon such as were not then payable and 
did not bear interest. 

2. Debts due as costs taxable against an involuntary bankrupt who was at the 
time of the filing of the petition against him plaintiff in a cause of action that 
would pass to the trustee and that the trustee declines to prosecute after notice. 
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3. Debts founded upon a claim for taxable costs incurred in good faith by a 
creditor before the filing of the petition in bankruptcy in an action to recover 
a provable debt. ; 

4. Debts founded on open accounts, or on contracts expressed or implied. 

5. Provable debts reduced to judgments after filing of the petition and before the 
consideration of the bankrupt’s application for a discharge, less costs incurred 
and interest accrued after the filing of the petition and up to the time of the 
entry of such judgment. 

6. Debts founded upon an award of an industrial accident commission. 

7, Amount of any damages, as evidenced by a judgment in an action for negli- 
gence instituted against bankrupt before filing of the petition. 

. Contingent debts and contingent contractual liabilities. 

_ Claims for damages respecting executory contracts, including future rents. The 
claim of a landlord for damages is limited to not more than one year’s rent 
without acceleration for the year next succeeding the date of the surrender of 
the premises or the date of re-entry of the landlord, whichever first occurs, 
plus an amount equal to the unpaid rent accrued, without acceleration, up to 
such date. 


© 00 


Unliquidated claims against the bankrupt may, pursuant to application to 
the court, be liquidated in such manner as it shall direct, and may thereafter be 
proved and allowed against his estate. 

The provability of claims is not dependent upon their validity, as that is 
a matter that the referee passes on in allowing claims after they are proved. It 
is necessary to distinguish proved claims as the term is applied in bankruptcy 
from claims subsequently allowed, as the owners of these two classes of claims 
have a different status. Any creditor with a provable claim may participate in 
the examination of the bankrupt, but only a creditor with an allowed claim may 
vote in creditors’ meetings. The allowance or disallowance of a claim for voting 
purposes at the first meeting is not necessarily binding for dividend purposes. 


ALLOWED CLAIMS. After claims are proved, that is, filed in proper form 
as explained above, they are either allowed or rejected. The difference between 
proving and allowing is that between evidence and judgment. All proved debts 
must be allowed by the court, usually the referee, unless objection is made to 
their allowance by some party in interest. The referee may, however, upon his 
own motion postpone allowance of any proved claim for good cause and not 
immediately enter an order allowing it. Before the election of the trustee, either 
the bankrupt or any creditor may object to a claim, or if already allowed, petition 
for its re-examination, provided the estate has not been wound up. After the elec- 
tion of the trustee, all objections and petitions for re-examination are made by the 
trustee or in his name, and he may use his own judgment in the matter. Upon 
his refusal when urged to take action, however, a creditor or the bankrupt may 
file his objections or petitions for examinations; or the court may compel the 
trustee to take action. 

It is only the owners of allowed claims who may participate in all the pro- 
ceedings of creditors’ meetings and share in the dividends declared from the 
bankrupt estate. Secured and priority claims, although they must be proved, 
are not allowable debts except for such sums as the referee decides are owing on 
them over and above the value of the security or the priority. Secured claims in 
this connection only include debts secured by property belonging to the bankrupt 
estate. Hence, a note bearing an accommodation endorsement, or a debt secured 
by property other than that of the bankrupt, is an allowable claim, 
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DUTIES OF BANKRUPT. In addition to submitting schedules of his 
assets and liabilities, the law imposes certain other duties upon the bankrupt: 


1. To attend the first meeting of his creditors if directed by the court to do SO, 
and also the hearing upon his application for a discharge from his debts and at 
such other times as the court shall order. 

2. To comply with all lawful orders of the court, which is usually the referee. 

3. To examine the correctness of all proofs of claims filed against his estate. As a 
rule, the bankrupt sits by as the claims are called off at the first meeting of 
creditors and informs the referee whether they are correct or not. 

4. To execute to the trustee, when appointed, transfers of all his property in for- 
elgn countries. 

5. To execute and deliver such papers as shall be ordered by the court. If, for 
example, he owns a seat on a stock exchange, he must execute the necessary 
papers to enable the trustee to sell it. 

6. To inform the trustee immediately of any attempt on the part of his creditors, 
or other persons, to evade the provisions of the Bankruptcy Law, should any 
such attempt come to his knowledge. 

7. In case of any person having to his knowledge proved a false claim against his 
estate, to disclose that fact immediately to the trustee. 

8. To prepare, make oath to, and file in court within 5 days after adjudication, if 
an involuntary bankrupt, and with his petition, if a voluntary bankrupt, a 
schedule of his property and a list of his creditors. The schedule must show 
both in detail. 

9. To file in triplicate with the court, at least 5 days prior to the first meeting of 
creditors, a statement of his affairs in such form as may be prescribed by the 
Supreme Court. 

10. When present at the first meeting of creditors and at such other times as the 
court may order, to submit to an examination concerning the conduct of his 
business, the cause of his bankruptcy, his dealings with his creditors and other 
persons, the amount, kind, and whereabouts of his property, and, in addition, 
all matters that may affect the administration and settlement of his estate. No 
testimony given by the bankrupt may be offered in evidence against him in 
any criminal proceedings, Such proceedings, however, may be instituted against 
him as a result of what is disclosed by the examination into his conduct of the 
business, but other evidence must be produced in the prosecution of the trial. 
Evidence taken in the bankrupt’s examination may, however, be used against 
him in the hearing upon his application for a discharge or in other hearings 
connected with the bankruptcy proceedings. 


EXAMINATION OF THE BANKRUPT. The bankrupt may be required 
to appear before the court, or before the judge of any state court, to be examined 
concerning the bankrupt’s acts, conduct, or property. Any designated person, 
including the bankrupt’s spouse, despite any state law to the contrary, may also 
be examined. It is mandatory upon the trustee to examine the bankrupt unless 
he already has been fully examined by the referee, receiver, or creditors. It is 
mandatory, too, for the judge or referee, whichever presides at the first meeting 
of creditors, to examine the bankrupt, and he may permit the creditors to 
examine him. 

Ample opportunity is given for the examination of a dishonest bankrupt and 
these examinations should result in the disclosure of his past illegal actions, if 
any have occurred. 


CONCEALMENT OF PROPERTY AND RECORDS. It is a crime 
punishable by imprisonment for a period not exceeding 5 years, or fine of not to 
exceed $5,000, or both, knowingly and fraudulently to conceal from trustee, re- 
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ceiver, marshal, or other court officer charged with the control and custody of the 
bankrupt’s property, any property belonging to the estate; or to recelve any 
material amount of property from the bankrupt after the filing of the bankruptey 
petition with the intent to defeat the Act; or to conceal, falsify, mutilate, or 
destroy any books, documents, or records relating to the affairs of the bankrupt. 

Whenever any trustee, referee, or receiver has grounds for believing that any 
offense under the Bankruptcy Act has been committed, it is his duty under the . 
law to report the facts to the United States attorney of the district for such 
action as he may deem necessary. 


TRUSTEE IN BANKRUPTCY. The trustee is the officer of the court 
who upon election takes charge of the administration and settlement of the bank- 
rupt estate. He is elected, subject to the judge’s or referee’s approval, at the first 
meeting of creditors. Before assuming office he must enter into a bond for the 
faithful performance of his duties, the amount of which is also fixed by a vote of 
the owners of allowed debts. 

The number of trustees may be either one or three, as determined by the 
creditors. If three are appointed, the concurrence of two of them is requisite for 
action. 


Trustee’s Duties. The law contemplates that the bankrupt estate will be set- 
tled with all possible speed in order to conserve the assets for the benefit of 
the general creditors. It is, therefore, the duty of the trustee to promptly take 
possession of all assets, bringing suit against so-called “adverse claimants,” or third 
parties in possession of assets that in the judgment of the trustee belong to the 
bankrupt, recovering property from those who were given unlawful preferences or 
to whom unlawful transfers were made by the bankrupt, defending the estate 
generally against void or voidable liens and priorities of payments. The trustee 
represents the interests of the general or unsecured creditors and the bankrupt, 
for whose benefit primarily the Bankruptcy Law has been enacted. With the 
approval of the referee he may compromise any controversy arising out of the 
administration of the estate on such terms as he may deem for the best interests 
of the estate. 

Property in the hands of the trustee should be liquidated at the earliest possible 
moment under the supervision of the court. The trustee himself may act as 
salesman or auctioneer, and for that reason it is best to appoint as trustee a 
business man with selling ability, preferably one who has had experience in the 
same line of business as the bankrupt and one residing or having his business office 
in the same district. The services of special masters or auctioneers may be used 
in the liquidation of the estate, though they add greatly to the expense of adminis- 
tration. In prosecuting his work, the trustee is expected to use his best judgment, 
though he will find it profitable to consult with creditors and enlist their interest 
in securing bids for property he is trying to sell. He must deposit all money 
coming into his possession in one of the designated depositaries for the receipt of 
bankruptcy court funds. To prosecute or defend suits he may engage attorneys, 


and he may incur other expenses that he pays by check on the depositary counter- 
signed by the referee. 


Trustee’s Accounts. The trustee must keep regular accounts showing the 
amounts received and the amounts disbursed, and must file with the referee 
periodically a written report of the condition of the estate—the first within 
the first month after his appointment and one every 2 months thereafter, Within 
10 days after his qualification, he must file a certified copy of the court decree in 
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the office where conveyances of real estate are recorded, in every county where 
the bankrupt owns real estate not exempt from execution. 

The trustee’s accounts and papers are open to inspection by officers and all 
proper parties, including the creditors, who are entitled to receive from him other 
pertinent information. He must pay dividends to the creditors within 10 days 
after they are declared by the referee. Fifteen days before the date fixed for the 
final meeting of the creditors, after the bankrupt estate has been wound up and 
settled, he is required to file with the referee a final report and account, and at 
the final meeting of the creditors, he must submit a detailed statement of the 
estate. When his final report is approved by the referee, he is discharged. 


Compensation Of Trustee. The trustee’s compensation consists of minor fees 
and such commissions as the referee may allow on all monies he disburses or turns 
over to any persons or corporations, subject to maximum percentages. The maxi- 
mum amounts apply to trustees who do not conduct the normal business opera- 
tions of the bankrupt; if trustees actually conduct the business the allowance is 
doubled. If there are three trustees, the referee apportions the fees and com- 
missions among them according to the services they have actually rendered, all 
three receiving in the aggregate only what one would have received if he had been 
the sole appointee. 


Trustee’s Title to Property. Immediately upon qualifying, the trustee takes 
title by operation of law to all the bankrupt’s property, including his books, docu- 
ments, papers, etc., in this country. He takes title to the bankrupt’s property for 
the benefit of the creditors as of the date of the filing of the petition in bankrupcy. 
However, the property he takes over is only that which the bankrupt was pos- 
sessed of at the time of the filing of bankruptcy petition, including the subsequent 
profits and earnings of such property, and including later substitutions through 
sale, purchase, or exchange. The exception is the property for which the bankrupt 
claims exemption under state law. Title to all property acquired independently 
after the filing of the petition, as that obtained on credit or for the bankrupt’s 
labor or services, or by gift or bequest, does not vest in the trustee. Such prop- 
erty belongs to the bankrupt, clear of the claims of all creditors save those who 
become such after the commencement of the bankruptcy proceedings or those 
who for statutory reasons are not affected by the bankrupt’s discharge. However, 
if subsequently any composition arranged with the creditors is set aside or the 
bankrupt’s discharge is revoked, the trustee is vested with title to all property 
of the bankrupt as of the date of the setting aside of the composition or the 
revoking of the discharge. 

The trustee takes the bankrupt’s property subject to all valid claims, liens, 
and equities. He has no better title than the bankrupt had at the time of the 
filing of the petition, except as the status of the title was modified by any fraud 
of the bankrupt. Legal liens and preferences obtained within 4 months preceding 
the bankruptcy petition are void. 


Transfer of Powers and Documents to Trustee. The trustee, in addition to 
taking title to property that the bankrupt is capable of transferring or that can 
be seized by judicial process, also takes over certain powers, rights, and docu- 
ments that are not always regarded as strictly transferable or leviable: 

1. Documents relating to bankrupt’s property. 
2. Powers that he might have exercised for his own benefit, but not those that he 


might have exercised for some other person. 
3. Rights of action arising upon contracts or from tie unlawful taking or detention 


of, or injury to, his property. 
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If the bankrupt is carrying an insurance policy, payable to himself, his estate, 
or personal representatives, that has a cash surrender value, he is permitted to 
hold the policy free of all claims of creditors if he pays the trustee a sum equal to 
this value, or gives security for its payment. 


BANKRUPT’S EXEMPTIONS. In every state there are statutes freeing 
certain property of debtors from seizure, by judicial process, for the benefit of. 
creditors. These exemption provisions specify the type of property, their value, 
and who may claim the exemptions. The personal property exemption may 1In- 
clude household articles, tools, and clothing of a certain value. The homestead 
may also be exempt up to a certain amount, as well as the wages of laborers, 
mechanics, and employees. . 

The bankrupt, when preparing his schedules, may make claim to exemption 
under the law of the state in which he has resided for the 6 months or the greater 
portion of the 6 months immediately preceding the bankruptcy petition. If he files 
his claim, the trustee does not take title to the exempt property, and one of the 
latter’s first duties on entering upon office is to set aside the property—both the 
kind and amount claimed by the bankrupt as exempt—and make a report to the 
referee. A hearing is held on this report and both bankrupt and creditors may 
take exception to it. By agreement with the bankrupt, exempt property may be 
sold along with other property as an entirety, and the bankrupt be allowed his 
exemptions out of the proceeds. Liens obtained by legal proceedings within 4 
months preceding the bankruptcy petition upon property later claimed by the 
bankrupt as exempt are not annulled by the bankruptcy proceedings. 

A debtor may waive his right to exemptions by specific surrender of them or 
by failure to claim them when filing his schedules. In the former case, the usual 
method is a waiver-note running to a particular creditor. In a number of states, 
a waiver of exemption is void as against public policy. 


VOIDABLE PREFERENCES. A bankrupt gives a voidable preference if, 
being insolvent, he has within the 4 months immediately preceding the filing of 
the bankruptcy petition, or between the filing of the petition and adjudication, 
procured or permitted a judgment to be entered against himself or made a transfer 
of any of his property, and the effect of such judgment or transfer is to enable 
any of the creditors to obtain a greater percentage of the debt due him than any 
other creditor of the same class. Such preferences are voidable and the trustee 
may bring action to recover such property, provided the creditor receiving such 
preference had reasonable cause to believe that such judgment or transfer would 
effect a preference. The preference can be extended only to one having a provable 
claim. 

Likewise any lien obtained against bankrupt’s property by legal process, which 
was begun not more than 4 months before the filing of a bankruptcy petition, such 
as attachment, garnishment, or equity receivership, is dissolved by the adjudica- 
tion of the bankrupt if it appears that the lien was obtained and permitted while 
the defendant was insolvent, or the party benefited had reasonable cause to 
believe that the defendant was insolvent, or if such lien was sought and permitted 
in fraud of the provisions of the Bankruptcy Act. Liens, however, given and 
accepted in good faith are not affected by this provision. Similarly, statutory liens, 
such as mechanics’ liens, are also excepted from the provision. 


FRAUDULENT TRANSFERS. Transfers of property made by the bank- 
rupt when insolvent within the 4 months immediately preceding adjudication, for 
the purpose of hindering, delaying, or defrauding creditors, are void and the 
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trustee may bring action to recover the property or its value. The burden of 
proof is on the transferee, who must prove his own good faith and that he has 
given a fair consideration for the property. An example of a fraudulent transfer 
is the sale of the entire stock of goods for less than cost. 


CONTINUANCE OF BUSINESS. A receiver, marshal, or trustee when 
appointed may be authorized by the court to continue the business of the bank- 
rupt for a limited period, which may be extended and re-extended a number of 
times. The purpose of this is to preserve a going business and thus sell it as such. 
A trustee under this authority may have implied power to borrow money; or 
power may be expressly conferred upon him by the court. Orders of the court 
with respect to the powers of receiver or trustee are regarded as notice to all 
persons, and it is the duty of those dealing with a receiver or trustee to inquire 
concerning the extent of his authority. 

Courts authorize referees, after consultation with creditors, to permit trustees in 
bankruptcy to reject property of bankrupt that is onerous and unprofitable 
and that will prove burdensome rather than beneficial to the estate. Thus, if 
property is mortgaged for more than its value, the court may direct the surrender 
of the property to the mortgagee upon such conditions as may be considered best. 
Trustees, like receivers in equity, may either assume or renounce executory 
contracts of the bankrupt. A trustee may assume or reject the lease of a bank- 
rupt tenant within a reasonable time after adjudication. 


PARTNERSHIPS IN BANKRUPTCY. A partnership is considered a 
legal entity in bankruptcy proceedings separate and distinct from its members. 
It owns its property and owes its debts apart from the individual property and 
debts of its members. It may, therefore, be adjudged a bankrupt without the 
individual partners being adjudged, or it may be adjudged jointly with one or more 
-or all its general partners. If a petition is filed in behalf of a partnership by less 
than all the general partners it must allege that the partnership is insolvent, The 
creditors of the partnership appoint the trustee, who usually is also trustee of the 
bankrupt partner or partners. The court that has jurisdiction of one of the general 
partners has jurisdiction over all, including partnership, property. In the case of 
involuntary bankruptcy, the firm or member acting within the scope of the 
partnership must have committed the act of bankruptcy. The commission of an 
act of bankruptcy as to partnership property by one of the partners amounts to 
an act of bankruptcy. The law directs that partnership property be appro- 
priated to the payment of partnership debts and the property of the individual 
partners to the payment of their respective individual debts. If any surplus 
remains of the property of any partner after paying his debts, it is to be added to 
the partnership assets and to be applied to the payment of the partnership debts. 
Any surplus of the partnership property remaining after paying the partnership 
debts is to be added to the assets of the individual partners in proportion to their 
respective interests in the partnership. 

The court (referee) may permit the proof of the claims of the partnership 
estate against the individual estates, and vice versa, and may marshal the assets 
of the partnership estate and the individual estates so as to prevent preferences 
and secure the equitable distribution of property of the several estates. In the 
event that one or more but not all the partners are adjudged bankrupts, the 
partnership property cannot be administered in bankruptcy except by consent of 
the partners not adjudged bankrupts; but the general partners not adjudged 
bankrupt must settle the partnership business as expeditiously as possible and 
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account for the interest of the bankrupt partner or partners. If all the general 
partners are adjudged bankrupt the partnership is also adjudged bankrupt. 

A partnership may be adjudged a bankrupt after its dissolution if there has 
as yet been no final settlement. Since an estate of a deceased debtor cannot be 
adjudged a bankrupt, it follows, according to some authorities, that a partnership, 
one member of which is dead, cannot be adjudged a bankrupt. Surviving members 
ean be so adjudged as individuals. 


SUMMARY JURISDICTION OF THE BANKRUPTCY COURT. The 
trustee may seize, if he can do so peaceably, property belonging to the bankrupt 
estate that is being withheld by a bankrupt or by some one who claims no bene- 
ficial interest in it. If peaceable seizure is impossible, he obtains an order from the 
referee requiring the party in possession to surrender the property under penalty 
of contempt. The order is obtained in what is known as a summary proceeding, 
which is ordinarily begun without summons or subpoena and is usually tried upon 
affidavits and at short notice, or is determined in an ex parte manner. Power of 
the referee thus to proceed summarily depends upon whether the subject matter 
of the proceeding is in the possession of the court, actually or constructively. 

The same summary jurisdiction is exercised by the bankruptcy court in de- 
termining the rights of third parties claiming property in the custody of the 
trustee, no regular or plenary suit being required. There are likely to be many 
articles in the bankrupt’s possession, when he is adjudicated, that do not belong 
to him, such as goods left in storage, for repairs, on consignment, or approval. 
These may be reclaimed by their owners from the trustee by summary proceed- 
ings. Liens upon and interests in property in the custody of the bankruptcy court 
(receiver, marshal, or trustee) may be passed upon by the court by summary 
proceedings and the validity and priority of the liens determined. 

Although the trustee is vested with title to bankrupt’s property wherever it is 
located in the United States, he cannot assert his rights by proceedings, summary 
or plenary, in the court of which he is an officer with regard to property located 
in other judicial districts. He must institute ancillary proceedings in the courts 
of those districts. 


ADVERSE CLAIMANTS. These are third parties having no interest in the 
bankruptcy suit, either as bankrupt or creditors, who are in possession of and 
claim title to certain property that the trustee claims as belonging to the bank- 
rupt estate. They are outside the jurisdiction of the bankruptcy court and the 
trustee can only assert his rights by bringing a formal, plenary suit against them 
in the proper court. The law provides that in all controversies at law and equity, 
as distinguished from proceedings in bankruptcy, between trustee and adverse 
claimants concerning property acquired or claimed by the trustee, the United 
States district courts have jurisdiction in the same manner and to the same extent 
as if the bankruptcy proceedings had not been instituted and such controversies 
had been between the bankrupt and the adverse claimant. 


JURISDICTION OF STATE AND OTHER COURTS OVER BANK- 
RUPT’S PROPERTY. The following is adapted from A Business Man’s 
Manual of Bankruptcy Law by Remington: 

If property afterward claimed by the bankruptcy trustee is taken into custody 
by a state court (or any court other than the bankruptcy court in question) 
before the bankruptcy petition is filed, the state court, or such other court, con- 
tinues to retain jurisdiction over the entire matter involving the property, except 
in three instances, and all the trustee can do is to get himself admitted as a party 
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to the case in the state court and litigate his rights there. The three exceptions 
are as follows: 


1. When possession by the state court has created a lien by legal proceedings 
within four months of the filing of the bankruptcy petition and while the 
debtor is insolvent, the state court does not retain jurisdiction, but the property 
affected must be surrendered to the bankruptcy court. 

2. When the property at the time of bankruptcy is in the possession of an 
assignee for the benefit of creditors or of a receiver or trustee appointed 
outside of bankruptcy, and when the assignment, receivership, or trusteeship is 
created within 4 months preceding the filing of the bankruptcy petition, the bank- 
ruptey court, upon adjudication of the bankrupt, supersedes the court appointing 
the assignee, receiver, or trustee, and takes over the property involved for adminis- 
tration in bankruptcy. 

3. When property at the time of bankruptcy is in the custody of the state court 
under state insolvency or state bankruptcy proceedings, or proceedings 
amounting to such, such proceedings are superseded by the Federal bankruptcy 
proceedings. This, however, does not apply to general assignments for benefit of 
creditors. It is, therefore, important to distinguish between a true state insol- 
vency law, which is absolutely suspended by the Bankruptcy Act, and the general 
assignment law, which is only voidable by the institution of bankruptcy proceed- 
ings within the prescribed 4 months’ period. To be a bankruptcy law a statute 
must provide the machinery for throwing a debtor into insolvency involuntarily 
and for completely administering his assets. General assignment laws simply 
provide a system for administering voluntary assignments in trust. It has always 
been possible for a debtor to deed his property in trust, and to pay all or some 
class of creditors, and equity has always had jurisdiction to compel the proper 
carrying out of such trusts. 

Some states have bankruptcy laws even providing for the discharge of the 
bankrupt. This does not contravene the article of the United States Constitution 
prohibiting a state to pass any laws impairing the obligation of a contract, first, 
because of the rule of law that an existing statute is to be read into every contract 
as a part of its terms, and second, because the law applies to the creditors of the 
state, and creditors of other states must consent to the proceedings before they 
are allowed to share in dividends. 


SALE OF PROPERTY. When the trustee is prepared to sell a portion of 
the bankrupt’s property, he files a petition with the referee and secures a per- 
mitting order. Ten days’ notice must thereupon be given of the forthcoming sale 
to all ereditors who have proved their claims, whether their claims have been 
allowed or not. No such notice is necessary, however, if the property is of a 
perishable nature. The sale must be conducted at public auction unless the referee 
authorizes a private sale. Each parcel of the bankrupt property must be ap- 
praised by three disinterested appraisers appointed by and reporting to the 
court or referee, and no sale may be made for less than 75% of the appraised 
value, except by approval of the court. The bankrupt or any of the creditors may 
bid at the sale, but not the trustee, referee, appraisers, or any of their agents. A 
reorganization committee or a reorganized corporation may also bid. 

The trustee’s sale is a judicial sale so that the rule of caveat emptor applies, 
the sale passing only such interest as the trustee has title to. In a judicial sale 
property in the custody of the court is sold while the proceedings concerning it 
are still pending, the court being the actual seller, and the sale is not consum- 
mated and the purchaser does not take title until the sale is confirmed by the 
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court. Nothing but fraud, accident, a mistake, or some other cause for which 
equity would void a like sale warrants a court in avoiding a confirmation of sale. 

Property may be sold by the trustee subject to any existing liens, or 1t may 
be sold, without the lienholder’s consent, free of these liens, which in that case pass 
to the proceeds. However, ordinarily a sale free of liens should not be ordered 
unless the lienholders request it and there is reasonable prospect that a surplus 
will remain for the general creditors. When the purchaser is one of the lien- 
holders, he may apply the value of the lien upon the purchase price. 

The costs and expenses of the preservation and sale of each piece of prop- 
erty are paid out of the proceeds of its sale, even though they are not enough to 
satisfy in full any existing liens on the property. 


PAYMENT OF DEBTS WITH PRIORITIES. The Bankruptcy Act 
prescribes a certain order of priority in the payment of the several classes of 
creditors out of the net amount of property left after the segregation of property 
belonging to adverse claimants, secured creditors, and the exemptions, and after 
the payment of the expenses of the individual sales. 


Order of Priority. The order of priority is as follows: 


1. Administrative expenses, the actual and necessary expenses of preserving the 
bankrupt estate. Filing fees paid by creditors in involuntary cases, and rea- 
sonable expenses in recovering to the estate property transferred or concealed 
by the bankrupt. Cost of administration and one attorney’s fee as the court 
may allow, for services actually rendered to creditors in involuntary cases and 
to the bankrupt in voluntary and involuntary cases. 

2. Wages due to wage-earners and salesmen on salary or commission basis, earned 
within 3 months before the commencement of bankruptcy proceedings, not to 
exceed $600 for each such claimant. 

3. The reasonable costs of creditors resulting in the refusal, revocation, or set- 
ting aside of an arrangement, a wage earner’s plan, a bankrupt’s discharge, or 
the conviction of any person of an offense under the Act. 

, Taxes to United States, state, county, district, or municipality. 

. Debts owing to any person who by the laws of the states or the United States 
is entitled to priority. (Term “person” includes corporations, the United States, 
the several states and territories of the United States.) Rent owing to a land- 
lord who is entitled to occupancy of the premises, and that accrued within 3 
months prior to bankruptcy. 


When a creditor has security for his debt the security must be surrendered or 
sold to entitle him to any payment along with the general creditors. 


DECLARATION AND PAYMENT OF DIVIDENDS TO CREDI- 
TORS. The residue of the bankrupt estate, after the payment of the priorities, 
belongs to the general creditors, in whose interest it has been primarily admin- 
istered. Dividends of an equal per cent are declared on all allowed claims. The 
first distribution must be declared within 30 days after the first date set for the 
first meeting of creditors if by then there is cash enough in the estate to pay 5% 
on the claims already allowed. The first dividend must not exceed one half of 
what is likely to remain for the general creditors after the payment of all prior 
claims, and all costs of administration that will probably be incurred. Dividends 
after the first are to be declared upon the same terms as the first and as often as 
the amount equals 10% or more, and upon the closing of the estate. After the 
expiration of 6 months following the first date set for the first meeting only one 
dividend need be declared. Creditors having claims allowed after one or more 
dividend declarations are entitled to receive the previous dividends before another 
dividend is declared to all the creditors. The final dividend is not to be declared 
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until 3 months after the declaration of the first dividend in order to permit the 
belated creditors to share in the estate. 

Although the law provides for distribution to creditors in equal proportions, it 
will not disturb creditors in the possession of the earlier dividends if the balance 
of the estate is not sufficient to pay the same proportion to creditors appearing 
later with allowed claims. If the bankrupt is also such in a foreign court, credi- 
tors residing in the United States are first to be paid a dividend equal to that 
distributed by the foreign court to creditors abroad before any payments are 
made out of the proceeds of the estate located in this country to the foreign credi- 
tors. Ten days’ notice of dividend declarations and payments must be given by 
mail to creditors. The dividends cannot be attached and the trustee cannot be 
garnisheed for dividends in his hands. Dividends that remain unclaimed for 60 
days after the final dividend has been declared must be paid into the court by 
the trustee, 


CLOSING OF THE BANKRUPT ESTATE. Final accounts of the 
trustee must be filed with the referee 15 days before the date fixed for the final 
meeting of creditors, who are thereby given an opportunity to examine accounts 
and thus place themselves in a position to ask pertinent questions of the trustee 
at the meeting. The creditors receive 10 days’ notice of the meeting. 

If the trustee’s accounts show proper administration of the estate and distribu- 
tion of the assets, they are approved by the referee, who discharges the trustee 
and closes the estate, an order to that effect being entered. The referee there- 
upon certifies to the report and transmits it to the court clerk, along with the 
records, which thereafter constitute the record and files of the bankruptcy court 
in the case. 


REOPENING OF BANKRUPT ESTATE. The judge of the bankruptcy 
court may reopen the estate upon the application of a creditor made within a 
reasonable time, if evidence is submitted that the estate was not completely ad- 
ministered. The common ground for reopening is the discovery of additional assets 
that existed when the bankruptcy petition was filed and therefore belonged to the 
estate. Upon reopening, a new trustee is appointed, the old trustee not being rein- 
stated. When the administration of the reopened estate is completed, it is again 
closed in the manner described above. 


DISCHARGE OF BANKRUPT. This is a release granted by the court 
from all debts that remain unsatisfied from the bankrupt estate, with certain 
exceptions. Bankrupts, other than corporations and those classified as corpo- 
rations, do not have to apply for a discharge. Adjudication operates as an appli- 
eation for discharge. A corporation may, within 6 months after its adjudication, 
_ file an application for its discharge, though there is no particular purpose in a 
corporation filing an application, since bankruptcy usually means the demise of 
the corporation even if its business is continued by a reorganized corporation. 
After the bankrupt has been examined the court fixes a time for filing objections 
to his discharge. Creditors have 30 days’ notice in which to file objections to the 
bankrupt’s discharge and, if objections are filed, 10 days’ notice of the hearing on 
the objections. Discharge may be opposed for cause by the trustee, creditors, the 
United States attorney, or such other attorney as the Attorney General may 
designate. The court grants the discharge if it is not opposed. 

When Discharge Not Allowed. The bankrupt must be accorded the relief he 
seeks unless he is guilty of one of the following acts: 

1. Has committed any offense punishable by imprisonment under the provisions 


of the Act. 
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2. Has destroyed, mutilated, falsified, concealed, or failed to keep books of ac- 
count or records from which his financial condition and business transactions 
might be ascertained. 

3. Has obtained money or property on credit, or obtained an extension or re- 
newal of credit, by issuing a false financial statement. 

4. At any time within the 12 months immediately preceding the filing of the ap- 
plication, has transferred, removed, destroyed, or concealed any of his property 
with intent to hinder, delay, or defraud his creditors. 

5. Has been granted a dischiree in bankruptey within previous 6 years, or had a 
composition, arrangement, or wage earners’ plan. 

6. Has refused to obey any lawful order of, or to answer any material question 
approved by, the court in the course of the bankruptcy proceedings. 

7. Has failed to explain satisfactorily any losses of assets or deficiency of assets. 


Revocation of Discharge. Upon application of any party in interest made 
within one year after the discharge, if the applicant has not been guilty of any 
lack of proper diligence in the matter, the judge may revoke the discharge if it 
is shown upon trial that it was obtained through the fraud of the bankrupt and 
the petitioner had no knowledge of the fraud before the granting of the discharge. 
In the event of such revocation the property acquired by the bankrupt after 
adjudication is applied in payment of the claims of creditors who sold such prop- 
erty to the bankrupt, and the residue, if any, to debts owing at the time of 
adjudication. 


Debts Not Affected by Discharge. A discharge only affects debts incurred 
before bankruptcy and only those that are provable, except the following: 


1. Taxes of the United States, the state, county, district, and municipality in 
which the bankrupt resides. 

2. Liabilities for obtaining property by false pretenses or false representations, or 
for obtaining money by a false financial statement, or for wilful and malicious 
injuries to the person or property of another or for alimony due or to become 
due, or for maintenance or support of wife or child, or for seduction of an 
unmarried woman, or for breach of promise of marriage accompanied by se- 
duction, or for criminal conversation. 

3. Debts that have not been duly scheduled in time for proof and allowance, with 
the names of the creditors, if known to the bankrupt, unless such creditors had 
notice or actual knowledge of the proceedings in bankruptcy. 

4. Those created by bankrupt’s fraud, embezzlement, misappropriation, or defalca- 
tion while acting as an officer or in any fiduciary capacity. 

5. Those for wages due to wage-earners and salesmen on salary or commission 
basis, which have been earned within 3 months of the commencement of 
bankruptcy proceedings. 

6. Those due for money received from an employee and retained to secure the 
faithful performance by the employee of the terms of the contract of employ- 
ment. 


The hability of any person who is a co-debtor with the bankrupt, or is a 
guarantor, or in any manner a surety for him, is not altered by the bankrupt’s 
discharge. 


Wage Earners’ Plans 


INSTITUTING THE PROCEEDING. The Bankruptcy Act provides 
(Chapter XIII) that a wage earner whose principal income is derived from wages, 
salaries, or commissions may institute a voluntary proceeding to effect a settle- 
ment of his debts out of future earnings. Wage earners’ plans may provide for 
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settlements with secured and unsecured creditors upon any terms. The plan deals 
with the unsecured creditors as a class but must deal with secured creditors 
individually. The court in which the proceeding is commenced has exclusive 
jurisdiction of the debtor and his property wherever located and of his earnings 
and wages during the period of the consummation of the plan. The court may 
permit the rejection of executory contracts of the debtor; extend, for cause, the 
time for taking any steps in the proceeding; and enjoin, or stay until final decree, 
the commencement or continuation of suits including any proceeding to enforce 
any lien upon the debtor’s property. 


Petition and Presentation of Plan. The debtor must set forth in his petition 
that he is insolvent or unable to pay his debts as they mature, and that he desires 
to effect an extension or composition, or both, with his creditors. A first meeting 
of creditors is called promptly at which the debtor must present his plan. The 
plan must include provisions dealing with unsecured debts generally, upon any 
terms; provisions for submission of future earnings of the debtor to the super- 
vision and control of the court; that the court may, during the period of the plan, 
increase or decrease the amount of any of the installment payments, or extend or 
shorten the time for any such payments if the debtor’s circumstances so warrant 
or require; and may include a plan for dealing with secured debts severally upon 
any terms; may provide for priority of payment as between secured and unsecured 
debts affected by the plan, and for the rejection of executory contracts. 


Acceptance of Plan. The debtor may procure the acceptances, which must be 
in writing, of the creditors before or after the filing of his petition. The plan must 
be accepted by all the secured creditors affected by the plan, and by a majority 
in number and amount of unsecured creditors whose claims have been ap- 
proved and allowed before the conclusion of the first meeting of creditors. If a 
plan cannot be agreed upon, the alternatives are to dismiss the proceedings or 
adjudge the debtor a bankrupt. 


Confirmation by the Court and Discharge of the Debtor. Upon confirma- 
tion by the court, the plan becomes binding on the debtor and all creditors. Upon 
completion of all payments to be made under the plan, the court enters an order 
discharging the debtor from all his debts provided for in the plan, except debts 
that are not dischargeable in a regular bankruptcy proceeding, unless such credi- 
tors have accepted the plan. The debtor may be discharged by the court three 
years after the confirmation of the plan even though all payments under the plan 
have not been completed. 


Agricultural Compositions and Extensions 


SPECIAL TREATMENT FOR FARMERS. Special provision is made for 
the relief of distressed farmers in Section 75 of the Bankruptcy Act of 1938. 
Any farmer who is insolvent or unable to meet his debts as they become due may 
make application to the court to effect a composition or an extension of time to 
pay his debts. The Act also enables a farmer who has been unable to effect a 
settlement with his creditors to retain possession of his property under the super- 
vision of the court, have its value fixed by independent appraisers, and repur- 
chase it over an extended period of time. 

Definition of Farmer. For the purpose of these provisions of the Bankruptcy 


Act, the term “farmer” means any individual who personally is engaged primarily 
in farming operations, and includes the personal representative of a deceased 
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farmer, A farmer is deemed a resident of the county in which he conducts his 
farming operations. 


Procedure. In general, the procedure followed by the farmer under Section 75 
is similar to that prescribed for insolvent debtors in other sections of the Act. 
There are a number of exceptions of which the following are the more im- 
portant: 


1. The Act provides for the appointment of a “conciliation commissioner.” 
The conciliation commissioners have vested in them many of the functions of 
the referees in regular bankruptcy proceedings. Among their qualifications, they 
must be familiar with agricultural methods and conditions and not engaged in 
any business that would prejudice fair action in proceedings under this section. 
After the filing of the petition and prior to the confirmation of the plan the court 
exercises such control over the farmer’s property as it deems to the best interests 
of the farmer and his creditors. When requested, a conciliation commissioner is 
required to assist a farmer in preparing and filing a petition for composition pro- 
ceedings and in handling all subsequent matters concerned with the proceedings. 
Farmers are not obliged to be represented by attorneys in such proceedings. 

2. Except upon petition made to and granted by the judge after hearing and 
report by the conciliation commissioner, the following proceedings may not be 
maintained in any court or otherwise against the farmer or his property after 
he has filed his petition for composition or extension and prior to the confirmation 
or other disposition by the court of the composition or extension proposal: 


a. Proceedings for any demand, debt, or account, including any money demand. 
b. For foreclosure of a mortgage on land, or for cancellation, or specific per~ 
formance of an agreement for sale of land or for recovery of possession of land. 
To acquire title to land by any tax sale. 

. Issuance of any execution, attachment. or garnishment. 

. Sale of land under or in satisfaction of any judgment or mechanic’s lien. 

Seizure, distress sale, or other proceedings under an execution or under any 
lease, lien, chattel mortgage, conditional sale agreement, crop payment agree- 
ment, or mortgage. ; 
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The foregoing prohibitions do not apply to proceedings maintained against a 
farmer for the collection of taxes, or interest or penalties in connection with such 
taxes; nor to proceedings affecting solely property other than that used in 


farming operations or comprising the home or household effects of the farmer 
or his family. 


ADJUDICATION OF BANKRUPTCY. If a farmer fails to obtain the 
acceptance by creditors of his composition or extension proposal, or if he feels 
aggrieved by the composition and extension, he may petition to be adjudged a 
bankrupt. At the time of the first hearing he may petition the court that. all his 
property be appraised and that he be allowed to retain possession of all or a por- 


tion of his property by paying for it under terms and conditions set forth in the 
Act. 
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SECTION D3 


COMMODITY TRADING 


Evolution and Nature of Futures Trading 


TRADING METHODS. Trading in commodities is the lifeblood of the 
economy. Evolution of trading methods has characterized the development of 
the modern economy, particularly during the past 100 years. 

With the development of modern transportation and communications, com- 
modity trading methods had to be adjusted to longer distances between the place 
of origin and that of consumption of many commodities, as well as to the long 
periods of time that often elapse between production and final consumption. It 
became impossible to buy many commodities on sight or even “on sample.” 

Trading of commodities against cash in hand ceased to be sufficient to satisfy 
the needs of a rapidly expanding economy. Contract forms had to be developed 
that would permit bridging the gap in distances and in time involved in the flow 
of commodities from producer to consumer. The ultimate result of this trend was 
the development of markets on which commodities are traded on the basis of 
strict specifications rather than on sample, and where they may be bought or sold 
well in advance of actual possession. The markets developed for these purposes 
are called commodity futures exchanges. Because trading on them is based on 
carefully developed contract forms and is conducted according to strict trading 
rules, these markets are also known as “organized” commodity markets. Only a 
few “spot” markets are conducted as organized markets. 

Commodities today are bought and sold either on “cash” markets or on these 
“futures” markets. Cash markets are called spot markets, to indicate when im- 
mediate fulfillment of a contract is intended. 


Distinction Between Cash and Futures Markets. Despite the origin of 
these two types of commodity markets, the chief difference between them today 
is not the time element involved in the delivery of a commodity. In this respect, 
the commonly used terms are distinctly misleading. 

Dealings in cash markets are mostly for immediate delivery, but they may 
also be for “forward” or “to arrive” delivery, in which case a specific delivery date 
is set in the contract. Usually this is a specified month. Actually a huge volume 
of business today is conducted on this basis. 

On the other hand, trading in futures markets may be for delivery in the cur- 
rent month. Consequently, such contracts may be terminated within a very brief 
period. 

The chief difference between cash and futures markets lies in the form of con- 
tract used, rather than in the delivery periods involved. 

In spot (or cash) markets, commodities are bought and sold in specific lots and 
grades with a definite delivery date specified. 

On futures markets, commodities are bought and sold on the basis of standard 
contracts established by organized commodity exchanges. These contracts may 
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not be altered in individual transactions, and differ from each other only as far 
as prices and delivery months are concerned, which are left to the determination 
of the contracting parties. This forms the basis for the legal definition of a fu- 
tures contract. 


ORIGIN AND SCOPE OF FUTURES EXCHANGES. The develop- 
ment of modern futures exchanges was a process of gradual evolution. Trading in 
contracts for commodities for future delivery started on an informal basis, before 
the adoption of formal rules, around the middle of the 19th century. 

The principle of definite time contracts grew out of dealings in “to-arrive” 
contracts. The practice of selling on a “to-arrive” basis developed around the 
middle of the last century, both in the cotton trade in this country and in England 
and in the American grain trade following the opening of the West and the neces- 
sity of linking the new western producing areas with Chicago as the established 
grain trading center. 

The desirability of quoting regular prices for such forward contracts and for 
the development of uniform trading practices led to the organization of the 
Chicago Board of Trade in 1848. By 1859 trading in contracts for future delivery 
was well developed, and in 1869 the Chicago Board of Trade adopted its first 
rules for the regulation of trading in “futures” contracts. 


Selling on Samples. In the cotton trade the development of modern formalized 
trading practices goes back to the advent of the steamship. Shipping cotton by 
sailing vessels became extremely hazardous as soon as news between the two 
continents began to travel by faster steamboats. Since this created considerable 
price risks, the practice developed of taking samples from bales that were being 
shipped to Liverpool and offering them for sale in New York “to arrive” at 
Liverpool. If not sold in New York, these samples were sent by steamer to 
Liverpool and offered for sale there. In 1863 the Liverpool Cotton Association 
adopted written rules for dealing in such “to-arrive” contracts. 

The next important step forward was the completion of the transatlantic 
cable in 1866. Because of the greater speed of. communication between the con- 
tinents, trading by samples became antiquated and was replaced by selling on 
the basis of an established specified grade, usually “middling—nothing below low 
middling.” Active dealing in these cotton contracts developed in New York and 
in 1870 the New York Cotton Exchange was organized. At Liverpool, trading 
in cotton futures contracts began in 1875. 


GROWTH OF FUTURES TRADING. Although futures trading in grains 
and cotton emerged gradually from older trade practices, futures trading in other 
commodities was organized by taking over, with minor modifications, practices 
developed in grains and cotton. Up to World War I, diversification in futures 
markets developed only gradually; after World War I the number of com- 
modities traded on organized futures exchanges expanded more rapidly. During 
World War II, trading in most futures markets was suspended or came to a 
standstill, because of establishment of price ceilings and allocation controls. The 
grain and cotton markets remained open. Futures markets resumed active trad- 
ing, with minor exceptions, in 1947. 


Types of Commodities Traded. Since the establishment of futures trading 
in grains in or about 1859 and in cotton in or about 1869, trading in a large 
number of “new” commodities has been established. These include lard, coffee, 
flaxseed, cottonseed oil, butter and eggs, cocoa, rubber, silk, tin, copper, hides, 
burlap, millfeeds, cottonseed, cottonseed meal, wool tops, potatoes, molasses, 
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silver, lead, zinc, wool, tallow, soybeans, tobacco, black pepper, soybean oil, soy- 
bean meal, onions, platinum, grain sorghums, turkeys, pork bellies, and chicken 
broilers. 

This is only the approximate order, and the list may not be complete. Some 
of these “died on the vine” because of the lack of trade interest. Some are inactive 
but may come to life again. In the various futures markets studies are often 
made to determine the feasibility of establishing trading in additional com- 
modities. In all probability more commodities will be added to the trading list 
from time to time. 


Commodities Adapted to Futures Trading. Not all commodities are adapted 
to futures trading, as was amply demonstrated by the failure of experiments 
with futures markets for tobacco, fuel oil, and gasoline. To provide a suitable 
trading medium for a futures market, a commodity must meet certain qualifica- 
tions. It must be sold in bulk; it must be interchangeable, susceptible to grading, 
and relatively imperishable. In addition, demand and supply must be uncertain, 
so that it is subject to wide price fluctuations from time to time, and the futures 
market must enjoy substantial trade acceptance. 


Volume of Trading. In 1939, futures trading aggregated 2,423,623 contracts 
(in units of each exchange). Grains accounted for 60% of this total and cotton 
18%. All other futures markets accounted for 22%, with sugar, cocoa, hides, 
rubber, eggs, and cottonseed oil trading the more active. 

In 1962, the volume of futures trading on all exchanges in the United States 
totaled 5,179,975 contracts, according to the Association of Commodity Exchange 
Firms, Inc., of New York. Trading in grains (wheat, corn, oats, and rye) ac- 
counted for 48.5% of this total, whereas trading in cotton was only “o of 
1%. The volume of wool trading, from the standpoint of number of contracts, 
was larger than cotton. The sharp contraction in cotton trading reflected the arti- 
ficially high level of government price supports to growers and consequent 
freezing of prices within narrow limits. Commodities such as soybeans, soybean 
oil and meal, eggs, potatoes, sugar, and cocoa were actively traded. 


Commodity Exchanges Abroad. Commodity futures trading is conducted 
on a worldwide basis. Up to the outbreak of World War II, trading was featured 
by a keen rivalry between American and British commodity markets for the 
leading world role. The war set back futures trading in England even more than 
in the United States. Major commodity exchanges were also located in Canada, 
Brazil, Argentina, France, Germany, The Netherlands, Japan, and other countries. 
Many of these were revived after the war but because of foreign exchange re- 
strictions and government controls have not assumed their former importance. 


THE FUTURES CONTRACT. A futures contract is a legal agreement to 
deliver or accept a definite quantity of a particular commodity during a specified 
calendar month at an agreed price. It is enforceable by law and under the rules 
of the exchange concerned. 


Legal Nature of Contract. The seller of a futures contract has the right to 
deliver, on due notice, the actual commodity at any time during the delivery 
month specified in the contract. The buyer is under obligation to accept such 
delivery against full payment according to the rules and regulations of the ex- 
changes, unless he terminates his contract through an offsetting transaction 
by selling a futures contract. 

The fact that very few futures contracts are actually fulfilled by delivery does 
not change the basic legal nature of the contract. Consequently, it is incorrect 
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to describe the futures contract as an option, as is frequently done. Futures 
exchanges, although not dealing in actual commodities, deal in rights to the 
commodity. These rights can be legally enforced. ; 

The United States Supreme Court has held that trading in commodity fu- 
tures does not constitute gambling. (Justice Holmes of the United States 
Supreme Court in an appeal of the case of Christie Grain & Stock Co., et al. v. 
Chicago Board of Trade, 1905, 798 U.S. 236.) 

So long as an exchange makes ample provision for sellers or buyers to make 
or take delivery if they so choose, the presumption is that actual delivery is in- 
tended or contemplated. If this right is withdrawn, as in bucketing trades or 
by private agreement, it may be inferred that delivery is neither intended nor 
contemplated, and that the parties to such agreements were merely betting on 
price differences. Such practices are prohibited by law and under the regulations 
of the exchanges. 

The only optional element involved in a futures contract is the fact that the 
seller may decide, within the specified delivery month of the contract, on what 
day of the month and—again within the exchange rules—which grade of the com- 
modity he wants to deliver. This is usually called the “seller’s” option. (For 
details see discussion of the liquidation of futures contracts below.) 


Main Features of Contract. The modern futures contract embodies the fol- 
lowing special features: 


1. It covers the sale of a stipulated amount of the commodity. 

2. It refers to a specified grade of this commodity. 

3. The seller is given the choice of making delivery at any date between specified 
limits. 

4. Enforcement of the contract is insured by cash margins that are deposited by 
each of the contracting parties. 


Deliverable Grades of Commodities. The price at which a futures contract 
is quoted refers to a particular grade of the commodity that is described in the 
contract and is known as the “basis” or “contract” grade. However, the com- 
modities delivered on such contract may be either of the contract grade or of 
some other grade, which may be delivered at the seller’s choice at a price above 
or below the contract price. The number of deliverable grades varies on differ- 
ent exchanges, as does the method of determining the price differentials. 

The need for a basis contract arises from the fact that commodities traded on 
organized exchanges have many grades that are well recognized in the trade. 
Determination of the number of grades that shall be tenderable against exchange 
contracts and what shall be the basis grade poses one of the most important and 
far-reaching problems of the exchange, since the usability of the exchanges de- 
pends largely on this factor. 


Basis Grade of a Commodity. The basis or contract grade—that named in 
the contract—is usually the one in widest commercial use. Other deliverable 
grades may be superior or inferior in quality to the basis grade. Hence they 
may command either premiums over or discounts under the price for the basis 
grade. 

Experience has shown that price manipulation may occur if tenderable grades 
represent too small a proportion of the total supply of the commodity. If tender- 
able grades are too numerous, the less desirable grades tend to be delivered 
on exchange contracts. As the buyer must allow for the fact that he may be 
tendered the least desirable grade if he accepts delivery, the whole futures price 
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structure may be depressed. In both instances, the value of an exchange for hedg- 
ing purposes will be diminished. 

Grading may be done solely in accordance with the bylaws and regulations of 
an exchange; or grading standards may be prescribed by law. 


Examples of Basis Grades. Practices of the exchanges vary greatly. One 
extreme is in the rubber futures contract that is based on a single deliverable 
grade—No. 1 standard ribbed smoked sheets. A commodity with one of the 
most complex systems of deliverable grades is cotton. 

The New York Cotton Futures Contract is based on 1-in. cotton. Origi- 
nally based on % in. and later on 1% in. cotton, the present contract re- 
flects the steady improvement in the quality of the American cotton crop. 
Nonrain grown (irrigated) cotton now may be tendered on contract, but must be 
designated as such. Cotton with a Micronaire reading of less than 3.5 (the weight 
in micrograms per inch of fiber) cannot be delivered on contract. Cotton of less 
than this reading tends to cause spinning and dyeing difficulties. Staples of 
“Yo in. and over are tenderable on contract. Those under 1 in. are tenderable 
at full commercial discounts, whereas staples of 1142 in. and 1%6 in. are 
tenderable at full commercial premiums over 1 in. Cotton over 146 in. may 
be tendered but seldom is, since the premium therefor is calculated as the full 
commercial premium for 1%¢ in. plus 75% of the difference in premium between 
1%¢ in. and the longer staple. 

The following grades may be tendered on contracts: White cotton—Good 
Middling, Strict Middling, Middling, Strict Low Middling, and Low Middling; 
Spotted cotton—Good Middling, and Strict Middling. Cotton reduced in grade 
for preparation, or in staple for character, or in value for any reason is not 
tenderable. 

Exemplifying practice in the grain futures market, deliverable grades on the 
- Chicago Board of Trade Wheat contract are as follows: 


No. 1 Dark Hard Winter Wheat 144¢ Premium 
No. 1 Dark Northern Spring Wheat, Heavy 14%¢ Premium 
No.1 Hard Winter Wheat 1¢ Premium 
No. 1 Red Winter Wheat 1¢ Premium 
No. 1 Yellow Hard Winter Wheat 1¢ Premium 
No. 1 Northern Spring Wheat, Heavy 1¢ Premium 
No. 2 Dark Hard Winter Wheat 44¢ Premium 
No. 1 Dark Northern Spring Wheat ¥¢ Premium 
No. 2 Hard Winter Wheat Contract Price 
No. 2 Red Winter Wheat Contract Price 
No. 2 Yellow Hard Winter Wheat Contract. Price 
No. 1 Northern Spring Wheat Contract Price 
No. 3 Hard Winter Wheat 1¢ Discount 
No. 3 Yellow Hard Winter Wheat 1¢ Discount 
No. 3 Red Winter Wheat 1¢ Discount 


Determination of Differentials. Methods used in the determination of dif- 
ferentials for deliverable grades vary among individual exchanges, but in each 
instance the procedure is specifically covered by the rules of the exchange. 
There are two major types of differentials: fixed or variable. 

A typical case of fixed differentials was the hides futures contract formerly 
used on Commodity Exchange, Inc., New York. The basis grade of this contract 
was light native cow hides. In addition, four other grades were deliverable at 
the basis price. Four grades commanded premiums ranging from 144 cents to 
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1% cent per pound while nine were discount grades deliverable at specified dis- 
counts ranging from 4% cent down to 114 cents per pound. 

Variable differentials are used in the cotton futures market. The grade dif- 
ferentials for deliveries on cotton futures contracts are determined on the basis 
of average commercial differentials prevailing from day to day in bona fide 
spot markets, officially designated by the Secretary of Agriculture under the 
US. Cotton Futures Act. The spot market differentials are established at each 
market by a committee consisting of spot cotton trade members who must be 
approved by the Department of Agriculture. These committees meet daily and 
establish prices for grades and staples. Those for deliverable grades are wired 
to the Department of Agriculture, which then calculates the average of the 
grade and staple differentials above and below Middling inch and sends them 
to the markets. 


Delivery Rules. The futures contract usually specifies delivery during one 
of the next 12 to 18 calendar months. This means that the commodities can be 
bought or sold on futures contracts as far as 1 to 14% years ahead. In some in- 
stances trading is permissible only 6 to 8 months ahead. 

It must be borne in mind, however, that each futures transaction is for one 
specific delivery month only. Contracts are generally designated according to 
their delivery months. Trading is conducted in May wheat, July cotton, Sep- 
tember corn, or January hides. 

Trading is normally concentrated in 4 to 6 active delivery months, while the 
other positions are inactive. Thus, the active trading months in grains are 
March, May, July, September, and December futures, while trading in cotton 
futures is active in the March, May, July, October, and December deliveries. 

The seller has the entire delivery month during which to make delivery on his 
contract. This protects him against delays in transportation. 


Delivery Points. Actual deliveries on futures contracts are effected by trans- 
fer of warehouse receipts. In some cases exchange rules permit delivery of 
commodities in cars on track within the switching limits of specified cities. How- 
ever, the contracts used by the various exchanges specify where the commodities 
to be delivered on contract shall be located. These locations—they range in num- 
ber on various contracts from one to a substantial number—are called delivery 
points. 


Organization and Functions of Commodity Exchanges 


FORM OF ORGANIZATION. Organized commodity exchanges in the 
United States are a direct outgrowth of the boards of trade and chambers of 
commerce that were formed to regulate trading in grain at large terminal points. 
The older ones were chartered by special acts of the legislature, such as the 
Chicago Board of Trade Incorporation Act of 1859. Newer ones are member- 
ship corporations, not operated for profit. 


Purpose of Exchanges. The preamble to the Rules and Regulations of The 
Board of Trade of the City of Chicago spells out the objects of the Board of 
Trade as follows: 


To maintain a Commercial Exchange; 

To promote uniformity in the customs and usages of merchants; 

To inculcate principles of justice and equity in trade; 

To facilitate the speedy adjustment of business disputes; 

To acquire and to disseminate valuable commercial and economic information ; 
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And, generally, to secure to its members the benefits of cooperation in the fur- 
therance of their legitimate pursuits. 


MEMBERSHIPS. Membership in commodity exchanges is through quali- 
fications by election and purchase of an exchange seat. The value of these seats 
has fluctuated sharply. It is determined by the outlook for trading volume, 
which largely determines how profitable membership in an exchange will be, and 
the value of exchange assets. 

Exchange seats are limited in number, so that they can be acquired only through 
ate from another member. Thus New York Cotton Exchange memberships 
total 450. 


MANAGEMENT. The central government of commodity exchanges is 
vested in a president, one or several vice-presidents, a treasurer, and a governing 
body usually known as Board of Governors or Board of Managers. Officers and 
governors are elected annually. The administrative work is largely done by a 
salaried secretary of the exchange. 


STANDING COMMITTEES. A number of standing committees, though 
subject to final authority of the Board of Governors, exert great powers. The 
names and the work of some of these committees are as follows: 


The Arbitration Committee adjusts differences among exchange members. 
Voluntary or compulsory arbitration of disputes between members plays an im- 
portant role in commodity exchange practices. Prototype for voluntary arbitra- 
tion is the Chicago Board of Trade, whose rules state that, “The policy of the 
Association is to encourage, but not to compel the arbitration of disputes.” 
Arbitrators possess wide judicial power including the right to subpoena mem- 
bers. Decisions of the arbitration committee are binding upon the parties and 
enforceable under the bylaws of the exchange by disciplinary action. Appeals 

_against such decisions are allowed, in which case special committees appointed 
by the Board of Governors usually have the right to issue final decisions. 


The Business Conduct Committee investigates alleged misconduct on the 
part of a member, on its own initiative or by direction of the Board of Governors. 
Strong business conduct committees are responsible for the fact that few abuses 
occur in commodity exchange practice. Membership discipline on these ex- 
changes is very strict. When formal complaints are issued against a member, 
the Supervisory Committee assumes jurisdiction. If the Supervisory Commit- 
tee finds against a defendant, the Board of Governors fixes penalties. 

The Floor Committee has jurisdiction over business conduct on the floor 
of the exchange and trading rules. It has the authority to decide disputes arising 
from bids offered or acceptances in regular trading on the spot. 

The Quotations Committee is charged with the enforcement of quotation 
rules and the settlement on the floor of disputes over price quotations. It meets 
daily to establish official “bid and asked” quotations and nominal quotes for inac- 
tive trading months. 

The Committee on Commissions prescribes and enforces rigidly minimum 
commission rate schedules. Splitting of commissions and discrimination between 
large or small customers are prohibited. 

The Committee on Information and Statistics collects all data and news of 
significance to the operation of the exchange. Complete, correct, and fast assimi- 
lation of all news bearing on the supply and demand position of a commodity is 
of paramount importance in commodity trading. 
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The Grading and Warehousing Committee has the important duty of su- 
pervising the Inspection Bureau of the exchange, which is in charge of grading 
and weighing commodities for certification. It approves and supervises ware- 
houses licensed by the exchange for the storage of commodities that may be de- 
livered on futures contracts. 


RULES AND REGULATIONS. All commodity exchanges have tightly 
drawn bylaws and rules that govern business procedures and the conduct of 
their members. These rules and regulations are strictly enforced. Upon their 
soundness depends the value of the services rendered by these exchanges. 


CHIEF FUNCTIONS OF FUTURES EXCHANGES. Futures or com- 
modity exchanges provide a market place where members trade under estab- 
lished rules and regulations and where orders from buyers and sellers from 
every quarter of the globe are executed by member brokers. Some commodity 
exchanges maintain facilities for spot trading, but their primary purpose is to 
provide a market for future delivery contracts. 

The chief functions of the commodity exchanges are twofold: 


1. They provide a continuous market for the commodities traded. 

2. They make possible protection of commodity positions, incurred in the regular 
course of business, against price fluctuations through offsetting positions in the 
futures markets. This price protection is called hedging. 


These two functions of the futures markets are best described as their market 
function and their price risk insurance function. 


The Market Function. Futures exchanges provide a market place and ma- 
chinery where sales and purchases of a commodity can be made at any time. 

It often is asserted that, without the exchanges, there would be no continuous 
market in these commodities. Consequently, potential sellers or buyers would 
not, at all times, know exactly the price at which they can purchase or sell. This 
argument goes on to say that though farmers or producers may never use the 
mechanism of the exchange to dispose of their output—although they can easily 
do so—the existence of the exchange assures their ability to sell when they want 
to, at prices that can be checked readily against prevailing exchange quotations. 
However, this really is true only when the exchanges are an integral part of the 
marketing system of the particular commodities, and when trading is in large 
volume and active. In numerous instances, the exchanges are an adjunct to the 
marketing system and not an integral part. In the case of some of the “minor” 
commodities, there may be no futures trading for days on end and quotations 
may be purely nominal, i.e., bid and asked prices at the opening, the several 
“calls” during the day, and the close. 

Futures exchanges not only provide buyers and sellers with a continuous mar- 
ket—where orders from all parts of the country can be executed within a few 
minutes—but make for more orderly markets in which price changes between 
transactions—with rare exceptions—are only fractional. There are no off-the- 
record dealings on these exchanges; all trades are made in full view at a trading 
ring by public outery. 


The Price Risk Insurance Function. The fact that usually a considerable 
period elapses between the production and consumption of a commodity in- 
volves serious price risks. During this period the commodity is owned by some- 
one—this may be either the producer, a processor or handler, or the ultimate 
consumer. Whoever he is, the owner is confronted with the possibility of unfore- 
seen price fluctuations that could cause severe losses. 
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If futures exchanges did not provide a mechanism for protection against such 
price risks, distribution costs would be materially higher. Through the exchanges, 
positions in a cash commodity—either in the form of a commitment to deliver at 
a later date at a specified price or in the form of inventory—may be offset by 
positions in the futures market. Thus, somebody “long” in the cash market may 
offset this position by going “short” in the futures market, und vice versa. 

i The practice of buying or selling futures to counterbalance an existing position 
in the cash market, and thus avoid the risk of unforeseen price fluctuations, is 
called “hedging,” which is discussed at length below. 


Diffusion of Risks. By far the most important role of futures exchanges is 
their diffusion of economic risks, which otherwise would have to be carried by 
relatively few people—producers, processors, or dealers. But futures markets can 
function only if buyers and sellers are standing by at all times to take over these 
risks. Since trade buyers and sellers may not be on hand at any given time, 
“outside participation” or speculation is also required. 

Hedging alone—despite the fact that it may be done on both sides of the market 
—does not assure a functioning futures market. A two-way market requires 
also speculative participation. This need is clearly recognized by the exchanges 
and administrative agencies. Commodity exchange regulation is aimed at the 
prevention only of excessive speculation. 


Free versus Controlled Markets. Since the major function of commodity 
exchanges is protection against price risks, they are a feature of free trading in 
commodities. If prices of commodities are fixed by law or by international agree- 
ment, the price insurance function of the futures market loses its importance. 

Domestic or international price support measures do not necessarily doom trad- 
ing in commodity futures, so long as rigid price fixing is avoided. If such con- 
trols permit fluctuations between upper and lower price limits, future markets 
_ still serve a useful purpose. 


Regulation of Commodity Exchanges 


EARLY LEGISLATIVE MOVES. Attempts to regulate commodity ex- 
changes are almost as old as futures trading itself. Their main purpose has been 
the protection of the affected trades and the public against abuses. During the 
late 90’s several attempts were made to outlaw futures trading altogether as mere 
“gambling.”’ Charges of price-manipulation led to numerous investigations of the 
exchanges and their practices. In 1892 prohibition of short selling in com- 
modity markets came within an inch of becoming the law of the land through 
the so-called Hatch Bill. Germany, in 1896, actually outlawed short selling with 
the result that completely one-sided markets were created that could not function 
properly. 

Following the turn of the century, attempts to prohibit futures trading were 
replaced by a trend toward government supervision. 

The three basic commodity exchange laws in this country are: 


1. The Cotton Futures Act of 1915. 

2. The Grain Futures Act of 1922. 

3. The Commodity Exchange Act of 1936. 

The Cotton Futures Act. The Cotton Futures Act grew out of the refusal 
of the New York Cotton Exchange to change its system of fixing differentials for 
various grades of cotton deliverable against futures contracts. The shortcomings 
of the “fixed difference” system used in earlier years had become apparent in 
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1906 when, due to extremely poor weather conditions, a scarcity of high quality 
cotton developed and, as a result, the spread between high and lower grades in 
the spot markets widened sharply. ; 

The exchange’s Revision Committee, which under exchange rules determined 
fixed differentials twice a year, failed to recognize these conditions, so that it be- 
came advantageous to deliver low grade cotton on futures contracts. Futures 
prices were thereby depressed, and the market lost its value as a medium for. 
hedging. The Commissioner of Corporations suggested switching to a system of 
commercial differences, and when the exchange failed to do so the Cotton 
Futures Act made use of commercial differences mandatory. The Act also pro- 
vides for the use of standards set by the Department of Agriculture, and estab- 
lishes a system of inspection, grading, and labeling of bales under the supervision 
of officials of the Department. 


The Grain Futures Act. Principal objectives of the Grain Futures Act, 
passed in 1922, were: 


1. To prevent misuse of grain futures exchanges that might result in “sudden and 
unreasonable fluctuations in prices” and in the cornering of grain. 

2. To prevent dissemination of false or misleading reports concerning crop or 
market conditions. 

3. To open the contract markets for producers by preventing the arbitrary ex- 
clusion of properly formed and conducted cooperative associations of producers 
engaged in the cash grain business. 


To keep the market under observance, the Grain Futures Administration re- 
quired daily reports on open commitments in wheat, corn, or oats futures of 
200,000 bushels or more. 

The Commodity Exchange Act of 1936 is an amendment to the Grain Futures 
Act. 


THE COMMODITY EXCHANGE ACT OF 1936. This Act is based upon 
the findings of Congress that commodity futures markets are affected with a 
national public interest, that the commodity exchanges are an integral part of the 
agricultural marketing system, and that, since futures trading and prices are 
susceptible to speculation, manipulation, and control and to sudden and unrea- 
sonable price fluctuations, regulation of trading in the commodities specified in 
the law is essential in the public interest. Regulation under the Act is directed not 
to the restriction of legitimate competition but to the improvement of the markets 
as price-registering mechanisms. 

The Act prohibits undesirable practices—such as price manipulation and 
cornering of a commodity; cheating, defrauding, or making false reports to cus- 
tomers by brokerage houses; disseminating false crop or market information; and 
entering into fictitious transactions. It requires that futures commission mer- 
chants and floor brokers be registered and that a futures commission merchant 
provide protection of customers’ funds. 


Administration. There are three levels of authority under the Act. The 
highest level is the Commodity Exchange Commission, which consists of the 
Secretary of Agriculture (Chairman), the Secretary of Commerce, and the At- 
torney General. The next highest level is the Secretary of Agriculture, acting 
alone, and below him is the Commodity Exchange Authority headed by the 
Act Administrator. The Authority is a part of the United States Department of 
Agriculture. Administration and enforcement of the Act is carried out for the 
most part by the Authority and the Act Administrator. 
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Commodities Covered. The term “commodity” as used in the Commodity 
Exchange Act applies to agricultural products and to products processed there- 
from (such as cottonseed oil and cottonseed meal from cottonseed). The Act has 
been amended several times to include commodities not listed in the original Act 
and presumably may be amended further to include some of the commodities in 
which futures trading has been instituted during the past few years. As of Febru- 
ary 1, 1963, the commodities subject to the Act included: wheat, corn, oats, rye, 
barley, flaxseed, rice, grain sorghums, millfeeds, butter, eggs, potatoes, onions, 
cotton, wool, wool tops, fats and oils (lard, tallow, cottonseed oil, peanut oil, soy- 
bean oil, and all other fats and oils), soybeans, cottonseed, peanuts, cottonseed 
meal, and soybean meal. 


Contract Markets. The Act requires that all futures transactions in the com- 
modities covered by the Act be made on an exchange that has applied to and has 
been designated by the Secretary of Agriculture as a contract market. A number 
of commodity exchanges do not fall under the purview of the Act. Among these 
are such leading exchanges as the New York Coffee and Sugar Exchange, the New 
York Cocoa Exchange, and the New York Commodity Exchange. 


Prevention of Manipulation. To prevent manipulation and corners, the Com- 
modity Exchange Act makes it unlawful to execute transactions in regulated 
commodities: 


1. If such transaction is commonly known to the trade as a wash sale, cross trade, 
or accommodation trade, or if it is a fictitious sale; 

2. If such transaction is commonly known to the trade as privilege indemnity, 
bid, offer, put, call, advance guaranty, or decline guaranty, or 

3. If such transaction is used to cause any price to be reported, registered, or 
recorded that is not a true or bona fide price. 


What constitutes “manipulation” has been more precisely defined by court deci- 
- sions interpreting the Act. This is treated in considerable length by Campbell 
(Trading in Futures Under the Commodity Exchange Act, booklet reprinted from 
The George Washington Law Review, Vol. 26). 


Curbs on Speculative Trading. The Act authorizes the fixing of limits by the 
Commodity Exchange Commission on the amount of trading that may be done 
by any person each day, as well as on the amount of speculative open commit- 
ments that may be held by any one interest. 

Different limits may be fixed for different commodities, markets, futures, or 
delivery months. Also, limits do not have to be the same for buying and selling 
operations. Spreading or straddling operations may be exempted from the trading 
limits. Bona fide hedging transactions are exempted from any limitation on sales 
and open commitments. Limits apply to futures commission merchants or floor 
brokers only to the extent that they are not made on behalf of or for the account 
of customers. Trading limits may be imposed only by the Commodity Exchange 
Commission after due notice and opportunity for hearing. A number of orders 
have been issued under this provision of the Act, covering grains, generally, rye 
specifically, cotton, soybeans, eggs, and fats and oils. 

Prevention of Squeezes. The prevention of “squeezes” or congestion in cur- 
rent delivery months is one of the most difficult problems of commodity exchange 
procedure and supervision. 

There are two major types of squeezes: 


1. If a discrepancy develops between the amount of outstanding futures contract 
and available supplies that can be delivered against such contracts, it is called a 
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“natural squeeze.’ This is most apt to happen toward the end of the season when 
crops are short. 

2. If a discrepancy between the volume of outstanding futures contracts and de- 
liverable supplies results because supplies are tightly held by a small number of trade 
interests or speculators, the squeeze is an artificial one, commonly called a “corner.” 


The Commodity Exchange Act contains a special provision [section 5a(4) | 
designed to prevent excessive price fluctuations due to squeezes by enabling the. 
Secretary of Agriculture to require the establishment of a cease-trading period. 
Under this provision the Secretary of Agriculture may direct a contract market to 
“provide for a period, after trading and contracts of sale of any commodity for 
future delivery in a delivery month has ceased, during which contracts of sale of 
such commodity for future delivery in such month may be satisfied by the delivery 
of the actual cash commodity.” 

The purpose of this provision is to enable persons who sold futures contracts to 
ship the actual commodity for delivery on the contract from considerable dis- 
tances to the delivery point after trading in the contract for that month has 
stopped. This will tend to make holders of long contracts considerably more 
willing to even up their positions before trading in a delivery month stops, unless 
they want to take delivery on the contract. 

The Secretary of Agriculture has ordered contract markets to maintain a period 
of not less than 3 business days and not more than 10 business days during which 
contracts for future delivery in the current delivery month may be settled by 
delivery of the actual cash commodity after trading in such contracts has ceased. 


Handling of Customers’ Funds. The Commodity Exchange Act requires strict 
segregation of customers’ margin moneys. Futures commission merchants must 
treat such amounts as belonging to the customers, and may not use them in their 
own business or for extending credit to others. 

On October 10, 1936, upon advice of the Solicitor of the United States Depart- 
ment of Agriculture, it was ruled that full compliance with these provisions of the 
Act requires segregation not only of customers’ funds received to margin or guar- 
antee trades but also of funds and equities accruing to customers as a result of 
payments received from the Clearing House Association of a contract market 
covering settlements to the market each day. On August 11, 1937, it was officially 
announced that the Commodity Exchange Authority would “view with disfavor 
all contracts between futures commission merchants and customers which purport 
to give a commission firm blanket authority to use customers’ funds as it sees fit.” 
There is no objection, however, to bona fide agreements whereby customers, trad- 
ing in commodities not covered by the Act, authorize the transfer of funds from 
one account to another as needed to avoid margin calls. : 


ENFORCEMENT OF THE COMMODITY EXCHANGE ACT. En- 
forcement of the Act is based on: 


1. Designation of Commodity Exchanges as “contract markets” by the Secretary 
of Agriculture upon application. 

2. Registration of futures commission merchants and floor brokers by the Secre- 
tary of Agriculture. 


No futures commission merchant may solicit or accept orders for the purchase 
or sale of any commodity for future delivery unless he is registered with the 
Secretary of Agriculture and his registration has not expired. These registrations 
have to be renewed every year. 

Registrations may be suspended or revoked (after due notice and hearing) for 
violation of any provision of the Act or regulation issued by the Secretary of Agri- 
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culture. These require the keeping of proper books and records, which must be 
held open to inspection by representatives of the Department of Agriculture or the 
Department of Justice. 

On July 14, 1937, the Secretary of Agriculture published an extensive set of 
Rules and Regulations to facilitate application of the Commodity Exchange Act. 
These rules and regulations have been amended repeatedly, and are available in 
booklet form at the United States Department of Agriculture, Washington, D.C. 


Reports on Holdings. Supervision of regulated futures markets is facilitated 
by an elaborate system of daily reports to the Commodity Exchange Authority. 

Each clearing member of a contract market must report daily the total of all 
open accounts “long” and “short” carried at the beginning and end of the busi- 
ness day, as well as the net position of all accounts open on his books and the daily 
volume and quantity of cash commodities delivered on or received on futures 
contracts. Such reports must be filed at the local office of the Commodity Ex- 
change Authority not later than 30 minutes before the official opening of the 
market on the following business day. 

In addition to these reports, daily reports are required of all persons holding or 
controlling open contracts of specified size. Every person who holds or controls 
open contracts in any one future of any regulated commodity on any one contract 
market that equal or exceed the amounts fixed by the Secretary of Agriculture for 
reporting purposes shall report these on the specified forms. Such reports are due 
daily, except that if on any day such person has no trades or transactions in any 
future previously reported and there has been no change in the open contracts, the 
last report shall be considered as his report on open contracts in all interven- 
ing days. 


Special Calls. Whenever in the judgment of the Act Administrator a danger 

of congestion exists in any delivery month, each member of a contract market 

-and each futures commission merchant may be called upon to report all accounts 

carried by him that show open contracts in any designated delivery month equal 

to or in excess of the amount specified in the call. The above limits do not apply 
in such cases. 


Penalties. The Commodity Exchange Act has real “teeth” in its penalty pro- 
visions. Fines of up to $10,000, or imprisonment up to one year (or both) is 
provided for violation of the following provisions of the Act: failure of commis- 
sion merchants or floor brokers to register; wilful errors in reporting contracts to 
the Secretary of Agriculture; attempts to operate outside contract markets or false 
representation as members of a contract market; violations of trading and position 
limits set by the Commodity Exchange Commission; attempts to manipulate 
exchange prices or to corner a commodity; or careless transmission of misleading 
or false market information in interstate commerce. 

Failure or refusal of an exchange to comply with provisions of the Act is punish- 
able with (1) suspension for a period up to 6 months, (2) revocation of its desig- 
nation as a contract market, and (3) issuance of a “cease and desist” order. These 
actions on the part of the Commodity Exchange Commission require notice and 
hearing. Failure to comply with a cease and desist order is punishable by fine of 
$500 to $10,000, imprisonment of 6 months to a year, or both. Each day during 
which such order is ignored constitutes a separate offense. 


SELF-REGULATION OF EXCHANGES. The Commodity Exchange Act 
has set the pattern for futures trading that is followed also by exchanges that are 
not subject to the Act because they deal in “unregulated” commodities. Most pro- 
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visions of the Act reflected practices enforced by exchange bylaws even before the 
Act was passed as desirable measures of self-regulation. Self-regulation seeks to 
prevent “any conduct detrimental to the best interest of the exchange or the 
welfare of the United States.” 

Under the bylaws of Commodity Exchange, Inc., for instance, exchange mem- 
bers may be suspended or expelled by the Board of Governors on any one of nine 
different counts, including refusal to submit to and abide by arbitration decisions, 
misstatement of facts in advertisements, disreputable or fraudulent transactions, 
and insolvency. 


Margin Rules. One important matter left entirely to self-regulation by com- 
modity exchanges is the margining of futures transactions. 

The Commodity Exchange Act, although requiring segregation and separate 
handling of customers’ margin moneys, does not now give the government the 
authority to fix margin requirements. In circumvention of the Commodity Ex- 
change Act the Administration in March 1946 used the Emergency Price Control 
Act of 1942 to force the cotton futures exchanges in New York, New Orleans, and 
Chicago to raise their margin requirements sharply. The Administration’s argu- 
ment was that stricter control of speculation in cotton futures was essential to 
carry out the mandate of the Price Control Act. Use of this device to fix margin 
requirements ended automatically when price controls were discontinued. 

The basic margin rule, adopted voluntarily by all futures exchanges, is that 
initial margins on speculative accounts required from customers shall not be 
smaller than those fixed for clearing members of the exchanges. This rule was 
adopted by the Chicago Board of Trade in 1934 and by the New York Cotton 
Exchange in 1937, following an informal request of the Commodity Exchange 
Administration. 

If commodity exchanges permit the opening of trade accounts—as distinguished 
from speculative transactions—on credit without deposit of margins—the bylaws 
usually set maximum limits for the extension of such credit. 


Mechanism of Futures Trading 


TRADING FACILITIES. Trading in commodity futures’ is carried out at 
trading rings at the various commodity exchanges. On the grain exchanges these 
are called pits. Usually there is a separate pit or ring for each commodity traded. 

Blackboards, in full view of the trading ring, serve to register all transactions. 
Quotations are also distributed by ticker, similar to the stock ticker. 

The trading floor is connected with commission house and dealers’ offices by 
direct wires. This enables execution of buying or selling orders in a matter of 
minutes from all parts of the country covered by the net of commission house 
branch offices. Private wire systems connect virtually every sizable city in the 
United States with Chicago, New York, and other futures trading centers. 


HANDLING OF ORDERS. Buying or selling orders for futures contracts— 
regardless of whether they are for trade accounts or speculators—are routed 
through commission houses. Most commission houses handling securities are 
equipped to handle commodity orders also. The larger commission houses are 
members of virtually all or at least the major commodity exchanges. 

The actual execution of orders at the trading rings is handled by floor brokers. 
Their chief function is to act as brokers for other exchange members. They are 
brokers’ brokers. Both commission brokers and floor brokers frequently trade for 
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their own account, but exchanges prohibit members from acting as agent and prin- 
cipal in the same transaction. 

Traders on commodity exchanges fall into two categories: hedgers, who use 
the futures markets to avoid speculative risks in their business resulting from price 
fluctuations, and speculators, who go into these markets to profit by price 
fluctuations. 

Floor traders who seek to profit from daily price fluctuations by brief commit- 
ments are called scalpers. This activity is not restricted to exchange members, 
but nonmembers are hampered in such in-and-out trading by commission and 
clearing costs, as well as the fact that they are not in contant touch with ring 
activity. 

One type of speculator in commodity trading is the straddler or spreader. 
Straddlers seek to capitalize on changes in the spread between quotations for dif- 
ferent delivery months in a futures market, or between different futures markets 
in the same commodity. They buy in one market or one specific delivery month, 
while at the same time selling short an equal amount in another market or another 
specific delivery month. Sometimes spreads are tried between two commodities; 
such as wheat and corn; or cottonseed oil and lard. Such operations are based 
either on known seasonal developments or on the fact that “normal” price rela- 
tionships in futures markets sometimes become temporarily distorted. (The term 
“straddler” is used in cotton trading; “spreader” in the grain trade.) 


MARKET AND LIMIT ORDERS. Orders to buy or sell commodity futures 
can be either “at the market” or at a price limit. Practice corresponds exactly 
with that used in securities trading. 


SHORT SELLING. There are no restrictions on short selling of commodity 
futures contracts other than the trading limits established for grains and cotton 
by the Commodity Exchange Authority, which apply to transactions on the long 

-side of the market as well as on short sales. The Commodity Exchange Commis- 
sion may establish different limits for longs and shorts. These limits are for specu- 
lative accounts only. 

No limits whatsoever apply to trade accounts. Without unrestricted short 
selling in commodity futures, these markets could not be used for hedging 
purchases. 


STOP-LOSS ORDERS. Widely used in futures markets for purposes of 
price protection is the “stop-loss” order. It reads something like this: “Sell 10 
December wheat contracts at $1.50, stop.” This type of order is used when a trader 
wants to protect book profits on long positions against sudden market breaks, or 
if he wants to limit his loss when he enters a futures market. As long as the 
market is above the “stop,” such an order remains a limited order. However, as 
soon as the stop price is reached or passed, the order becomes a market order, 
to be executed at the best price obtainable. There is thus no guaranty that the 
order will be executed at the stop point. Particularly in thin markets, fluctua- 
tions between transactions may be so wide that the market goes right through the 
stop point. Furthermore, it occurs frequently that in a declining market a large 
number of stop-loss orders become effective at the same point, which will aggra- 


vate a declining price trend. 


EXECUTION OF COMMODITY ORDERS. Quotations on futures 
exchanges are determined by open outcry. On most exchanges trading is opened 
by a special “call.” This is a means of establishing opening prices for all delivery 
months in an orderly manner, instead of plunging at once into general trading. 
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Each trading month is called out in succession and offers to buy and sell are made 
for that month only. Sales may or may not occur at the opening call. When the 
call is finished, regular trading begins. The call procedure usually is repeated at 
Inast twice, and in some instances three times, during each trading session. 

Futures markets quotations are reported daily in the financial press and in 
other large newspapers. Daily price reports show opening and closing prices, as 
well as the daily high and low for each delivery month. 

In addition to price quotations, daily information is given on the volume of 
trading and on open commitments. The latter figures are published a day late. 

All trades at the ring must be made at the market. An offer to sell at the ring 
is open to the first buyer who meets the price. A bid must be closed with the first 
broker who offers a lot at the same price. 

The lowest offer and the highest bid constitute the price limit for the market. 
A seller cannot offer his lot “all or none”; but if there are simultaneous accept- 
ances, one for all and the other for part of the lot, the former gets preference. 

Trading hours are rigidly regulated, but vary somewhat among exchanges. 
No trades may be made before or after trading hours. All orders unexecuted at 
the closing gong must await the opening of the exchange on the following busi- 
ness day. 

Trading hours are relatively short—usually from 3 hours and 40 minutes to 5 
hours, depending on the exchange—for concentration of trading within a rela- 
tively brief but active period better reflects demand and supply than dispersion 
of orders over a longer part of the day. It is also felt that shorter trading periods 
discourage manipulation. 


CONTRACT UNITS. Trading in futures is done on the basis of specified 
contract units or multiples thereof. Thus the standard grain contract is for 5,000 
bushels and the standard (New York) cotton contract for 100 bales. 


JOB LOT TRADING. A few futures markets have facilities for trading in 
job lots, similar to trading in odd lots of securities. Job lot sizes also are fixed 
by exchange rules. Thus, the Chicago Board of Trade permits job lot sales in lots 
of 1,000 bushels in all grains, with the exception of oats, which may be traded in 
lots of 2,000 bushels. 

Prices for job lots are quoted % cent per bushel above and below the market 
for purchases and sales, respectively. 

Trading in cotton futures at the New Orleans Cotton Exchange is in 50-bale 


lots, but this is the basie contract unit at that exchange rather than a special 
job lot. 


PRICE FLUCTUATIONS. In market operations price fluctuations are 
governed in part by regulations to prevent excesses of a manipulative nature. 


Minimum Fluctuations. To fulfill their function as sensitive market barom- 
eters, quotations on futures markets are permitted to fluctuate by a very small 
fractions under exchange bylaws. These are known as “minimum fluctuations.” 
Grains fluctuate by % cent per bushel, or only $6.25 on a full 5,000-bushel con- 
tract. Rubber, cotton, coffee, sugar, cocoa, and cottonseed oil futures move up 
and down in fractions of Yoo cent per pound. 


Daily Fluctuation Limits. To curb excessive speculation nearly all futures 
exchanges limit price changes permitted to occur during a single trading session. 
The Chicago Board of Trade limits the daily advance or decline in wheat futures 
to 10 cents per bushel. Once the price hits the permissible limit, prices are quoted 
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bid or offered at the limit, and orders can be executed only if the price falls within 
the daily limit. 

Most exchanges figure the daily fluctuation limit up and down from the previous 
closing price. The possible daily maximum range is thus double the limit, or 
20 cents in the case of wheat. In some instances, however, the maximum range is 
the amount of fluctuation either above or below the previous close. 

Eye fluctuation limits are not uniformly approved in the trades. Crities say 
tnat 


1. Such limits immobilize futures markets at times; and therefore 
2. Jeopardize the hedging function because it may become impossible at times 
to place or lift hedges. 


This is aggravated if a succession of limit advances or declines occurs. 


TRADING AND POSITION LIMITS. The most far-reaching restrictions 
on futures trading are the limits on the volume of daily trading permitted each 
person and the amount of open commitments that may be held by nontrade 
members. Several commodity exchanges in the past have from time to time im- 
posed such limitations if they were believed necessary in the interest of the ex- 
change and the public. The best-known example of this type of voluntary restric- 
tion was the so-called “gentlemen’s agreement’? between the Chicago Board of 
Trade and the Administration in the late 30’s under which speculative holdings 
were restricted to an amount of 5,000,000 bushels. 

Such voluntary restrictions were not believed sufficient by the Commodity 
Exchange Administration, however. The Commodity Exchange Act gives the 
Commodity Exchange Commission authority to fix daily trading and position 
limits, and the Commission has issued a number of orders fixing such limits. 


MARGIN PRACTICES. The role of margins in commodity futures trading 
differs from that in the security markets. Although buying and selling of securi- 
ties on organized stock exchanges may be for cash or on margin, trading in com- 
modity futures on organized exchanges is never on a cash basis. Margins in 
security accounts constitute part payment for securities purchased. But margins 
in futures trading only bind seller and buyer to a contract that actually will not 
be consummated until a later date. For this reason, commodity margins always 
have been lower than security margins. 

There are two classes of commodity margins: 


1. The margins that clearing house members must pay into their clearing house 
accounts to safeguard fulfillment of their potential financial obligations. 
2. The margins that commission house merchants require from their customers. 


Customers’ margins usually are moderately higher than clearing house 
margins, averaging about 10% of the purchase value of a futures contract, 
although they are not formally based on percentages of contract value. They 
frequently are increased in times of erratic price movements in a futures market. 
A call for additional margin is usually issued when the actual margin has been 
reduced by a change in price to 75% of the original requirement. When price 
movements are erratic margin requirements usually are raised by the Clearing 
House Associations. The cotton exchanges now have margins directly tied to 
fluctuations in the price. In the case of grains, changes are ordered from time to 
time as conditions warrant. 

Minimum margin requirements usually are higher for speculative accounts 
than for hedging or spreading operations. On grain hedging transactions the initial 
margin is the clearing house requirement as a minimum. No Chicago Board of 
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Trade member may carry for a customer hedging or spreading transactions in 
erain when the customer’s account, figured to the market, would result in a deficit. 


EXTENSION OF CREDIT. Some exchanges permit the extension of 
credit—instead of initial margins—in the case of hedge positions for trade ac- 
counts, as contrasted with speculative transactions. But the trend has been away 
from this practice. 


COMMISSION RATES. All commodity exchanges have rules fixing mini- 
mum commission rates to prevent unfair competition between commission houses 
in the solicitation of business. Splitting of commissions is prohibited. 

Commodity futures commissions usually are expressed in terms of the full 
commission for a “round-turn” transaction, consisting of a purchase and subse- 
quent sale of a contract, or vice versa. 

Commission rates are much lower for exchange members than for nonmem- 
bers. Commission rates on commodity futures are considerably lower than com- 
parative costs in security trading. 


LIQUIDATION OF FUTURES CONTRACTS. Futures contracts can 
be liquidated in three ways: through delivery of the actual commodity; through 
offset—sale or purchase—in the futures market; or, in cases of emergency, through 
settlement by order of the affected commodity exchange. 


LIQUIDATION BY DELIVERIES ON CONTRACT. Although only 
a small proportion of futures contracts are settled by actual delivery of commodi- 
ties, it is important to remember that legally every buyer of a futures contract 
obligates himself to accept and pay in full for the commodity specified in the 
contract if he holds his contract until maturity. 

Similarly, the seller is under obligation to deliver and receive payment for a 
stipulated amount of the commodity. Through orders given through their re- 
spective brokers, the traders on both sides of the transaction are under contract to 
make or take delivery of the physical commodity unless sometime prior to the 
maturity of that contract their obligations are cancelled out. 

Intimate knowledge of grades that may be delivered against a futures contract, 
and of the differentials applicable in case of delivery, is of paramount importance 
for trade or industrial firms intending to make use of a futures market. (See 
deliverable grades and determination of differentials under the discussion 
above of “The Futures Contract.”) 

Rules and regulations on deliveries of actual commodities against futures con- 
tracts are very rigid. 

Seller’s Options. Although futures contracts restrict deliveries to the delivery 
month specified in the contract, the seller has two important options: 

1. He can choose the day during the delivery months on which he wants to make 

delivery on his contract. 


2. It is his privilege to determine which of the deliverable grades he wants to 
deliver. 


The exchange rules require that a seller declare his intention to deliver one or 
several days ahead of time. Of particular importance in commodity trading is the 
day on which intentions to deliver on a contract may first be declared. The day 
is called the “first notice day.” 


First Notice Day. This day marks the period for the final liquidation of a 
maturing futures contract. Usually it is preceded by a considerable amount of 
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contract liquidation on the part of longs or shorts who do not intend to make or 
take delivery on their contracts. The intention to deliver on a futures contract is 
signified by. the issuance of a “delivery notice” or “transferable notice.” 

Trading in a futures contract stops a specified number of days before the end 
of the Saline month, to give sellers some additional time to make deliveries 
before the end of the month. 

The last day of trading in a maturing contract is called the expiration day of 

the contract, or simply the “last trading day.” The period during which deliveries 
may still be made while trading in the maturing future has stopped is called the 
cease-trading period. In grains, this is 7 business days by special order of the 
Commodity Exchange Kuthority. Intentions to deliver must be declared 1 day in 
advance of actual délivery: 
Cotton exchanges require the issuance of delivery notices 5 days ahead of 
intended delivery, and set the last date for delivery at 7 days before the end of the 
delivery month. The practical effect of this is to stop trading in a delivery month 
at least 12 business days before the end of the month. 

Most other futures markets permit trading in the maturing contract up to a day 
or two previous to the end of the delivery month, and require issuance of delivery 
notices only a day ahead of the date of intended delivery. 


Delivery Notices. The delivery notice informs the buyer actual delivery is 
planned and specifies the grade of the commodity that the seller—in accordance 
with the exchange regulations on deliverable grades—intends to deliver. 

Deliveries on futures contracts must be made at specified delivery points out 
of stocks in warehouses officially licensed by the exchange. Furthermore, the con- 
tract requires that the grade and weight of the commodity be officially de- 
termined by a licensed inspector. In some instances inspections are made under 
direction of federal or state governments; in others the exchanges themselves pro- 
vide the facilities. Deliveries are facilitated through transfer of warehouse re- 
ceipts from seller to buyer. 


Notice Procedure. Delivery notices are handled through the clearing house of 
each commodity exchange. The seller delivers his notice to the clearing house; 
then it is up to the clearing house to deliver it to someone who 1s long a contract. 

Methods used by various clearing houses to determine the buyer to whom a 
notice should be sent vary, but a notice is deemed accepted by a buyer unless it is 
passed on to a different buyer within a certain time limit. This limit is some- 
times as little as 20 minutes after receipt of the notice. If notices are passed on in 
such a way it is said that they are “circulating,” until “stopped” by someone. 
The readiness with which delivery notices are stopped by traders indicates the 
technical condition of a futures market. 


LIQUIDATION THROUGH OFFSET. Normally 98% to 99% of all 
outstanding contracts are liquidated through an offsetting transaction on the 
futures market rather than through delivery. 

If a trader in January buys one hide futures contract calling for the delivery of 
40,000 pounds of hides during the month of June and if some time between 
January and June he gives an order to sell one hide futures contract, the later sale 
will offset his original purchase. As a result, his contractual pihgation to accept 
delivery and pay for 40,000 pounds of hides is nullified. 

The possibility of liquidating futures contracts through offset is one prerequisite 
for the use of futures markets for hedging purposes. 
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A futures market fulfills its function best if the percentage of deliveries on 
contract is virtually nil. A sharp increase in deliveries—preceded by an increase 
in certificated stocks in licensed warehouses that may be used for such deliveries— 
usually indicates that the futures contract is not functioning smoothly. The suspi- 
cion in such instances is that the exchange differentials for deliverable grades are 
no longer in line with commercial differences, so that sellers are better off to 
make deliveries. 


Switching. Liquidation of futures contracts through offset can be effected 
either through outright liquidation of a position or through switching from one 
delivery month into a later one. A switching operation consists of two separate 
transactions: the sale of a nearby delivery and the simultaneous purchase of a 
deferred delivery; or vice versa. Switching plays an important role in commodity 
trading. It is used to maintain a position in the futures market either for trade 
purposes (hedging) or for speculative reasons. 

Commission rates for switches are the same as for a regular round-turn opera-~ 
tion, consisting of a purchase and subsequent sale or vice versa. 


LIQUIDATION THROUGH SETTLEMENT. The bylaws of all futures 
exchanges authorize the exchange to order settlement of futures contracts at a 
specified price, if such action is held necessary in the best interests of the trade. 
Use of this authority is restricted to emergencies, particularly an extreme price 
squeeze on shorts due to an acute shortage of spot supplies. Exchanges are re- 
luctant to make use of this authority, for it contradicts the principle of free and 
open markets. 

If a severe shortage of deliverable spot supplies is threatened, commodity ex- 
changes occasionally order trading in a delivery month restricted to the liquida- 
tion of outstanding contracts several weeks or even months ahead of the formal 
expiration date of the contract. If liquidation at a settlement price becomes 
necessary, great care must be exercised by the exchanges to set a fair price that 
does not favor unduly longs or shorts. 


Clearing House Functions 


NEED FOR CENTRAL CLEARING. Modern commodity exchanges could 
not function properly without a streamlined mechanism for clearing futures trans- 
actions. Clearing organizations play an even more important role in commodity 
trading than they do in securities trading, because not only money differences but 
also the contracts themselves are cleared centrally. 

As has been shown in the preceding discussion, the bulk of all transactions in 
futures contracts is liquidated through offsetting transactions rather than through 
actual delivery of the commodity. This, as the Supreme Court held in the famous 
Christie case (1905), accords with the legal nature of the futures contract. It 
would not be feasible to carry all futures contracts bought or sold on the books 
of exchange members until maturity, and then to settle them through circulation 
of transferable notices. Such a system would be extremely burdensome, and 
would unnecessarily strain the financial reserves of commission merchants and 
traders alike, as all open commitments then would have to remain fully margined. 

Transactions in commodity futures are made between members of the ex- 
changes. Since the number of commission houses is relatively small, they trade 
back and forth among themselves. Market positions that offset each other are 
thereby built up each day. Instead of carrying such offsetting positions on their 
books until maturity, commission houses turn to the clearing house to match up 
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trades of the same character and clear them from the records of the brokers who 
have handled them. 


EVOLUTION OF CLEARING METHODS. The search for appropriate 
methods for clearing commodity futures transactions is as old as trading in 
futures contracts itself. Early forms were the direct settlement or “ring settle- 
ment.” Under this system brokers, involved in either buying and selling trans- 
actions, formed a “ring” to close out their respective positions. This system was 
slow at best, as it involved considerable scurrying around from office to office to 
establish a complete ring that could function to close up a series of trades. If 
rings could not be formed, contracts were frequently settled by transfer through 
substitution of one principal for another. If this, too, could not be accomplished, 
contracts had to be carried along until maturity and then settled by actual deliv- 
ery, or at least through circulation of transferable notices. 

Attempts to streamline these settlement procedures led step by step to the 
evolution of the modern clearing house system. Members of the Chicago Board of 
Trade formed, in 1884, a clearing system for the purpose of handling money 
balances growing out of futures trades. This was facilitated through the use of a 
daily “settlement price.” 

The settlement price in commodity clearing house procedure is a price set by 
a commodity exchange official to which all trades are adjusted at the conclusion 
of each day’s trading. Usually it is the closing price or the nearest even price when 
the market closes. The settlement price has nothing to do with the actual trading 
on the exchange; it is merely an internal mechanism used in determining credit 
and debit balances in interbroker relations. 

The first complete clearing system was set up by the Minneapolis Chamber of 
Commerce in 1891. The Minneapolis clearing system became the pattern for all 
future exchanges although, in the course of time, a number of important improve- 
ments were developed. 


THE MODERN CLEARING HOUSE. Every commodity exchange now 
works through a clearing association. This is usually a corporation separate from 
the exchange and independent of it. A typical example is the New York Com- 
modity Clearing Corporation. 

Membership in clearing associations or corporations is restricted to members of 
the respective commodity exchanges, but not all exchange members are clearing 
house members. Actually only larger exchange members usually acquire mem- 
bership in the clearimg house; other exchange members “clear” their transactions 
through clearing house members. Although the New York Cotton Exchange has 
450 members, the Clearing Corporation is capitalized with only 150 shares and 
- limits each clearing member to 1 share. In Chicago, with a Board of Trade 
membership of over 1,600, clearing house members in the past have averaged not 
more than about 150. 

Operating expenses of the clearing association are defrayed from a special 
clearing fee levied on all members of the association (and through them on non- 
members). If fees are larger than needed, dividends are paid to the clearing house 
members at the end of a year. 


Basic Theory of the Clearing House. The basic conception of the clearing 
house is that it takes the place of the buying or selling exchange member. It is 
substituted as seller to all buyers, and as buyer to all sellers. In this way a maxi- 
mum number of direct settlements are automatically made possible at the close 
of every trading session. 
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Purposes of the Clearing House. The certificate of incorporation of the New 
York Commodity Clearing Corporation states its purposes as follows: 


1. The purchase and sale of cotton, wool, and wool tops for future delivery and 
the acquisition of contracts made in accordance with the rules of the New 
York Cotton Exchange and of the Wool Associates of the New York Cotton 
Exchange and the assumption of the obligations arising under such contracts. 

2. The settling, adjusting, and clearing for compensation of such contracts, 

3. The buying, selling, receiving, carrying, storing, and delivering of cotton, wool, 
and wool tops in connection with the first two objectives. 

4. The protection of the association against loss in its business by establishing a 
Guaranty Fund to be raised by contributions and/or assessments. 


FINANCIAL SAFEGUARDS. In view of the central role of clearing asso- 
ciations in futures trading, an elaborate system of protection for clearing house 
members exists. The clearing house has to make good in case of a member’s de- 
fault on his obligation. Financial protection is provided through: 


1. The permanent guaranty fund carried by all clearing associations. 
2. Margining of all outstanding member obligations. 


The New York Commodity Clearing Corporation maintains a guaranty fund 
of $7,500 for each clearing member. Guaranty funds in other exchange clearing 
associations vary from $5,000 to $15,000 per member. 


DAILY REPORTS ON TRANSACTIONS. All clearing house members 
submit daily reports on their transactions to the clearing association, as well as 
their net commitments. 

Every transaction on a commodity exchange is first registered on a confirma- 
tion slip. From these confirmation slips—checked as to accuracy at the end of 
each trading session—each clearing member prepares daily purchase and sales 
sheets and a recapitulation sheet showing his previous positions and daily sales. 
These sheets must be submitted to the clearing associations within a specified 
number of hours after the close of trading, and serve for the determination of the 
member’s margin obligations with the clearing associations. 


ORIGINAL MARGINS. Since the clearing association assumes the financial 
risk under each outstanding contract, an adequate margin must be kept by each 
clearing member at all times. The regulations are very specific as to original 
margins to be paid into the clearing association by members. In most instances 
they are scaled according to the size of the net commitments held by a member. 

Thus, the New York Coffee and Sugar Clearing Association, Inc., scales its 
original margin coffee requirements as follows: 


For “B” and “W” contracts, 
$1,000 for the first 200 contracts 
$1,500 for the next 200 contracts (up to 400) 
$2,000 for the next 100 (up to 500) 
$3,000 for the next 300 (up to 800) 
$4,000 for those over 800 
For “M” contracts, the margin requirements are 20% higher. 


Original margin requirements for straddle positions usually are considerably 
smaller. Some clearing associations do not demand any clearing house margins on 
such positions. 


MARGIN VARIATION. All outstanding futures contracts are adjusted to 
the daily closing price each day through the clearing association. This prevents 
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margin impairment and enables members to withdraw profits on outstanding 
commitments from clearing house margin accounts. 

In case of wide price fluctuations during one trading session, the clearing asso- 
ciation may call for additional margins during the day. Such calls must be met 
within one hour after delivery. 

Losses paid to the clearing association or profits received from it by a clearing 
member reflect the customer-client position of the clearing member or exchange 
members for whom the clearing member did the clearing. Additional margin calls 
are passed on to the client, whereas profits received are credited to the client. 


HANDLING OF DELIVERIES. An important function of the clearing 
associations is the handling of deliveries of actual commodities against future con- 
tracts at maturity through the issuance of delivery or transferable notices, as 
described under Deliveries on Contract. 


Hedging 


THEORY AND PRACTICE OF HEDGING. The modern futures con- 
tract was evolved to minimize price risks inherent in shipping commodities over 
long distances or in the time lag between production of a commodity and its 
consumption. The futures markets enable producers, processors, dealers, or manu- 
facturers to pass on the risk of price changes between purchase and sale or pur- 
chase and consumption of a commodity to the broad group of buyers of futures 
contracts, and thereby minimize this price risk for themselves. This function of 
the futures market is called hedging. 


Definition of Hedging. The purpose of hedging is to avoid or minimize price 
risks in connection with obligations to receive or deliver commodities, or posi- 
tions in eash commodity markets. A hedge has been defined as “‘a sale or purchase 
of a contract for future delivery against a previous purchase or sale of an equal 
quantity of the same commodity or an equivalent quantity of another commodity 
that has a parallel price movement, and where it is expected that the transaction 
in the contract market will be cancelled by an offset transaction at the time the 
contemplated spot transaction is completed and before the futures contract 
matures.” (Cox, N. Y. Jour. Commerce.) 

Expressed even more broadly, hedging is the practice of buying or selling 
futures to counterbalance an existing position in the trade market, and thus avoid 
the risk of unforeseen major movements in price. (Hoffman, Futures Trading 
Upon Organized Commodity Markets in the United States.) 


MAJOR TYPES OF HEDGES. Producers, manufacturers, importers, or 
~ dealers depend for their livelihood on an expected reasonable merchandising profit, 
manufacturing profit, or a commission. Unexpected price fluctuations can com- 
pletely wipe out their anticipated normal income and cause heavy losses unless 
they protect themselves through proper use of futures markets. It is no exaggera- 
tion to say that futures markets exist primarily for the purpose of providing 
hedging facilities for the trades and industries whose commodities are traded on 
such markets. 

The folowing examples show how this form of price protection can be utilized 
by various trade interests. 


Processor’s Hedge. A flour miller has made a contract in July to deliver 
5,000 barrels of flour in December. He will not need the wheat to fill this con- 
tract until November; yet there is no way of telling what the price of wheat will 
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be at that time. To protect himself against a rise in the price of wheat between 
July and November that might wipe out his expected profit, he immediately 
buys five December futures contracts on the Chicago Board of Trade (since it 
will take 25,000 bushels of wheat to mill 5,000 barrels of flour). Assuming that 
wheat prices, between the time of the flour sale and the actual wheat purchase 
in November, rise 2 cents a bushel, the miller will lose 2 cents a bushel on his 
flour contract, but at the same time he will make a profit of about the same. 
amount on his purchase of December wheat futures. He has thus successfully 
“protected” his merchandising profit. 


Importer’s Hedge. An importer of crude rubber has contracted with a pro- 
ducer in British Malaya to import 100 long tons of crude rubber into New York 
at a price of, say, 30 cents per pound without having an immediate buyer for 
this rubber. Should the price or rubber decline 3 cents per pound while it is in 
transit, a loss of $6,720 would result for the importer unless he protected himself 
against just such a possibility. This he can do by selling ten futures contracts on 
the rubber exchange at the time he buys the actual rubber in Malaya. If he has 
done this and the price of rubber declines 3 cents per pound before he can resell 
it, his account will show a profit of 3 cents a pound on the ten contracts he has 
sold on the exchange, to offset the loss on the sale of actual rubber. 


Dealer’s Hedge. A cotton merchant in a southern port receives an order 
from a spinner abroad for cotton of a specified grade and staple that usually com- 
mands a premium over the basis grade. He agrees to sell such cotton for de- 
livery in December, although the contract is made at a time when the crop has 
not yet been harvested and possibly has not even been planted. The risk to 
which this merchant has exposed himself by entering into an unqualified contract 
can easily result in heavy loss. Normally he expects to earn a commission of 1% 
on such sale. But if the price of cotton were to advance 5 cents a pound be- 
tween the time when the contract is made with the foreign spinner and the 
time when the merchant enters the market to buy the cotton for shipment, this 
would not only wipe out his anticipated profit but cause a ruinous loss. The 
only way he can protect himself against such possibility is to buy immediately 
an equivalent amount of December cotton contracts. 


Producer’s Hedge. A mining company expects to produce 5,000 tons of cop- 
per during the next 6 months. Its executives feel that, although present copper 
prices are high enough to realize a satisfactory profit, the trend is toward lower 
copper prices. If the company is unable to find buyers in the cash market who 
are willing to purchase the expected 5,000-ton output at a satisfactory price, it 
can turn to the copper futures market in order to sell copper futures to the 
extent of 5,000 tons. As the copper then is mined and sold to consumers, futures 
will be purchased back on the exchange. Assuming that copper prices actually 
do go down during this period, the company will offset losses from cash sales 
of the copper with profits on the futures transaction. 


Manufacturer’s Hedge. If a manufacturer is compelled to set prices on his 
products a considerable time ahead of actual manufacture and he does not want 
to increase the products’ prices later on, unexpected price advances in his major 
raw materials may severely cut his profit margins. If raw materials he needs 
are traded on a futures exchange, he can minimize this risk by purchasing fu- 
tures contracts equivalent to his manufacturing requirements, unless he has al- 
ready purchased the commodity at a satisfactory price on the cash market. 
Although this is not a perfect hedge, it is a procedure that may prove extremely 
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beneficial to the manufacturer. A case in point is the purchase of hide futures 
as a protection against rising leather prices, once a manufacturer has committed 
himself to specific selling prices over a considerable period. 


Hedging Inventories. Declines in the value of inventories constitute one of 
the greatest business risks. The danger is aggravated in declining markets be- 
cause buyers may withdraw entirely. Futures exchanges offer the opportunity 
to hedge inventories by selling futures. The futures contracts are sold as inven- 
tories are liquidated in regular channels of trade. 

Besides protecting the value of commodities in store, such hedging of inven- 
tories greatly facilitates financing because banks extend more liberal credit lines 
if inventories are hedged. 


HEDGING VERSUS SPECULATION. The aim of hedging is to seg- 
regate the elements of merchandising and speculation in business. A hedger, in 
protecting himself against undue price risks, foregoes the possibility of specula- 
tive price gains if prices should move in his favor. Many concerns do not follow 
a policy of constant hedging, but use this device only if they are in particular 
doubt regarding prospective market trends. Such “stop-gap” hedging involves a 
combination of speculation and hedging. 

Although hedges theoretically may be in the buying or selling side of the mar- 
ket, hedging operations are preponderantly on the short side of the futures 
markets. Buying hedges are encountered most in the cotton market. In no case, 
therefore, does hedging alone provide a balanced futures market; it must be 
complemented by speculative activity. 


TAX STATUS. Profits and losses resulting from hedge transactions are con- 
sidered ordinary business income or expense for income tax purposes. The In- 
ternal Revenue Service takes a rather narrow view in defining a “hedge” for 
tax purposes, however. 


LIMITATIONS OF HEDGING. Hedging relies on a basic assumption 
that in cash and futures markets price movements are parallel. This is generally 
true because: 

1. Futures contracts can be converted into the cash commodity if either buyer or 
seller desires. Thus, the “price relationship between the two is very much the 
same as that of a convertible bond to the stock into which it may be ex- 
changed.” (Hoffman, Futures Trading Upon Organized Commodity Markets 
in the United States.) 

2. Experienced exchange traders constantly watch the price relation of cash and 
futures markets for spreading operation opportunities, which help maintain 
parallel price movements between cash and futures prices. 

3. Both cash and futures prices are determined by the same basic demand and 


supply factors. 
Yet, at times, cash and futures prices may drift apart. 


Deviations in Price Spreads. Price discrepancies between futures and cash 
markets may occur near the end of a crop year when short supplies strengthen the 
cash price. Also, the basis grade on which the futures contract is based may be 
out of line with the grade of the commodity needed by the hedger. Such risks 
are known as “basis risks.” Because of them, hedging operations are far from 
a simple matter, and qualified persons should be consulted by those without ex- 
perience in such transactions. 


Basis Gains and Losses. The hedger is more concerned with the spread 
between prices in the spot and futures markets than with the price trend. 
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Transactions in the spot market frequently are not in the basis or contract grade, 
particularly in the cotton trade. Numerous varieties of cotton either command 
a premium over the basis grade or are quoted at a discount under that grade. In 
trade terminology, if a grade commands a premium it is quoted so many points 
“on” the price of a specific futures delivery. If a discount exists, 1t 1s quoted 80 
many points “off” the delivery month. Thus, a sale of cotton may be of strict 
low middling grade at “60 points off December,” or it may be of good middling 
at “50 points on December.” 

For the hedger this spread between the December contract and the specific 
grade involved in his cash transaction is all-important. The difference between 
the two is known as “basis.” Consequently, hedging is often called “trading in 
basis.” In other words, the spread between spot and futures prices is the base 
on which the hedge is built. Shifts in this base or foundation may upset the 
whole hedge. Changes in the basis yield a profit in case the spread between the 
two prices changes in the hedger’s favor, a loss if the opposite is true. These 
changes are called “basis gains” or “basis losses.” 


Expected and Unexpected Basis Changes. Basis gains or losses fall into 
two groups: those that can be reasonably expected and others that are entirely 
unexpected. Most important among expected basis gains or losses are those due 
to carrying the commodity forward in point of time within a given season, changes 
in the condition or quality of the commodity, and changes in location. 

Most important among unexpected factors is the weather. The dividing line 
between changes that are expected and those that are not is largely a matter of 
experience and ability to appraise present and future market conditions. 


HEDGING AND INSURANCE. Because “basis” losses may occur, hedg- 
ing does not provide a foolproof guaranty against loss. It would be misleading 
to say that hedging is insurance. This is not to minimize the economic importance 
of hedging, but to emphasize its complexity. It is an involved procedure that 
must be mastered for good results. Wholesale handlers of grains and cotton, 
dealers, merchants, elevator interests, or shippers are most likely to profit by 
skillful handling of hedges, or to lose because foreseeable basis changes were not 
considered. This fact applies both to the placement of hedges and shifting from 
one delivery into another. 


PROBLEMS IN HEDGING. Many perplexing problems arise in connec- 
tion with hedging and these problems necessitate making definite decisions as to 
the action to take. 


Placing a Hedge. The initial decision facing a hedger is where to place the 
hedge. This involves selection of the futures market if several are available (such 
as Chicago and Minneapolis), and selection of the specific delivery month in 
which the hedge is to be placed. 

One should then determine whether the normal price relation between dif- 
ferent markets or delivery months has been temporarily disturbed. If this is 
the case, good reason exists to select one market over another, or one delivery 
month over another. If one market is abnormally high in relation to another 
when the hedge is placed, it should be used for a hedge sale but not for purchas- 
ing a futures contract as a hedge. 

It is important to avoid inactive delivery months in placing hedges, since 
this may give rise to grave difficulties when the hedge is to be closed out or “lifted.” 


Shifting a Hedge. Normally a delivery month will be selected that closely 
approximates the time when the corresponding position in the cash commodity 
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will be terminated. Where hedges will run for a longer period, this may involve 
a shift from a nearby delivery month into a more distant delivery. If this be- 
comes necessary, hedgers are well advised not to delay switching too long. To 
avoid erratic price movements in the maturing month—which are common and 
can destroy a large part of the price protection for the hedger—hedges should 
be shifted into forward positions before a delivery month matures. Squeezes are 
most likely to occur when a delivery enters into its final liquidation phase. 


Hedging Balances. Hedging enters into the operations of a dealer, merchant, 
or processor only to the extent that an uncovered net commitment exists in the 
cash commodity. If a company or person is long and short equal amounts in 
the cash market, this in itself constitutes a hedge. When a terminal operator has 
2,000,000 bushels of wheat in store but forward sales of 200,000 bushels on his 
books, his net cash market position amounts to 1,800,000 bushels. This is the 
amount to be covered through sales of 1,800,000 bushels in the futures market. 
If he later sells another 100,000 bushels of cash wheat, a similar amount of fu- 
tures is bought back and his short position in the futures market reduced to 
1,700,000 bushels. 


Anticipating Hedge Requirements. If a dealer or merchant expects heavy 
hedge selling at the time a crop begins to move in volume, and he has a fair idea 
of the amount of hedges he will place, he may decide to start selling futures in 
small quantities before the start of the heavy crop movement. He thus antici- 
pates his hedge requirements. This constitutes an open speculation until the 
cash commodity is actually acquired. 


Buying Cotton on Call. Cotton mills requiring special grades of cotton that 
are scarce and expensive like to cover their spinning needs far in advance, 
preferably before a crop has been harvested. But uncertainties over sales and 
price prospects frequently make them hesitant to purchase such cotton far in 
advance at fixed prices—regardless of what the price trend may be between the 
time of purchase and when they actually need the cotton. Although hedging 
could be used, a different system of handling such mill purchases from merchants 
has been developed in the cotton market. Under this system the purchase price 
for such spot cotton is not fixed outright; instead mill and cotton merchants 
merely agree on a premium over or a discount under a designated futures de- 
livery at which the mill is to get such cotton later on. The buyer then has the 
privilege of selecting the exact time of delivery. When he finally calls for de- 
livery, he pays the actual price of the specified delivery month plus the agreed 
upon premium or discount of so and so many points “on or off this contract.” 
This practice is known as buying cotton on call. When the mill calls for the cot- 
ton it “fixes the price.” 

This system works in practice as follows: A mill estimates its cotton needs 
for the next year at 5,000 bales of strict middling white 1-in. Texas cotton. It 
wants to secure this cotton by buying it on call. The mill contacts a cotton 
merchant and finds that he is willing to sell such cotton at a price of 100 points 
“on May.” This price includes the merchant’s profit as well as shipping costs to 
the mill. In calculating the differential, all likely basis changes are taken into 
account by the merchant. Whenever the mill wants the cotton or part of it, it 
notifies the merchant and pays the May futures price on the day the cotton is 
called plus the “on” difference of 100 points. 

If the cotton is not called previous to the termination of the contract with the 
merehant, it is automatically called on the last day unless an arrangement is 


made for extension of the contract. 
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Under this call arrangement the mill is not protected against price changes in 
cotton, but it has the assurance that it will get the desired grade when it wants 
it. The price risk is transferred to the merchant, who is under obligation to 
deliver on call the particular grade of cotton at whatever the price may then be, 
plus the agreed upon premium covering his costs and profit. He has to go out 
and buy the desired grade immediately, but he obtains hedge protection by selling 
futures from the time he buys the cotton until the date it is called by the mill. 

The Commodity Exchange Authority published, until 1962, weekly figures on 
unfixed call cotton which helped evaluate the futures market. This was dis- 
continued because of a sharp decline in the number of reporting traders. 

To carry this type of transaction one step further, the merchant may buy the 
desired type of cotton from a farmer on a similar open price basis. He may 
agree with the farmer that the sale shall be consummated at a price of, say, 20 
points on May, or allow the farmer to fix the price whenever he wishes, as long 
as it is within an agreed period. 


Mechanics of “Call Cotton” Transaction. The mechanics of the complete 
transaction when cotton is both bought and sold “on call’—so that both the 
farmer and the mill have the right to fix the price when they choose—are as 
follows: 


Debit Credit 


Jan. 2—Merchant bought from a farmer 100 bales Middling 
1 in. at Houston at 20 points on May futures, allow- 
ing the farmer to fix the price when he chose, but 
before April 16. (May was then 34¢.) 
Jan. 29—The merchant sold the cotton to a mill in Greens- 
boro, on buyer’s call, at 135 points on May, of which 
90 points were for freight, futures commission, and 
other expenses. He gave the mill the right to fix the 
price when it pleased but before April 16. (The mar- 
ket then was 34.80¢ for May.) 
Feb. 10—The farmer notified the merchant he wanted to fix 
the price for his sale on the basis of 34.90¢, then 
ruling for May. This made the sale price 34.90¢ plus : 
.20 or 35.10¢ and the amount paid the farmer was ... $17,550.00 
(The farmer probably received $12,000 on account 
when he delivered cotton immediately and it was 
agreed final adjustment would be made when the 
price was fixed.) At the same time the merchant 
sold a May futures contract at 34.90¢ .............. $17,450.00 
Apr. 15—The mill notified the merchant to fix the price on its 
purchase from the merchant at the then current level 
of 32.80¢ per pound for May, making the sale price 
to the mill 32.80¢ plus 1.35, or 34.15¢. The merchant 
Lecelveds froniath email geen 17,075.00 
The merchant, at the time of shipping to the mill, 
would have to pay freight, and all other charges, 
equal’ to 90) points. Olecse occ. atte eee eee 450.00 
On the same date that the price to the mill was 
fixed, the merchant bought one May contract. The 


price level then was 32.80¢ making the value ....... 16,400.00 
The total result of the completed spot transaction 
and the liquidated futures hedge was therefore .... $34,400.00 $34,525.00 


Makingyareross prott Oller ice tae 125.00 
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Interpreting Futures Markets 


IMPORTANCE OF MARKET INFORMATION. The two basic pre- 
oe for successful utilization of futures markets by trade interests or specu- 
ators are: 


1. Proper use of all available market information. 
2. Correct interpretation of technical market factors. 


A great wealth of statistical and general information is available on all com- 
modities that are traded on futures exchanges. 

Each exchange provides a complete service on news and statistical data on 
its own commodities that is available to its members and, through the medium of 
the trade press and the commission brokers, to the public at large. This informa- 
tion includes government reports on the progress of agricultural crops, statistical 
information gathered by the exchanges themselves, private crop reports, and 
market reports issued by individual exchange members. Weather reports also 
must be closely followed. 


PRICE SPREADS. Changes in the price relationship between different de- 
livery months in a futures market offer valuable clues to changes in market con- 
ditions. Normally the distant delivery months are quoted at premiums over 
nearby months. These premiums reflect carrying charges for the commodity, 
chiefly storage in warehouses, insurance, and credit costs. 

Taking the hide futures market as an example, it costs about 10 points per 

month (or .1 cent per pound) to carry hides in warehouses. Therefore, the hide 
futures market normally shows a spread of 10 points per month; or 30 points 
between each of the active positions that are 3 months apart. 
_ Deviations in quotations from such carrying charge schedules seldom go far, 
since the trade constantly watches differences for arbitrage or spreading possi- 
bilities. It is significant, therefore, when the normal relation between delivery 
months is upset and nearby positions go to premiums over distant months. This 
points to the development of spot supply shortages, or at least considerable 
nervousness over the possibility that congestion or even a squeeze may develop in 
a maturing delivery month. 


TRADING VOLUME. All futures exchanges publish daily volume figures 
that indicate the breadth of a futures market. If trading volume is low, the 
value of the market for hedging purposes is diminished, as the placing or lifting 
of even moderate hedges may be possible only at considerable price concessions. 

The combined trading volume of all futures markets gives the overall picture. 
In periods of active commodity trading before World War II, the combined 
daily trading volume in all futures markets frequently averaged as high as 15,000 
to 20,000 contracts per day. Technical factors may distort volume figures, as 
when heavy switching takes place from one delivery month into another. 


OPEN INTEREST FIGURES. One of the most important differences 
between security and commodity markets lies in the fact that, although in the 
stock market the number of shares of each issue is fixed, the number of futures 
contracts is a constantly changing market factor without any limitation. The 
number of contracts outstanding in each commodity and in each delivery month, 
as well as changes from day to day and over extended periods of time, is a factor 
of great importance in evaluating trends in futures markets. 
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The total number of futures contracts that remain undelivered at any one 
time is called the “open interest.” Other terms used are “open commitments” or 
“open contracts.” Short and long commitments in a futures market—or in each 
delivery month—must always be the same, since no futures contract can be 
sold without a buyer, and vice versa. Hence long and short commitments are not 
added up in calculating the open interest, but each contract is counted only 
once. If the open interest in a futures market is reported at 1,000 contracts, this 
means that there are 1,000 long and 1,000 short positions open. 


Open Interest Reports. Up to a few years ago the size of open commit- 
ments was an unknown market factor in all futures markets but grain. The 
Grain Futures Administration started publication of these data in 1923. Nearly 
all exchanges now supply daily figures on the size of, and changes in, open 
futures commitments. It is generally recognized that proper use of these figures 
is very helpful in an appraisal of changes in the technical position of futures 
markets. 


Open Interest Formula. Changes in the open interest frequently explain 
price changes. A rising market may be due either to new buying or short cover- 
ing. Conversely, a declining market may reflect liquidation or short. selling. 
Changes in the open interest on days when these price movements occur permit 
a determination of the real factors behind the price change. Short covering 
causes a decline in the open interest, as does liquidation of futures contracts 
during a declining market. Conversely, short selling and new buying add to 
the open interest. 

The following formula shows these various possibilities in graphic form: 


Pri Open interest: up! 247.8. eee New buying 
eee wy Open! dntérest*downi'! 40:0), 2a Short covering 

mee a ‘fOpen“interest ‘down’ [7.24 AGT. 20at Liquidation 
THEE COM \VOpensintetestaup i. ZO, aL Short selling 


DELIVERY CYCLES. Open interest figures are of particular value be- 
cause they are given for each delivery month separately. This permits their use 
in evaluating the technical condition of individual delivery months. 

The “life” of each futures delivery is limited. Trading starts on a specified 
day from scratch, meaning that on that particular day no open interest exists 
in this position. At the other end of its life span, trading in each delivery month 
ends at a fixed date—the last trading date. Similarly, deliveries on a futures 
contract never can be made before the “first notice” day. 

These dates, particularly the first notice day and the last trading day, are of 
great importance in determining the technical state of the market at any particu- 
lar time. The rate of liquidation just prior to the first notice day can be meas- 
ured by changes in the open interest. 


DANGER SIGNALS. Since open interest figures permit traders to follow 
the development of each delivery month, and particularly switching operations 
from one into another delivery, they function as danger signals for the quick 
detection of maladjustments in a delivery month. If, with the approach of the 
maturity of a futures contract, the open interest in that month fails to show a 
normal contraction, something is likely to be wrong. Deviations from the normal 
rate of liquidation may be due to stubbornness on the part of longs or shorts. In 
either case prices during the delivery month are likely to be extremely sensitive, 
and erratic price swings may occur. 
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DELIVERABLE STOCKS. The key to the situation usually is found in 
the size of the stocks of the commodity available for delivery on contract. There- 
fore, open interest changes must be considered in conjunction with the size of 
these stocks as reported daily by the exchanges. If stocks are low in relationship 
to the open interest in the maturing month, longs may feel encouraged to hold 
on to their commitments, thus pushing the price up. Conversely, if stocks are 
large in relationship in the open interest in the maturing month, the shorts would 
appear to have the better of the argument, with prices likely to come down 
under pressure. 

Since only specified grades of a commodity may be delivered on a futures 
contract, it 1s important to know the exact size of these stocks at all times. 
First-hand indicators of their size are stocks in licensed warehouses. However, 
consideration must also be given to available supplies that have not yet been, 
but could be, certificated in time for delivery against a contract. Usually, only 
24 to 48 hours are required to rush additional certifications through. Usually, 
changes in deliverable stocks in licensed warehouses during the last month of 
trading in an active delivery are at least equally as important as the absolute 
size of the stocks, since they hint trade intentions with regard to deliveries on 
the contract. 


Speculation in Commodity Futures 


ROLE OF SPECULATION. In the commodity futures markets, specula- 
tive activity on both sides of the market helps to provide a broad base and to 
minimize price fluctuations when sizable buy or sell orders are placed, The 
speculator, whether on the long side or the short side, is welcomed in the fu- 
tures markets. By trying to make a profit through the purchase or sale of fu- 
tures contracts he assumes much of the price risks in these markets. Without 
speculative activity, futures trading lags. 

For the speculator the futures markets offer big leverage and usually quick 
action. Margin requirements are small relative to the value of the commodities 
traded and if the speculator’s judgment proves to be correct he sometimes can 
profit by many times his original “investment”, 1.e., the margin requirement. 


SOURCES OF INFORMATION. Some speculators rely heavily upon 
vertical price charts, showing the high, low, and closing price for each day, in 
their trading operations. Details. of the methods used, as well as much detailed 
information important to speculators, may be found in Modern Futures Trading 
by Gerald Gold, published by Commodity Research Bureau, Inc. Also much 
used by speculators are other publications of this company, including a weekly 
futures market service, a weekly commodity chart service, and an annual year- 
book of commodity charts and statistics. 

As in securities, there are a number of “tipster” services that furnish buying 
and selling recommendations on commodity futures to subscribers. Usually, al- 
though not always, these recommendations are based on “chart readings.” 


The Association of Commodity Exchange Firms, Inc., with headquarters in 
New York, informs its members of any proposed legislation that may affect: fu- 
tures trading and advises them on new and revised governmental regulations. 
The Association also compiles and publishes the monthly volume of trading on 
all U.S. commodity exchanges and is the only source that reports the volume on 
all individual contracts. 
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Along with the increased trading volume has arisen a demand for specialized 
training facilities in the field of commodity futures. To meet this demand the 
Association inaugurated some years ago the “Commodity Futures Correspondence 
Course.” This is used by leading commission houses to train their account rep- 
resentatives both in classes in New York and in branch offices throughout the 
country. 


Spot Commodity Markets 


CASH DEALINGS IN COMMODITIES. Cash dealings in commodities 
are not normally conducted on organized exchanges. There are only a few eX- 
ceptions from this rule, such as the spot markets maintained by most grain and 
cotton exchanges, the Savannah naval stores market, and the tobacco auction 
markets in the South. Even in these instances procedure is far less standardized 
and controlled than in the case of futures exchanges. Grain exchanges with spot 
cash market. facilities generally provide a reporting service for recording cash 
grain transactions and have definite rules relating to confirmation of trades, sur- 
render of documents, arbitration of disputes, defaults on contracts, commission 
rates, etc. 

Cash dealings—whether for immediate or forward delivery—are not conducted 
on the basis of highly developed, uniform contracts. Buyers and sellers in cash 
commodity markets may modify a contract in whatever detail they desire. The 
most common terms in cash markets are for immediate and for 3 months’ delivery. 
However, forward delivery terms vary greatly, and can be fixed to suit every 
possible situation as regards buyers’ needs. A popular practice is to purchase 
“on contract.” This is an arrangement under which a buyer contracts with a 
supplier for his needs for a whole season or an otherwise determined period, and 
deliveries are made according to a carefully determined schedule on the buyer’s 
call. The buyer does not usually pay the price that prevails when the contract 
is made, but that prevailing at the time of each delivery. This method is widely 
used in supplying fuel needs for industrial and private users. 


DETERMINATION OF SPOT PRICES. A major difference between 
futures and spot markets is the form of price reporting. Although every price, 
in a free market, in the final analysis must reflect the relationship between supply 
and demand forces, most spot markets lack the price continuity and the open 
pricing through outcry in full public view that is one of the chief advantages of 
the futures markets. Price changes in spot markets between successive transac- 
tions are frequently wider than in futures trading. 

The lack of concentration of spot dealings in most commodities under one 
roof—such as an exchange provides—frequently results in difficulties in determin- 
ing the exact spot price for most commodities from day to day. Here again, such 
spot markets as cotton, grains, and naval stores are the exception rather than the 
rule. In cotton, especially, a highly developed system of determining and re- 
porting spot prices exists. In most fields, spot price reporting is done by trade 
publications rather than by the trades themselves. Accuracy depends largely on 
the experience and skill of the reporters used by the trade press for this purpose. 


Price Reporting. Trade publications usually attempt in their spot price re- 
porting to show the price at the close of trading each day that most nearly re- 
flects the prevailing market. Instances where small lots of a commodity, such 
as distress lots, are offered at a lower price are usually ignored, although they 
may be mentioned. In some instances, all prices are reported at which actual 
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dealings have occurred during the day, even if only small transactions took place 
at the outside points of the range. This is usually a less satisfactory form of 
reporting, for it fails to indicate what the prevailing market in a commodity 
really is. 

In most publications where price ranges for spot prices are shown, this range 
does not indicate bid and asked prices, but rather the range in asked prices, 
since it is the exception rather than the rule in these markets that a uniform 
asked price is quoted by all sellers. 

elt no transaction has occurred at the price range shown, prices usually are 
given as “nominal.” Prices shown in the trade press are either at the manu- 
facturers’ or wholesale level. Because of the great number of variations existing in 
the quotation of spot prices, care must be taken to ascertain the exact significance 
of any given quotation before it is used. 


TRADE TERMS USED IN CASH COMMODITY TRANSACTIONS. 
Although buyers and sellers of cash commodities have complete freedom in de- 
termining contract terms for individual transactions, such business is greatly 
facilitated by the use of well-established trade terms. Obligations of sellers and 
buyers under these various contract forms are as follows: 

“F.A.S. (Named Port).” Under this quotation, in which F.A.8. is the ab- 
reviation for free alongside ship: 


Seller must: 


1. Transport goods to seaboard. 

2. Store goods in warehouse or on wharf, if necessary, but in any case at risk and 
expense of buyer. 

3. Place goods alongside vessel, either in a lighter or on the wharf, or, in the 
event buyer fails or refuses to furnish vessel upon arrival of goods at seaboard, 
store in warehouse or hold in cars at buyer’s expense. 

4. Be responsible for loss and/or damage to goods until they have been delivered 
alongside ship or on wharf or stored in warehouse. 


Buyer must: 


1. Be responsible for loss and/or damage thereafter, and for insurance and/or 
demurrage and car service. 

2. Handle all subsequent movement of the goods. 

3. Furnish vessel ready and able to receive goods on their arrival at seaboard. 

4. Pay cost of hoisting goods into vessel if weight of goods is too great for ship’s 
tackle. 


“F.O.B. (Named Point).” Under this quotation, in which F.0.B. means free 
on board: 


Seller must: 

1. Furnish a railroad or privately owned car that shall be suitable for transporta- 
tion of the product sold; properly cleaned and equipped to receive the produce; 
in apparent good order and condition to protect the goods under reasonable 
and normal handling by the carrier. 

Place goods on or in cars. 

Secure railroad bill of lading. 

Be responsible for loss and/or damage to goods until they have been placed on 
or in cars and a bill of lading secured from carrier. 


he eo 


Buyer must: 
1. Furnish seller with shipping permit if any required. hse 
2. Furnish the seller with full and complete instructions for shipping, routing, 
inspecting, weighing, icing, and re-icing, or specifically authorize the seller to 
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act for him in these matters, in which case the seller assumes no responsibility 
other than to use his (the seller’s) best judgment. 

3. Assume all shrinkage, expense, loss, and/or damage to goods after seller has 
complied witih his obligations as set forth above. 


“Freight Equalized.” Under this quotation: 


Seller must: 


1. Furnish cars the same as under F.O.B. rules. 

2. Place goods on or in cars. 

3. Secure railroad bill of lading. 

4, Pay or allow any costs of freight or transportation by cheapest suitable all-rail 
route from shipping point to destination beyond the named city in excess of 
such costs had shipment been made from the named city to same destination. 
If such costs to destination are less than on shipment from the named city, 
seller shall be entitled to add such difference to the invoice. 

5. Make any necessary freight contract in accordance with buyer’s shipping and 
routing instructions. 


Buyer must: 

1. Furnish seller with shipping permit if any required. 

2. Furnish the seller with full and complete instructions for shipping, inspecting, 
weighing, routing, icing, and re-icing, or specifically authorize the seller to act 
for him in these matters, in which case the seller assumes no responsibility 
other than to use his (the seller’s) best judgment. 

3. Assume all expense, loss of, and/or damage to goods after seller has fulfilled 
his obligations as above. 


“C.A.F. (Named Destination).” Under this quotation, in which C.A.F. stands 
for cost and freight: 


Seller must: 


1. Furnish cars the same as under F.O.B. 

2. Place goods on or in cars. 

3. Secure any necessary freight contract or shipping permit. 

4. Secure railroad bill of lading, same to be.endorsed “Lighterage Free” if so 
requested by buyer, provided this can be done without additional expense to 
seller. 

Pay (or allow) freight between one point of shipment and destination. 

Be responsible for any loss of or damage to goods until they have been placed 
on or in cars and the bill of lading secured from carrier—seller not being re- 
sponsible for delivery of goods at destination. 


Sp 


Buyer must: 


1. Assume any expense, shrinkage, loss of, and/or damage to goods after seller 
has fulfilled his obligations as above. 


“Delivered (Named Destination).” Under this quotation: 


Seller must: 

Furnish cars as specified under F.O.B. rule. 

Place goods on or in cars. 

Secure any necessary freight contract or shipping permit. 

Secure railroad bill of lading. 

Pay (or allow) freight between point of shipment and destination. 

Assume all responsibility for expense, shrinkage, loss of, and/or damage to 
goods until they are delivered by carrier at destination named. 


Buyer must: 


1, Assume any expense, shrinkage, loss of, and/or damage to goods after arrival 
of goods at destination named. 


SO Coos 
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“In Store.” Under this quotation: 
Seller must: 


Up 


2. 


3. 


4. 


Furnish buyer with a warehouse receipt or delivery order showing where 
stored and with suitable endorsement or instructions to warehouseman to sur- 
render goods to buyer. 

Pay (or allow) ail storage, insurance, or other charges up to date of sale to 
buyer. 

Be responsible for any loss of, and/or damage to, the goods up to time of de- 
livery of warehouse receipt or delivery order, but not thereafter. 

Refund to buyer any shortage shown by the official certificate of inspection. 


Buyer must: 


I 


Accept such warehouse receipts or delivery order as actual transfer of title to 
property from seller to buyer, and assume any expense, shrinkage, loss of, 
and/or damage to goods thereafter. 

Notify the seller within 2 days after receipt of such warehouse receipt, delivery 
order, or document transferring title, of his desire to have such goods officially 
inspected and/or officially weighed. His failure to notify the seller of such 
desire within the time specified above shall constitute an acceptance of the 
goods and a termination of seller’s liability for their condition and/or weight. 
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Criminal liability 


SECTION DA 


NEGOTIABLE INSTRUMENTS 


Origin, Governing Law, and Classification of Instruments 


ORIGIN OF NEGOTIABLE INSTRUMENTS AND GOVERNING 
LAW. Negotiable instruments include checks, drafts, promissory notes, bills 
of exchange, and other credit instruments that serve as substitutes for money. 
These instruments were developed by merchants to meet requirements of trade. 
The law of negotiable instruments grew out of the ethical rules and customs of 
merchants, generally referred to as the law merchant, much of which gradually 
became a part of the common law. 


Codification Movement. In the late nineteenth century a movement toward 
codification of the common law of negotiable instruments started in England and 
spread to this country where it led to the preparation of the Uniform Negotiable 
Instruments Act (U.N.I. Act). This Act was eventually adopted by all of the 
states, with minor modifications in some instances due to local needs. The next 
step in this country was the drive, still in process, for one uniform code that 
would make some changes in the law and would cover not only negotiable instru- 
ments but other commercial transactions as well, such as the law of sales and 
the law governing secured transactions. The result has been the Uniform Com- 
mercial Code (U.C. Code), first adopted by Pennsylvania in 1953 and now 
adopted by a large number of states, including New York, California, Illinois, 
Massachusetts, Michigan, New Jersey and Ohio, with several additional states 
presently considering its adoption. When adopted, the Code replaces the Uniform 
Negotiable Instruments Act and expressly repeals those provisions of the Act that 
are inconsistent with the Code. In a broad sense, however, the inconsistencies 
and differences are not too numerous. 

In sum then, the present law governing negotiable instruments in the majority 
of states is the Uniform Negotiable Instruments Act, with a large number of 
states having replaced or considering replacement of the Act with the Uniform 
Commercial Code. On occasion the common law and even the law merchant 
must also be considered for though both the Act and Code are attempted codifica- 
tions of the common law, it is still often necessary to go to the original source 
for an interpretation of a particular rule in the light of its history. 

Throughout the discussion below, the Act alone is referred to if the Act and 
Code are consistent, but if they differ, the differences are presented. 


CHARACTERISTICS OF NEGOTIABLE INSTRUMENTS. The main 
characteristics of a negotiable instrument are simplicity of form, the ease with 
which it is transferred, and the advantageous legal position that a holder in due 
course possesses. It is intended that negotiable instruments be transferred freely 
from hand to hand and as nearly as is possible like money—free of any defenses 
that an earlier holder may have asserted, and additionally free from claims of 
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other parties. Generally speaking, negotiable instruments and commercial 
paper are similar terms and may be used interchangeably. 


CLASSIFICATION OF INSTRUMENTS. Although there are many 
types of negotiable instruments, they may be broadly classified as: promissory 
notes, drafts or bills of exchange, checks, and certificates of deposit. 


Promissory Notes. A promissory note is an unconditional promise in writing 
made by one person to another, signed by the maker, engaging to pay on demand 
or at a fixed or determinable future time a sum certain in money to order or to 
bearer. (See U.N.I. Act, § 184.) An ordinary form of promissory note made by 
an individual is shown in Fig. 1. 


New York,... £4 rycnibey, I, 19— 


$220.20... 


pay to the order of..............00 ZZ EE, AIEEE csntesserensmee 


ip Cone ETE nnn Low Soke wn cewemsaversscescrcecnce seccesetorsscconcs a: Se 


Fig. 1. Promissory note made by individual. 


Bill of Exchange or Draft. “A bill of exchange is an unconditional order in 
writing addressed by one person to another, signed by the person giving it, re- 
quiring the person to whom it is addressed to pay on demand or at a fixed or 
determinable future time, a sum certain in money to order or to bearer.” (U.N.I. 
Act, § 126.) Fig. 2 illustrates a typical bill of exchange. (See discussion under 
Bills of Exchange p. 30, below.) 


CL sisal ahi gi gia eda 
oo Oia a Ssh 


Fell Cn Me 


Fig. 2. A typical draft or bill of exchange. 


“An inland bill of exchange is a bill which is, or on its face purports to be, 


both drawn and payable within the State. Any other bill is a foreign bill.” 
(U.N.I. Act, § 129.) 
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Check. “A check is a bill of exchange drawn on a bank payable on demand.” 
(U. N. I. Act, § 185). The Uniform Commercial Code [Art. 3-104(2) (b) ] de- 
scribes a “check” as a draft drawn on a bank and payable on demand. (For a 
more detailed discussion of checks, see the separate heading below, page 36.) 


Certificate of Deposit. A certificate of deposit is an acknowledgment by a 
bank of the receipt of money with an engagement to repay it. [U. C. Code 
$ 3-104(2) (c).] 


Negotiability 


GENERAL REQUIREMENTS FOR NEGOTIABILITY. “An instru- 
ment to be negotiable must conform to the following requirements: 


1. It must be in writing and signed by the maker or drawer; 

2. Must contain an unconditional promise or order to pay a sum certain in 

money; 

Must be payable on demand, or at a fixed or determinable future time; 

Must be payable to order or to bearer; and 

. Where the instrument is addressed to a drawee, he must be named or otherwise 
indicated therein with reasonable certainty.” (U.N. Act, § 1.) 


DEFINITIONS AND EXPLANATIONS. The principal terms used in 
the five “general requirements” for negotiability are explained below: 


“Writing” and Signature. May be with pencil, ink, crayon, or any means to 
record a signature (25 Minn. 160), or figures or a mark may be used in lieu of 
the proper name, and a party thereby intending to may bind himself just as 
effectively by using such (1 Denio. 471). Under the Uniform Commercial Code, 
“signature” includes symbol, trade name, or any word or mark. 


Unconditional Promise To Pay. Under the Uniform Commercial Code, a 
promise is an undertaking and must be more than the acknowledgment of a 
debt. . 

“An unqualified order or promise to pay is unconditional ... though 
coupled with: 


or 09 


1. An indication of a particular fund out of which reimbursement is to be made 
or a particular account to be debited with the amount; or 

2. A statement of the transaction which gives rise to the instrument. But an 
order or promise to pay out of a particular fund is not unconditional.” (U.N.1 


Act, § 3.) 


The Uniform Commercial Code enlarges this section as follows: vy 
“(1) A promise or order otherwise unconditional is not made conditional by 


the fact that the instrument 


(a) is subject to implied or constructive conditions; or 

(b) states its consideration, whether performed or promised, or the transaction 
which gave rise to the instrument, or that the promise or order is made or the 
instrument matures in accordance with or “as per” such transaction; or 

(c) refers to or states that it arises out of a separate agreement or refers to a 
separate agreement for rights as to prepayment or acceleration; or 

(d) states that it is drawn under a letter of credit; or 

(ec) states that it is secured, whether by mortgage, reservation of title or other- 
wise; or 

(f) indicates a particular account to be debited or any other fund or source from 
which reimbursement is expected; or 
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(g) is limited to payment out of a particular fund or the proceeds of a particular 
source, if the instrument is issued by a government or governmental agency 
or unit; or 

(h) is limited to payment out of the entire assets of a partnership, unincorporated 
association, trust or estate by or on behalf of which the instrument is issued. 


“(2) A promise or order is not unconditional if the instrument 


(a) states that it is subject to or governed by any other agreement; or 
(b) states that it is to be paid only out of a particular fund or source except as 
provided in this section.” (§ 3-105.) 


“Sum Certain.” The sum payable is a sum certain although it is to be paid: 


1. With interest; or 

2. By stated installments; or 

3. By stated installments with a provision that upon default in payment of any 
installment or of interest, the whole shall become due; or 

4. With exchange, whether at a fixed rate or at the current rate; or 

5. With costs of collection or an attorney’s fee, in case payment shall not be 
made at maturity. (U.N.I. Act,§2.) ° 


The Uniform Commercial Code expands this by covering discounts and for- 
eign money as follows: 


6. With a stated discount or addition if paid before or after the date fixed for 
payment; or 


7. With exchange or less exchange, whether at a fixed rate or at the current 
rate. 


In general, the requirement as to a “sum certain” is met if sufficient informa- 
tion is given so that by computation a fixed sum can be arrived at. 


Money. The Uniform Commercial Code contains the following provisions 
with regard to the kind of money valid for payment: 


(1) An instrument is payable in money if the medium of exchange in which it is 
payable is money at the time the instrument is made. An instrument payable in 
“currency” or “current funds” is payable in money. 

(2) A promise or order to pay a sum stated in foreign currency is for a sum certain 
in money and may be satisfied by payment of that number of dollars which the 
stated foreign currency will purchase at the buying sight rate for that currency on 


the day on which the instrument is payable, or, if payable on demand, on the day 
of demand. (§ 3-107.) 


A written promise to pay a sum of money in goods is not a valid negotiable 
note but is a mere contract. 


“Payable on Demand.” “An instrument is payable on demand: 


1. where it is expressed to be payable on demand, or at sight, or on presentation; 
or 


2. in which no time for payment is expressed. 


“Where an instrument is issued, accepted or indorsed when overdue, it is, as 
regards the person so issuing, accepting or indorsing it, payable on demand.” 
(USN. Aci SG) 

If a note is payable on demand with no qualifying provisions, it is due as of 


the date of execution and delivery. (82 N.Y.S, 2d 239; 237 Ala. 658; 202 NY. 
App. Div. 499.) 
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“Determinable Future Time.” “An instrument is payable at a determinable 
future time, which is expressed to be payable: 


1. Ata fixed period after date or sight; or 

2. On or before a fixed determinable future time specified therein [see in- 
staliment note specifying the fixed times of payment, Fig. 3]; or 

3. On or at a fixed period after the occurrence of a specified event, which is certain 
to happen, although the time of happening be uncertain.” (U.NI. Act, § 4.) 


The Code eliminates 3. above, but, like the Act, contains the following sentence: 
“An instrument payable upon a contingency is not negotiable, and the happening 
of the event does not cure the defect.” (U.N.I. Act, § 4.) 


$250.00 New York, June Ist, 19—. 
For VALUE RECEIVED, I promise to pay to the order of Richard Roe, at the 

Safe Trust Company, No. 1 Fifth Avenue, New York City, the sum of Two 
hundred fifty and no/100 dollars, in installments as follows: 

On the Ist day of July, 19—, Fifty dollars, 

On the Ist day of August, 19—, Fifty dollars, 

On the Ist day of September, 19—, Fifty dollars, 

On the Ist day of October, 19—, Fifty dollars, 

On the Ist day of November, 19—, Fifty dollars, 


all with interest from date, at the rate of six per centum per annum. 


John Doe. 


Fig. 3. Installment note specifying fixed times of payment. 


7 “Payable to Order.” “The instrument is payable to order where it is drawn 
payable to the order of a specified person or to him or his order. It may be 
drawn payable to the order of: 


A payee who is not maker, drawer or drawee; or 
A drawer or maker; or 

A drawee; or 

Two or more payees generally; or 

One or some of several payees; or 

. The holder of an office for the time being. 


Ook ON 


“Where the instrument is payable to order, the payee must be named or other- 
' wise indicated therein with reasonable certainty.” (U.N.1. Act, § 8.) 

An instrument payable to a specified person without the word “order” is 
not negotiable, (209 Ky. 230.) Such a note is shown in Fig. 4. 


$100.00 - New York, June ist, 19—. 


Thirty days after date, I promise to pay to John Doe, 
One Hundred Dollars, for value received with interest. 
Richard Roe 


Fig. 4. Nonnegotiable note, payable to a specified person only. 
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A check drawn in the “alternative” is negotiable. (257 N.Y. 441; 114 Neb. 
230.) 

A check payable to the holder of an office, such as Commissioner of Internal 
Revenue, is negotiable. (6 N.Y. 124.) 

Negotiability is not affected by an instrument drawn to the order of several 
payees jointly. (257 N.Y. 441.) 


“Payable to Bearer.” The instrument is payable to bearer: 


1. When it is expressed to be so payable; or 

2. When it is payable to a person therein or bearer, or 

3. When it is payable to the order of a fictitious or non-existing person. and such 
fact was known to the person making it so payable, or 

4. When the name of the payee does not purport to be the name of any person; 


or 
5. When the only or last indorsement is an indorsement in blank.” (U.N.I. 
Act, § 9.) 


The Uniform Commercial Code § 3-111 omits 3. and 4. above and states: “An 
instrument is payable to bearer when by its terms it is payable to 


(a) bearer or the order of bearer; or 
(b) a specified person or bearer; or 


(c) “cash” or the order of “cash,” or any other indication which does not purport 
to designate a specific payee.” 


A check payable to a particular bearer, such as “to the order of bearer 
B. Cohen,” is not payable to a bearer generally and cannot be negotiated without 
the indorsement of the payee named. (68 N.Y.S. 35; 162 S.W. 314.) 


Last Indorsement in Blank. An indorsement in blank will not make a non- 
negotiable instrument negotiable. (25 N.Y.S. 2nd 157; 155 N.C. 47.) 


ADDITIONAL PROVISIONS NOT AFFECTING NEGOTIABIL- 
ITY. “An instrument which contains an order or promise to do any act in addi- 
tion to the payment of money is not negotiable. But the negotiable character of 
an instrument otherwise negotiable is not affected by a provision which: 


1. Authorizes the sale of collateral securities in case the instrument be not paid at 
maturity ; or 

2. Authorizes a confession of judgment if the instrument be not paid at maturity; 
or 

3. Waives the benefit of any law intended for the advantage or protection of the 
obligor ; or 

4. Gives the holder an election to require something to be done in lieu of pay- 
ment of money.” (U.N.I. Act, § 5.) 


Collateral Security. A promise to furnish additional collateral if the original 
collateral decreases in value, further to secure an instrument for the payment of 
money, does not render the instrument nonnegotiable. (164 N.E. 113; 128 Mass. 
129.) - 


' OMISSIONS NOT AFFECTING NEGOTIABILITY. “The validity 
and negotiable character of an instrument are not affected by the fact that: 


1. It is not dated; or 
. Does not specify the value given, or that any value has been given therefor; or 


Does not specify the place where it is drawn or the place where it is payable; 
or 


4. Bears a seal; or 


© wo 
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5. Designates a particular kind of current money in which payment is to be 
made.” (U.N.I. Act, § 6.) 


SIGNATURE BY AGENT. “The signature of any party may be made by a 
duly appointed agent. No particular form of appointment is necessary for this 


purpose; and the authority of the agent may be established as in other cases of 
agency.” (U.N.I. Act, § 19.) 


Agent’s Authority. An authority to make or indorse negotiable paper is 
subject to strict interpretation. The power will be construed as extending only 
to paper executed or indorsed in the business of the principal. Third parties 
cannot rely upon the agent’s mere assumption of authority. They are bound to 
inquire as to the power of the agent. (52 N.Y.S. 681.) 


FORGED SIGNATURES. “Where a signature is forged or made without 
authority of the person whose signature it purports to be, it is wholly inoperative, 
and no right to retain the instrument, or to give a discharge therefor, or to en- 
force payment thereof against any party thereto, can be acquired through or 
under such signature, unless the party, against whom it is sought to enforce such 
right, is precluded from setting up the forgery or want of authority.” (U.N. 
Act, § 23.) 

“Though a person may be deceived as to the name of a man with whom he is 
dealing, if he dealt with and intended to deal with the visible person before him, 
a check may be properly endorsed by the impostor.” (10 N.E. 2d 457.) (See 
also Forged Indorsement, page 13, below.) 


PRESUMPTION AS TO DATE OF INSTRUMENT. “Where the in- 
strument or an acceptance or any indorsement thereon is dated, such date is 
deemed prima facie to be the true date of the making, drawing, acceptance or 
indorsement as the case may be.” (U.N.I. Act, § 11.) 


Ante-Dated and Post-Dated. “The instrument is not invalid for the reason 
only that it is ante-dated or post-dated, provided this is not done for an illegal or 
fraudulent purpose. The person to whom an instrument so dated is delivered, 
acquires title thereto as of the date of delivery.” (U.N.I. Act, § 12.) 

An instrument post-dated or ante-dated for an illegal purpose is void to all 
persons having knowledge of it. Otherwise it is good. [8 Wend. (N.Y.) 478; 
282 N.Y S. 202.] 


When Date May Be Inserted. “Where an instrument expressed to be pay- 
able at a fixed period after date is issued undated, or where the acceptance of an 
instrument payable at a fixed period after sight is undated, any holder may 
insert therein the true date of issue or acceptance, and the instrument shall be 
payable accordingly. The insertion of a wrong date does not void the instru- 
ment in the hands of a subsequent holder in due course; but as to him, the date 
so inserted is to be recorded as the true date.” (U.N.I. Act, § 18, 54 N.Y. 234; 
122 S.W. 756.) 


BLANKS IN THE INSTRUMENT. “Where the instrument is wanting in 
any material particular, the person in possession thereof has a prima facie au- 
thority to complete it by filling up the blanks therein. And a signature on a 
blank paper delivered by the person making the signature in order that the paper 
may be converted into a negotiable instrument, operates as prima facie authority 
to fill it up as such for any amount. In order, however, that any such instrument, 
when completed, may be enforced against any person who became a party thereto 
prior to its completion, it must be filled up strictly in accordance with the au- 
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thority given and within a reasonable time. But if any such instrument, after 
completion, is negotiated to a holder in due course, it is valid and effectual for all 
purposes in his hands, and he may enforce it as if it had been filled up strictly in 
accordance with the authority given and within a reasonable time.” (U.N.I. 
Act, § 14.) 


Amount. One who accepts a draft with the amount in blank is liable to a 
bona fide holder thereof for the amount filled in, although such amount is larger 
than was contemplated by the acceptor. (21 N.Y. 531.) 


“With Interest” Added. The holder is not permitted to add words that change 


the obligation from a noninterest-bearing to an interest-bearing one. (100 N.Y. 
150, 2 NE. 247.) 


CONSTRUCTION WHERE INSTRUMENT IS AMBIGUOUS. 
“Where the language of the instrument is ambiguous, or there are omissions 
therein, the following rules of construction apply: 


1. Where the sum payable is expressed in words and also in figures and there is a 
discrepancy between the two, the sum denoted by the words is the sum pay- 
able; but if the words are ambiguous or uncertain, reference may be had to the 
figures to fix the amount; 

2. Where the instrument provides for the payment of interest, without specifying 
the date from which interest is to run, the interest runs from the date of the 
instrument, and if the instrument is undated, from the issue thereof; 

3. Where the instrument is not dated, it will be considered to be dated as of the 
time it was issued; 


4. Where there is a conflict between the written and printed provisions of the 
instrument, the written provisions prevail; 

5. Where the instrument is so ambiguous that there is doubt whether it is a 
bill or note, the holder may treat it as either at his election; 

6. Where the signature is so placed upon the instrument that it is not clear in 


what capacity the person making the same intended to sign, he is to be deemed 
an endorser ; 


7. Where an instrument containing the words “I promise to pay” is signed by two 


or more persons, they are deemed to be jointly and severally liable thereon.” 
(U.N.I. Act, § 17.) 


Interest. Subdivision 2 of this Section of the Uniform Negotiable Instruments 
Act refers to the computation of interest only when there is an agreement to pay 
interest. It does not apply if the instrument does not provide for interest. (139 
N.Y. App. Div. 603.) When an instrument is payable with interest and rate is not 
specified, the legal rate of the place of issue is presumed. (86 Neb. 103.) 


ALTERATION OF INSTRUMENT. “Where a negotiable instrument is 
materially altered without the assent of all parties liable thereon, it is voided, 
except as against a party who has himself made, authorized or assented to the 
alteration and subsequent indorsers. But when an instrument has been materially 
altered and is in the hands of a holder in due course, not a party to the alteration, 
he may enforce payment thereof according to its original tenor.” (U.NI. Act, 
§ 124.) 

If the maker of an instrument leaves a blank space that enables a forger to 
raise the amount thereof, the liability of the maker or an indorser is not affected 
by alleged negligence in signing or indorsing the carelessly drawn instrument, 
but a holder in due course can only enforce it according to its original tenor. 
(87 N.E. 779.) If the mere inspection of a check discloses that there has been an 
alteration, a transferee thereof cannot be a holder in due course. (131 Tenn. 42; 
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98 N-Y.S. 667.) Adding the words “with interest” is a material alteration. (220 
Mass. 247.) Changing an order instrument to a bearer instrument is a material 
alteration. (151 N.W. 100.) An alteration of the place of payment is a material 
alteration. (235 N.Y. App. Div. 704.) 


Where Negligence Contributed to’ Alteration. The Uniform Commercial 
Code would seem to affirm these provisions on alterations but raises the question. 
of negligence as a cause of the alteration: 


Any person who by his negligence substantially contributes to a material alteration 
of the instrument or to the making of an unauthorized signature is precluded from 
asserting the alteration or lack of authority against a holder in due course or against 
a drawee or other payor who pays the instrument in good faith and in accordance 
a ws reasonable commercial standards of the drawee’s or payor’s business. 

3--406.) 


Material Alteration. “Any alteration which changes: 


The date; 

The sum payable, either for principal or interest; 

The time or place of payment; 

The principal or relations of the parties; 

. The medium or currency in which payment is to be made; or which adds a 
place of payment where no place of payment is specified, or any other change 
or addition which alters the effect of the instrument in any respect is a mate- 
rial alteration.” (U.N.I. Act, § 125.) 


CONSIDERATION. “Every negotiable instrument is deemed prima facie 
to have been issued for a valuable consideration; and every person whose signa- 
ture appears thereon to have become a party thereto for value.” (U.N.I. Act, 
§ 24.) 

This is so even though the words “Value Received” are not present. These 
-words are now regarded merely as surplusage. 

If an action is brought on a negotiable instrument, in order to raise the ques- 
tion of lack of consideration, the defendant must allege affirmatively that the 
instrument was without consideration. (185 N.Y.S. 66; 215 Iowa 215.) 


What Constitutes Consideration. “Value is any consideration sufficient to 
support a simple contract. An antecedent or pre-existing debt constitutes value; 
and is deemed such whether the instrument is payable on demand or at a future 
time.” (U.N.I. Act, § 25.) 

“A valuable consideration may consist of some right, interest, profit or benefit 
accruing to one party, or some forbearance, detriment, loss or responsibility given, 
suffered, or undertaken by the other.” (108 N.E. 558; 145 S.E. 619.) 


EFFECT OF WANT OF CONSIDERATION. “Absence or failure of 
consideration is a matter of defense as against any person not a holder in due 
course; and partial failure of consideration is a defense pro tanto whether the fail- 
ure is of ascertained and liquidated amount or otherwise.” (U.N.I. Act, § 28.) 

As between the original parties, the consideration of an instrument is a subject 
of inquiry. The maker may show that it was not given for a sufficient considera- 
tion, and it is immaterial whether the note is negotiable or nonnegotiable. (60 
N.Y. 146; 291 N.Y.S. 302.) A holder in due course may enforce a negotiable 
instrument though there was an absence or failure of the consideration as be- 
tween the original parties. (89 N.E. 1106; 109 N.Y.S. 818.) 


Illegal Consideration. Instruments based on an illegal consideration are void. 
(173 N.E. 895.) 


xt) 
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INSTRUMENTS ISSUED IN VIOLATION OF LAW. An instrument 
given for an illegal consideration can nevertheless be enforced by a bona fide 
purchaser, unless the statute expressly declares the instrument to be void. A 
check or note given for a gambling debt in some states is absolutely void. 
Usury makes an ordinary instrument unenforceable even by a bona fide purchaser 
(91 SE. 7; 223 N.Y. 401), except as in the case of New York where a bank for- 
feits the usurious interest but may recover the principal amount of the obligation. — 
(New York Banking Law, Section 108.) 

However, there is a tendency on the part of the courts to uphold negotiable 
instruments in the hands of a bona fide holder since “the business of the country 
is done so largely by means of commercial paper that the interests of commerce 
require that a promissory note, fair on its face, should be as negotiable as a gov- 
ernment bond. Every restriction upon the circulation of negotiable paper is an 
injury to the State, for it tends to derange trade and hinders the transaction of 
business.” (Chemical National Bank v. Kellogg, 183 N.Y. 92.) 


Negotiation: Delivery and Indorsement 


WHAT CONSTITUTES NEGOTIATION. “An instrument is negoti- 
ated when it is transferred from one person to another in such manner as to con- 
stitute the transferee the holder thereof. If payable to bearer, it is negotiated 
by delivery; if payable to order, it is negotiated by the indorsement of the 
holder completed by delivery.” (U.N.I. Act, § 30.) 


“DELIVERY.” To complete a negotiation, there must be a voluntary de- 
livery of the instrument to the payee. There is a presumption, however, that 
if an instrument is in the hands of a holder in due course, there was a valid 
delivery of the instrument at the time of its inception. 

The Uniform Negotiable Instruments Act, § 16, states 


Every contract on a negotiable instrument is incomplete and revocable until 
delivery of the instrument for the purpose of giving effect thereto. As between im- 
mediate parties, and as regards a remote party, other than a holder in due course, the 
delivery, in order to be effectual, must be made either by or under the authority of 
the party making, drawing, accepting or indorsing as the case may be; and in such 
case the delivery may be shown to have been conditional, or for a special purpose 
only, and not for the purpose of transferring the property in the instrument. But 
where the instrument is in the hands of a holder in due course, a valid delivery 
thereof by all parties prior to him so as to make them liable to him is conclusively 
presumed. And where the instrument is no longer in the possession of a party whose 
signature appears thereon, a valid and intentional delivery by him is presumed until 
the contrary is proved. 


Act and intention are the essential constituents of a delivery that makes an 
instrument operative according to its terms. Whenever there has been a delivery 


of the instrument for the purpose of giving it such effect, it becomes a present and 
completed contract. (111 N.E. 263.) 


Stolen Instrument. When a negotiable instrument, complete on its face, is 
stolen from the maker or other party before delivery, a subsequent holder in due 


course will acquire a good title as against the person from whom it was stolen. 
(190 N.Y. 167; 82 N.E. 1108.) 


Conditional Delivery. A certificate of deposit issued by a bank is one of the 
class of instruments where the section declares that delivery “may be shown to 
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a been conditional or for a special purpose only.” (140 N.YS. 231; 110 N.Y. 
4, 


Incomplete Instrument Not Delivered. “Where an incomplete instrument 
has not been delivered, it will not, if completed and negotiated, without authority, 
be a valid contract in the hands of any holder, as against any person whose sig- 
nature was placed thereon before delivery.” (U.N.I. Act, § 15.) The Uniform 
Commercial Code abolishes the foregoing (§ 3-305), with the result that it is no 
longer a real defense against a holder in due course. 


“INDORSEMENT.” Indorsement is the technical act of signing one’s name, 
with or without words of qualification, to an instrument for purpose of transfer. 

KINDS OF INDORSEMENT. “An indorsement may be either special or in 
blank; and it may also be either restrictive or qualified, or conditional” (U.N.I. 
Act, § 33). Fig. 5 shows how indorsements of various kinds are worded. 


Pay to the order of John Richards. 
Richard Roe 


Special Indorsement 


Richard Roe Blank Indorsement 


Pay to John Doe onl 
” Richard Roa x Restrictive Indorsement 


Pay without recourse to order of 
Ben Boe Qualified Indorsement 
Richard Roe 


On the next arrival of the Queen Mary in New 
York, Pay to the order of Jim Smith. Conditional Indorsement 
Richard Roe 


Fig. 5. Kinds of indorsement. 


Special Indorsement. “A special indorsement specifies the person to whom, 
or to whose order the instrument is to be payable; and the indorsement of such 
indorsee is necessary to the further negotiation of the instrument.” (U.N.I. Act, 
§ 34.) 


Indorsement in Blank. “An indorsement in blank specifies no indorsee, and 
an instrument so indorsed is payable to bearer, and may be negotiated by de- 
ilvery.” (U.N.I. Act, § 34.) 

Possession of a negotiable instrument indorsed in blank by the payee is pre- 
sumptive evidence of the possessor’s title to it. (211 N.Y.S. 486; 203 Ala. 446.) 


Blank Indorsement; How Changed to Special Indorsement. “The holder 
may convert a blank indorsement into a special indorsement by writing over the 
signature of the indorser in blank any contract consistent with the character of 
the indorsement.” (U.N.I. Act, § 35.) 


Restrictive Indorsement. “An indorsement is restrictive, which either: 


1. Prohibits the further negotiation of the instrument; or 
2. Constitutes the indorsee the agent of the indorser; or 
3. Vests the title in the indorsee in trust for or to the use of some other person. 
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“But the mere absence of words implying power to negotiate does not make an 
indorsement restrictive.” (U.N.I. Act, § 36.) 

An indorsement “For Deposit” was held restrictive and prohibited further 
negotiation for any purpose except for collection for deposit to indorser’s account. 
(277 N.Y. 223; 14 N.E. 2d 46.) 

The U. ©. Code states that an indorsement is restrictive if conditional or if it 
purports to prohibit further negotiation or uses the terms “for deposit” or ~ LOT, . 
collection” or “pay any bank.” 


Effect of Restrictive Indorsement; Rights of Indorsee. “A restrictive in- 
dorsement confers upon the indorsee the right: 


1. To receive payment of the instrument; 

2. To bring any action ‘that the indorser could bring; 

3. To transfer his rights as such indorsee, where the form of the indorsement 
authorizes him to do so. 


“But all subsequent indorsees acquire only the title of the first indorsee under 
the restrictive indorsement.” (U.N.I. Act, § 37.) 

An indorsement of a check “For collection” passes title to the check by reason 
of the fact that the indorsee in such case can sue in his own name or indorse the 
instrument to another for collection. (8 F. Supp. 72; 277 N.Y. 223.) . 

The Uniform Commercial Code further regulates the effect of a restrictive en- 
dorsement by stating: 


(1) No restrictive indorsement prevents further transfer or negotiation of the 
instrument. 

(2) An intermediary bank, or a payor bank which is not the depositary bank, is 
neither given notice nor otherwise affected by a restrictive indorsement of any per- 
son except the bank’s immediate transferor or the person presenting for payment. 

(3) Except for an intermediary bank, any transferee under an indorsement which 
is conditional or includes the words “for collection,” “for deposit,” “pay any bank,” or 
like terms (sub. paragraphs (a) and (c) of Section 3-205) must pay or apply any 
value given by him for or on the security of the instrument consistently with the 
indorsement and to the extent that he does so he becomes a holder for value. 

(4) The first taker under an indorsement for the benefit of the indorser or 
another person (sub. paragraph (d) of Section 3-205) must pay or apply any value 
given by him for or on the security of the instrument consistently with the indorse- 
ment and to the extent that he does so he becomes a holder for value. A later holder 
for value is neither given notice nor otherwise affected by such restrictive indorse- 
ment unless he has knowledge that a fiduciary or other person has negotiated the 
instrument in any transaction for his own benefit or otherwise in breach of duty 
(subsection (2) of § 3-304). 


Qualified Indorsement. “A qualified indorsement constitutes the indorser a 
mere assignor of the title to the instrument. It may be made by adding to the 
indorser’s signature the words ‘Without recourse’ or any words of similar im- 
port. Such an indorsement does not impair the negotiable character of the 
instrument.” (U.N.I. Act, § 38. See 172 Mich. 159; 262 N.Y. 215; 65 Ore. 450.) 


Conditional Indorsement. “Where an indorsement is conditional, a party 
required to pay the instrument may disregard the condition, and make payment 
to the indorsee or his transferee, whether the condition has been fulfilled or not. 
But any person to whom an instrument so indorsed is negotiated, will hold the 
same, or the proceeds thereof, subject to the rights of the person indorsing it 
conditionally.” (U.N.I. Act, § 39.) 
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METHOD OF INDORSEMENT. “The indorsement must be written on 
the instrument itself or upon a paper attached thereto. The signature of the 
erates without additional words is a sufficient indorsement.” (U.N.I. Act, 

An indorsement written in pencil is sufficient. And it may be by a mark or 
with the figures 1-2-8 with no name, if the indorser intends to bind himself 
thereby. [6 Hill (N.Y.) 443.] 


Indorsement Must Be of Entire Instrument. “The indorsement must be an 
indorsement of the entire instrument. An indorsement which purports to transfer 
to the indorsee a part only of the amount payable, or which purports to transfer 
the instrument to two or more indorsees severally, does not operate as a negotia- 
tion of the instrument. But where the instrument has been paid in part, it may 
be indorsed as to the residue.” (U.N.I. Act, § 32.) 

The U. C. Code provides that if the endorsement purports to be of less than 
the entire amount, it operates only as a partial assignment. 


When Person Deemed Indorser. “A person placing his signature upon an 
instrument, otherwise than as maker, drawer, or acceptor, is deemed to be an 
indorser, unless he clearly indicates by appropriate words his intention to be 
bound in some other capacity.” (U.N.I. Act, § 63.) 

This intention must be made clear and distinct by appropriate language. (170 
Fed. 434.) The president of a corporation by writing his mere name upon the 
back of a note, without addition of any qualifying language, becomes an indorser 
within the meaning of this section. (163 N.Y.S. 97.) 


Indorsement Where Payable to Two or More Persons. “Where an instru- 
ment is payable to the order of two or more payees or indorsees who are not 
partners, all must indorse, unless the one indorsing has authority to indorse for 
the others.” (U.N.I. Act, § 41.) 


Indorsement Where Name Is Wrong. “Where the name of a payee or 
indorsee is wrongly designated or misspelled, he may indorse the instrument as 
therein described, adding, if he thinks fit, his proper signature.” (U.NI. Act, 
§ 43.) 

The Uniform Commercial Code provides that a transferee may require both 
signatures when paying value for the instrument. 


EFFECT OF INDORSEMENT BY INFANT OR CORPORATION. 
“The indorsement or assignment of the instrument by a corporation or by an 
infant passes the property therein, notwithstanding that from want of capacity, 
the corporation or infant may incur no liability thereon.” (U.N.I. Act, § 22.) 


FORGED INDORSEMENT. If an instrument is not payable to bearer, so 
that the indorsement of the payee is required, title thereto cannot be transferred 
if the indorsement of the payee is forged and any bank or person making pay- 
ment on the forged indorsement does so at his own peril. (85 N.E. 829; 112 F. 
2d 409.) 


Bearer Instruments. If an instrument is payable to bearer, since it may be 
negotiated without indorsement, the forgery of an indorsement on such an instru- 
ment does not preclude a transferee from acquiring good title thereto. (85 N.E. 
829.) 


Certification of Check with Forged Indorsement. If a wrong-doing forger 
procures certification of a check, funds represented thereby do not pass from the 
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drawer and he can recover the same from the bank that has charged such debit 
to his account. (112 N.E. 1053). 


Bank’s Liability for Payment. A bank paying on a forged check indorsement 
to a person other than the payee gives the depositor an action against the bank. 
(33 N.Y.S. 2d 885; 246 N.W. 178.) A bank depositor is under a duty to detect 
forgeries of his own signature, but ordinarily he is in no position to know the 
signatures of payees and he therefore is under no duty to detect forged indorse-’ 
ments. (39 N.E. 2d 897.) 


STRIKING OUT INDORSEMENT. “The holder may at any time strike 
out any indorsement which is not necessary to his title. The indorser whose in- 
dorsement is struck out, and all indorsers subsequent to him, are thereby relieved 
from liability on the instrument.” (U.N.I. Act, § 48.) 


TRANSFER WITHOUT INDORSEMENT. “Where the holder of an 
instrument payable to his order transfers it for value without indorsing it, the 
transfer vests in the transferee such title as the transferor had therein, and the 
transferee acquires, in addition, the right to have the indorsement of the trans- 
feror. But for the purpose of determining whether the transferee is a holder in 
due course, the negotiation takes effect as of the time when the indorsement is 
actually made.” (U.N.I. Act, § 49.) As to depositary banks, the Code provides 
the bank may supply the missing indorsement of its depositor. 


WHEN PRIOR PARTY MAY NEGOTIATE INSTRUMENT. “Where 
an instrument is negotiated back to a prior party, such party may, subject to the 
provisions of this Act, reissue and further negotiate the same. But he is not en- 


titled to enforce payment thereof against any intervening party to whom he 
was personally liable.” (U.N.I. Act, § 50.) 


Rights, Liabilities, and Warranties 


WHAT CONSTITUTES HOLDER IN DUE COURSE. “A holder in 
due course is a holder who has taken the instrument under the following con- 
ditions: 

1. That it is complete and regular upon its face; 

2. That he became the holder of it before it was overdue, aad without notice 

that it had been previously dishonored, if such was the fact; 

3. That he took it in good faith and for value; 

4. That at the time it was negotiated to him, he had no notice of any infirmity 

in the instrument or defect in the title of the person negotiating it.” (U.N.1. 
Act, § 52.) 


A holder for value of an instrument is to be distinguished from a holder in due 
course. A holder in due course is one who has no notice of any defect in the 
title of the person negotiating the instrument. (143 N.Y.S. 762; 173 Va. 168.) 
A purchaser who takes a negotiable instrument with unfilled blanks is put on 
inquiry and may not become a holder in due course. (25 N.Y.S. 2nd 157; 220 
Mass. 445.) Ordinarily a payee of a negotiable instrument will not be in the po- 
sition of a holder in due course under the Uniform Negotiable Instruments Act. 
(173 N.Y. App. Div. 821; 192 N.C. 380.) 

A bank discounting paper and merely placing the amount to the credit of the 
customer does not become a holder in due course. (180 N.Y. 346.) But if the 
sum so credited is drawn on, the bank becomes a holder in due course to that 
extent. 
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The requirements of a holder in due course are changed to some extent by 
the Uniform Commercial Code: 


(1) A holder in due course is a holder who takes the instrument 
(a) for value; and 
(b) in good faith; and 
(c) without notice that it is overdue or has been dishonored or of any defense 
against or claim to it on the part of any person. 
(2) A payee may be a holder in due course. 
(3) A holder does not become a holder in due course of an instrument: 
(a) by purchase of it at judicial sale or by taking it under legal process; or 
(b) by acquiring it in taking over an estate; or 
(c) by purchasing it as a part of a bulk transaction not in regular course of 
business of the transferor. 
(4) A purchaser of a limited interest can be a holder in due course only to the 
extent of the interest purchased (§ 3-302.) 


What Constitutes Holder for Value. “Where value has at any time been 
given for the instrument, the holder is deemed a holder for value in respect to all 
parties who became such prior to that time.” (U.N.I. Act, § 26.) 

“Where the holder has a lien on the instrument, arising either from contract 
or by implication of law, he is deemed a holder for value to the extent of his lien.” 
(UNGT, Act,.§ 27.) 

The above is enlarged by the Uniform Commercial Code as follows: 


“A holder takes the instrument for value 

(a) to the extent that the agreed consideration has been performed or that he 
acquires a security interest in or a lien on the instrument otherwise than by 
legal process; or 

(b) when he takes the instrument in payment of or as security for an antecedent 
claim against any person whether or not the claim is due; or 

(ec) when he gives a negotiable instrument for it or makes an irrevocable com- 
mitment to a third person.” (§ 3-303.) 


ALL HOLDERS PRESUMED HOLDERS IN DUE COURSE BUT 
STATUS MAY BE CHALLENGED. “Every holder is deemed prima facie 
to be a holder in due course; but when it is shown that the title of any person 
who has negotiated the instrument was defective, the burden is on the holder to 
prove that he or some person under whom he claims, acquired the title as holder 
in due course. But the last mentioned rule does not apply in favor of a party 
who became bound on the instrument prior to the acquisition of such defective 
title.” (U.N I. Act, § 59.) 


Person Not Deemed Holder in Due Course. “Where an instrument payable 
on demand is negotiated an unreasonable length of time after its issue, the 
holder is not deemed a holder in due course.” (U.N I. Act, § 53.) 

The Uniform Commercial Code says a reasonable time is thirty days. 


Notice Before Full Amount Is Paid. “Where the transferee receives notice 
of any infirmity in the instrument or defect in the title of the person negotiating 
the same, before he has paid the full amount agreed to be paid therefor, he will 
be deemed a holder in due course only to the extent of the amount theretofore 
paid by him.” (U.N.I. Act, § 54.) 


WHEN TITLE IS DEFECTIVE. “The title of a person who negotiates 
an instrument is defective within the meaning of this Act when he obtained the 
instrument, or any signature thereto, by fraud, duress, or force and fear, or 
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other unlawful means, or for an illegal consideration, or when he negotiates it in 
breach of faith, or under such circumstances as amounts to a fraud.” (U.N.I. 
Act, § 55.) 

A Federal Reserve bank that accepted for collection a check that had been 
indorsed “For Deposit” by the payee, and subsequently by another in blank, was 
liable to the true owner for loss for “bad faith” in failing to inquire into the sig- 
nificance of the indorsement. (14 N.E. 2d 46.) . 


Notice of Defect. “To constitute notice of an infirmity in the instrument or 
defect in the title of the person negotiating the same, the person to whom it is 
negotiated must have had actual knowledge of the infirmity or defect, or knowl- 
edge of such facts that his action in taking the instrument. amounted to bad faith.” 
(UNI. Act, § 56. See Section 95, N.Y. Negotiable Instruments Law, for a 
stricter section.) For actual notice see 102 U.S. 442; 148 N.Y. 652. 

The transferee is not required to make an inquiry. (175 Minn. 287; 150 N.Y. 
59.) A purchase at a discount, even though it is large, is not sufficient to de- 
prive the holder of the rights of a holder in due course. If, however, the dis- 
count is very large and there are other factors, they may be considered together 
to determine if he became a holder in good faith. (156 N.Y. App. Div. 9.) 

The Uniform Commercial Code is much more specific wherein it provides: 


(1) The purchaser has notice of a claim or defense if 
(a) the instrument is so incomplete, bears such visible evidence of forgery or 
alteration, or is otherwise so irregular as to call into question its validity, 
terms or ownership or to create an ambiguity as to the party to pay; or 
(b) the purchaser has notice that the obligation of any party is voidable in 
whole or in part, or that all parties have been discharged. 


(2) The purchaser has notice of a claim against the instrument when he has knowl- 
edge that a fiduciary has negotiated the instrument in payment of or as security for 
his own debt or in any transaction for his own benefit or otherwise in breach of duty. 


(3) The purchaser has notice that an instrument is overdue if he has reason to 
know 

(a) that any part of the principal amount is overdue or that there is an 
uncured default in payment of another instrument of the same series; or 

(b) that acceleration of the instrument has been made; or . 

(c) that he is taking a demand instrument after demand has been made or 
more than a reasonable length of time after the issue. A reasonable time 
for a check drawn and payable within the states and territories of the 
United States and the District of Columbia is presumed to be thirty days. 


(4) Knowledge of the following facts does not of itself give the purchaser notice 
of a defense or claim 


(a) that the instrument is antedated or postdated ; 

(b) that it was issued or negotiated in return for an executory promise or 
accompanied by a separate agreement, unless the purchaser has notice 
that a defense or claim has arisen from the terms thereof; 

(c) that any party has assigned for accommodation; 

(d) that an incomplete instrument has been completed, unless the purchaser 
has notice of any improper completion; 

(e) that any person negotiating the instrument is or was a fiduciary ; 

(f) that there has been default in payment of interest on the instrument or in 
payment of any other instrument, except one of the same series. 


(5) The filing or recording of a document does not of itself constitute notice 


within the provisions of this Article to a person who would otherwise be a holder in 
due course. 


RIGHTS, LIABILITIES, AND WARRANTIES 24-17 


(6) To be effective notice must be received at such time and in such manner as to 
give a reasonable opportunity to act on it. 

(7) In any event, to constitute notice of a claim or defense, the purchaser must 
have knowledge of the claim or defense or knowledge of such facts that his action in 
taking the instrument amounts to bad faith. If the purchaser is an organization 
and maintains within the organization reasonable routines for communicating sig- 
nificant information to the appropriate part of the organization apparently con- 
cerned, the individual conducting the transaction on behalf of the purchaser must 
have the knowledge. (§ 3-304.) 


RIGHTS OF HOLDER IN DUE COURSE. “A holder in due course 
holds the instrument free from any defect of title of prior parties, and free from 
defenses available to prior parties among themselves, and may enforce payment 
of the instrument for the full amount thereof against all parties liable thereon.” 
(U.N.I. Act, § 57.) The holder of a note is presumed to be the owner thereof 
(49 N.E. 1101), and he may sue thereon in his own name. (U.N I. Act, § 51.) 

The Uniform Commercial Code § 3-304 (supra page 16) would seem to 
qualify this to some extent. The code also specifies: 


“To the extent that a holder is a holder in due course he takes the instrument 
free from 


(1) all claims to it on the part of any person; and 
(2) all defenses of any party to the instrument with whom the holder has not 
dealt except 
(a) infancy, to the extent that it is a defense to a simple contract; and 
(b) such other incapacity, or duress, or illegality of the transaction, as 
renders the obligation of the party a nullity; and 
(c) such misrepresentation as has induced the party to sign the instrument 
with neither knowledge nor reasonable opportunity to obtain knowledge 
of its character or its essential terms; and 
(d) discharge in insolvency proceedings; and 
(e) any other discharge of which the holder has notice when he takes the 
instrument.” (§ 3-305.) 


WHEN A NEGOTIABLE INSTRUMENT IS SUBJECT TO ORIGI- 
NAL DEFENSES. “In the hands of any holder other than a holder in due 
course, a negotiable instrument is subject to the same defenses as if it were non- 
negotiable. But a holder who derives his title through a holder in due course and 
who is not himself a party to any fraud or illegality affecting the instrument, has 
all the rights of such former holder in respect of all parties prior to the latter.” 
(U.N.I. Act, § 58.) 

The Uniform Commercial Code provides: 


“Unless he has the right of a holder in due course any person takes the instru- 
ment subject to 


(a) all valid claims to it on the part of any person; and... . 

(d) the defense that he or a person through whom he holds the instrument ac- 
quired it by theft, or that payment or satisfaction to such holder would be 
inconsistent with the terms of a restrictive indorsement. The claim of any 
third person to the instrument is not otherwise available as a defense to any 
party liable thereon unless the third person himself defends the action for 
such party.” (§ 3-306.) 


A transferee of a negotiable instrument who is not a holder in due course and 
who did not acquire the instrument from one who is takes a title that is subject 
to the equities between the original parties. (182 La. 649; 2 N.Y. App. Div. 240.) 
Because a past due note has passed through innocent hands before maturity and 
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is thus free from equitable defenses, it is of no consequence that one who acquires 
it after its maturity may have had notice of an original infirmity. (150 Pac. 571°) 


LIABILITY OF PARTIES IN CONNECTION WITH NEGOTIA- 
BLE INSTRUMENTS. Liability attaches to persons concerned as makers, 
drawers, acceptors, indorsers, or otherwise handling negotiable instruments. 


Liability of Maker. “The maker of a negotiable instrument by making it, 
engages that he will pay it according to its tenor; and admits the existence of the 
payee and his then capacity to indorse.” (U.N.I. Act, § 60.) 

The maker of a note is jointly liable on the note with the co-maker. (19 
N.Y.S. 2d 457.) The maker is primarily liable even though he signs only for 
accommodation. (81 Ohio State 348.) 


Liability of Drawer. “The drawer by drawing the instrument, admits the 
existence of the payee and his then capacity to indorse and engages that on due 
presentment the instrument will be accepted or paid, or both, according to its 
tenor, and that if it be dishonored and the necessary proceedings on dishonor be 
duly taken, he will pay the amount thereof to the holder, or to any subsequent 
indorser who may be compelled to pay it. But the drawer may insert in the 
instrument an express stipulation negativing or limiting his own lability to 
the holder.” (U.N.I. Act, § 61.) 

The distinction between checks and bills of exchange, as respects drawer’s 
obligations, is founded upon mercantile custom and is destroyed by this Section. 
(280 N.Y. 135.) 


Liability of Acceptor. “The acceptor by accepting the instrument, engages 
that he will pay it according to the tenor of his acceptance; and admits: 


1. The existence of the drawer, the genuineness of his signature, and his capacity 
and authority to draw the instrument; and 
2. The existence of the payee and his then capacity to indorse.” (U.N.I. Act, § 62.) 


Although the drawee of a bill is bound to know the signature of the drawer, he 
is not required to have any knowledge of the signature of the payee. If the 
drawee pays a draft on a forged indorsement and thereby is unable to charge 
the payment against the drawer, he is entitled to recover the money from the one 
to whom it was paid. (91 N.Y. 74.) 

The acceptor is estopped from asserting the incapacity of the drawer if the 
instrument is drawn by an infant, married woman, or a corporation without such 
power. (54 Penn. State 302.) The drawee cannot hold the drawer if the accept- 
ance was for accommodation until the drawee has paid the instrument. (80 
Virginia 369.) The Uniform Commercial Code makes more definite the liability 
of the various parties: 


(1) The maker or acceptor engages that he will pay the instrument according to 
its tenor at the time of his engagement or as completed pursuant to Section 
3-115 on incomplete instruments. 


(3) By making, drawing or accepting the party admits as against all subsequent 
parties including the drawee the existence of the payee and his then capacity 
to indorse. (§ 3-413.) 


Liability of Guarantor. The Uniform Commercial Code seems to add a new 
statutory form of liability for a guarantor: 


(1) Payment guaranteed or equivalent words added to a signature mean that 
the signer engages that if the instrument is not paid when due he will pay it accord- 
ing to its tenor without resort by the holder to any other party. 
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(2) Collection guaranteed or equivalent words added to a signature mean that 
the signer engages that if the instrument is not paid when due he will pay it accord- 
ing to its tenor, but only after the holder has reduced his claim against the maker or 
acceptor to judgment and execution has been returned unsatisfied, or after the maker 
or acceptor has become insolvent or it is otherwise apparent that it is useless to 
proceed against him. 

(3) Words of guaranty which do not otherwise specify guarantee payment. 

(4) No words of guaranty added to the signature of a sole maker or acceptor 
affect his liability on the instrument. Such words added to the signature of one of 
two or more makers or acceptors create a presumption that the signature is for the 
accommodation of the others. 

(5) When words of guaranty are used presentment, notice of dishonor and protest 
are not necessary to charge the user. 

(6) Any guaranty written on the instrument is enforceable notwithstanding any 
statute of frauds. (§ 3-416.) 


LIABILITY OF INDORSER. Every indorser who indorses without quali- 
fication warrants to all subsequent holders in due course: 


1. The matters and things mentioned in Subdivisions 1, 2 and 3 of the section 
below on Warranties; and 

2. That the instrument is at the time of his indorsement valid and subsisting. 
And in addition, he engages that on due presentment, it shall be accepted or 
paid, or both, as the case may be, according to its tenor, and that if it be dis- 
honored, and the necessary proceedings on dishonor be duly taken, he will pay 
the amount thereof to the holder, or to any subsequent indorser who may be 
compelled to pay it. (U.N.I. Act, § 66.) 


Thus the obligation of the indorser is that, if the maker fails to pay, he, the 
indorser, is obligated if the proper steps are taken. (109 N.E. 481; 163 Cal. 485.) 

An indorser guarantees the genuineness of all prior indorsements. (223 N.W. 
780; 281 N.Y. 162.) Likewise the indorser of a check under forged indorsements 
of payees warrants the genuineness of the indorsements of the payees. (286 
N.Y.S. 859.) The fact is that each indorsement of a promissory note is a sepa- 
rate contract, standing apart from that of the maker or any other indorser. 
(75 N.E. 1103.) 


Liability of Indorser Where Paper Is Negotiable by Delivery. “Where a 
person places his indorsement on an instrument negotiable by delivery, he incurs 
all the liabilities of an indorser.” (U.N.I. Act, § 67.) 


Order in Which Indorsers Are Liable. “As respects one another, indorsers 
are liable prima facie in the order in which they indorse; but evidence is admis- 
sible to show that as between or among themselves, they have agreed otherwise. 
‘Joint payees or joint indorsees who indorse are deemed to indorse jointly and 
severally.” (U.N.I. Act, § 68.) 

In the absence of an agreement between two accommodation indorsers that they 
shall be liable between themselves as co-sureties, they are liable in the order that 
their names appear. (9 N.E. 109.) 

Liability of Irregular Indorser. “Where a person not otherwise a party to an 
instrument, places thereon his signature in blank before delivery, he is liable as 
indorser in accordance with the following rules: 


1. If the instrument is payable to the order of a third person, he is liable to the 
payee and to all subsequent parties. 

2. If the instrument is payable to the order of the maker or drawer, or is payable 
to bearer, he is liable to all parties subsequent to the maker or drawer. 
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3. If he signs for the accommodation of the payee, he is liable to all parties sub- 
sequent to the payee.” (U.N.I. Act, § 64.) 


By this section a prior rule that an irregular indorser was presumed to be a 
second indorser was changed. Such an indorser is now presumed to be liable in 
several different situations according to the language of this section. (192 N.Y. 
499; 85 N.E. 682.) 


LIABILITY OF ACCOMMODATION PARTY. “An accommodation 
party is one who has signed the instrument as maker, drawer, acceptor, or in- 
dorser, without receiving value therefor, and for the purpose of lending his name 
to some other person. Such a person is liable on the instrument to a holder for 
value, notwithstanding such holder at the time of taking the instrument knew 
him to be only an accommodation party.” (U.N.I. Act, § 29.) 

The Uniform Commercial Code enlarges and clarifies the liability of an ac- 
commodation party as follows: 


(1) An accommodation party is one who signs the instrument in any capacity 
for the purpose of lending his name to another party to it. 

(2) When the instrument has been taken for value before it is due the accommo- 
dation party is liable in the capacity in which he has signed even though the taker 
knows of the accommodation. 

(3) As against a holder in due course and without notice of the accommodation 
oral proof of the accommodation is not admissible to give the accommodation party 
the benefit of discharges dependent on his character as such. In other cases the ac- 
comodation character may be shown by oral proof. 

(4) An indorsement which shows that it is not in the chain of title is notice of 
its accommodation character. 

(5) An accommodation party is not liable to the party accommodated, and if he 
pays the instrument has a right of recourse on the instrument against such party. 

(6) An accommodation party warrants to any subsequent holder who is not the 
party accommodated and who takes the instrument in good faith that 

(a) all signatures are genuine or authorized; and 

(b) the instrument has not been materially altered; and 

(c) all prior parties had capacity to contract; and 

(d) he has no knowledge of any insolvency proceeding instituted with respect 
to the maker or acceptor or the drawer of an unaccepted instrument. 
(§ 3-415.) 


An accommodation maker is liable primarily to the payee or his assignee, 
and is not liable merely as a surety. (245 N.Y.S. 372; 159 N.W. 737.) 

If one indorses a note for the accommodation of the maker, he becomes a mere 
surety. (131 N.Y\S. 157; 28 RI. 338.) 

Corporations are without power to become accommodation parties. (55 Fed. 
465; 211 N.Y. 154.) 

A partner has no power to indorse the firm name for the accommodation of a 
third party. (44 N.Y. 680.) 

A holder for value of a negotiable instrument is entitled to recover the amount 
thereof from an accommodation indorser, although he knew at the time of taking 
the instrument that it was accommodation paper. (73 N.E. 1129.) 


LIABILITY OF PERSON SIGNING AS AGENT. “Where the instru- 
ment contains or a person adds to his signature words indicating that he signs for 
or on behalf of a principal, or in a representative capacity, he is not liable on 
the instrument if he was duly authorized; but the mere addition of words de- 
scribing him as an agent, or as filling a representative character, without disclosing 
his principal, does not exempt him from personal liability.” (U.NI. Act, § 20.) 
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If an agent signs an instrument with the addition of words that are merely 
descriptive and the payee knows that such person is merely acting as agent for 
another and that he does not intend to bind himself individually, the agent is 
not personally liable to the payee. (107 N.Y. App. Div. 491.) 


Signature by Corporate Officers. If a note is signed not in the name of the 
corporation, but in the name of an officer with an addition of the office he holds, 
the name of the office is deemed merely descriptive, and the officer is, as against 
a holder in due course of the instrument, liable individually and the corporation 
is not lable. (44 N.E. 1038.) 

If, however, the instrument is subscribed with the name of a corporation and 
the name of an individual with the designation “Treas.,” it is an obligation of the 
corporation, not of the Treasurer individually. (66 N.Y. 145.) 


LIABILITY OF PERSON SIGNING IN TRADE OR ASSUMED 
NAME. One who signs in a trade or assumed name will be liable to the same 
extent as if he had signed in his own name. (U.N_I. Act, § 18.) 


WARRANTIES. “Every person negotiating an instrument by delivery or 
by a qualified indorsement warrants: 


1. That the instrument is genuine and in all respects what it purports to be; 

2. That he has good title to it; 

3. That all prior parties had capacity to contract; 

4. That he has no knowledge of any fact which would impair the validity of the 
instrument or render it valueless. But when the negotiation is by delivery only, 
the warranty extends in favor of no holder other than the immediate transferee. 
The provisions of subdivision 8 of this section do not apply to persons nego- 
tiating public or corporate securities, other than bills and notes.” (U.N.I. Act, 
§ 65.) 


_A transferor of negotiable paper by assigning without indorsement warrants 
under this section only against his own knowledge of invalidity and not against 
the fact of invalidity. This is true whether the instrument be bearer paper or 
unindorsed order paper. (48 Fed. 2d 574.) 

The Uniform Commercial Code enlarges this section to read: 


(2) Any person who transfers an instrument and receives consideration warrants 
to his transferee and if the transfer is by indorsement to any subsequent holder who 
takes the instrument in good faith that 

(a) he has a good title to the instrument or is authorized to obtain payment 
or acceptance on behalf of one who has a good title and the transfer 
is otherwise rightful; and 

(b) all signatures are genuine or authorized; and 

(c) the instrument has not been materially altered; and 

(d) no defense of any party is good against him; and 

(e) he has no knowledge of any insolvency proceeding instituted with respect 
to the maker or acceptor or the drawer of an unaccepted instrument. 

(3) By transferring “without recourse” the transferor limits the obligation stated 
in subsection (2) (d) to a warranty that he has no knowledge of such a defense. 

(4) A selling agent or broker who does not disclose the fact that he is acting 
only as such gives the warranties provided in this section, but if he makes such dis- 
closure warrants only his good faith and authority. (§ 3-417 (2), (3), 4).) 


Although it is a rule that, upon the sale of a note, there is an implied warranty 
by the vendor of the genuineness of the instrument, no warranty will be im- 
plied if the contract of sale was made in such form as to exclude the warranty of 
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genuineness, as when the vendor expressly declines to warrant the genuineness 
of the note. (60 N.Y. 528.) 

The seller of a forged instrument is liable to the purchaser even though he 
acted in good faith. (232 S.W. 456.) 


WARRANTIES ON PRESENTMENT AND TRANSFER. The Uni- 
form Commercial Code provides the following: 


(1) Any person who obtains payment or acceptance and any prior transferor 
warrants to a person who in good faith pays or accepts that 
(a) he has a good title to the instrument or is authorized to obtain payment 
or acceptance on behalf of one who has a good title; and 
(b) he has no knowledge that the signature of the maker or drawer is un- 
authorized, except that this warranty is not given by a holder in due 
course acting in good faith 
(i) to a maker with respect to the maker’s own signature; or 
(ii) to a drawer with respect to the drawer’s own signature, whether or 
or not the drawer is also the drawee; or 
(iii) to an acceptor of a draft if the holder in due course took the draft 
after the acceptance or obtained the acceptance without knowledge 
that the drawer’s signature was unauthorized; and 
(c) the instrument has not been materially altered, except that this warranty 
is not given by a holder in due course acting in good faith 
(i) to the maker of a note; or 
(ii) to the drawer of a draft whether or not the drawer is also the 
drawee; or 
(ii1) to the acceptor of a draft with respect to an alteration made prior 
to the acceptance if the holder in due course took the draft after 
the acceptance, even though the acceptance provided “payable as 
originally drawn” or equivalent terms; or 
(iv) to the acceptor of a draft with respect to an alteration made after 
the acceptance. (§ 3-417 (1).) 


Presentment, Payment, Notice of Dishonor, Protest, 
and Discharge 


“PRESENTMENT.” Presentment is a demand for acceptance or payment 
made upon the maker, acceptor, drawee, or other payor by or on behalf of the 
holder (U. C. Code, § 3-504 (1)). 


WHEN PRESENTMENT FOR PAYMENT IS NECESSARY. “Pre-« 
sentment for payment is not necessary in order to charge the person primarily 
lable on the instrument; ... But except as herein otherwise provided, pre- 
sentment for payment is necessary in order to charge the drawer and indorsers.” 
(U.N.I. Act, § 70.) 

In essence, this means that presentment is necessary only to fix the liability of 
the parties who are secondarily liable. The maker or acceptor, being a primary 
obligor, remains liable even though the instrument is not presented for payment. 
The only effect that nonpresentment has on the primary parties is to stop the 
running of interest as against them. Indorsers and secondary parties may waive 
the necessity of presentment. (22 N.E. 371.) 

The Uniform Commercial Code modifies this provision as follows: 


(1) Presentment is necessary to charge secondary parties as follows... 
(b) presentment for payment is necessary to charge any indorser; 
(c) in the case of any drawer, the acceptor of a draft payable at a bank or 
the maker of a note payable at a bank, presentment for payment is neces- 
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sary, but failure to make presentment discharges such drawer, acceptor or 
maker only in very special circumstances and then only to a limited 
degree as stated in 3-502 (1) (b) 
(4) Notwithstanding any provision of this section, neither presentment nor 
notice of dishonor nor protest is necessary to charge an indorser who has indorsed an 
instrument after maturity. (§ 3-501.) 


_PRESENTMENT FOR ACCEPTANCE. See discussion below under 
Bills of Exchange, p. 31. 


WHEN PRESENTMENT FOR PAYMENT MAY BE DISPENSED 
WITH. “Presentment for payment is dispensed with: 


1. Where, after the exercise of reasonable diligence, presentment as required by 
this Act cannot be made; 

2. Where the drawee is a fictitious person; 

3. By waiver of presentment expressed or implied.” (U.N.I. Act. § 82.) 


The insolvency of a maker or acceptor does not dispense with the necessity for 
presentment. (68 N.W. 677; 27 N.E. 251.) 

“Presentment for payment is not required in order to charge the indorser 
where the instrument was made or accepted for his accommodation, and he has 
no reason to expect that the instrument will be paid if presented.” (U.N.I. 
Act, § 80.) 

Under the U. C. Code, presentment may be entirely excused in the following 
circumstances: 


(2) Presentment or notice or protest as the case may be is entirely excused when 
(a) the party to be charged has waived it expressly or by implication either 
before or after it is due; or 
(b) such party has himself dishonored the instrument or has countermanded 
payment or otherwise has no reason to expect or right to require that the 
instrument be accepted or paid; or 
(c) by reasonable diligence the presentment or protest cannot be made or 
the notice given. 
(3) Presentment is also entirely excused when 
(a) the maker, acceptor or drawee of any instrument except a documentary 
draft is dead or in insolvency proceedings instituted after the issue of 
the instrument; or 
(b) acceptance or payment is refused but not for want of proper presentment. 
(§ 3-511.) 


WHAT CONSTITUTES SUFFICIENT PRESENTMENT FOR PAY- 
MENT. “Presentment for payment to be sufficient, must be made: 


. By the holder, or by some person authorized to receive payment on his behalf; 
At a reasonable hour on a business day; 

At a proper place as herein defined ; 

To the person primarily liable on the instrument, or if he is absent or inac- 
cessible, to any person found at the place where the presentment is made.’ 
(U.N.I. Act, § 72.) 


Under the U.C. Code presentment may be made: 

(a) by mail, in which event the time of presentment is determined by the 
time of receipt of the mail; or 

(b) through a clearing house; or 

(ec) at the place of acceptance or payment specified in the instrument or if 
there be none at the place of business or residence of the party to accept 
or pay. If neither the party to accept or pay nor anyone authorized to 
act for him is present or accessible at such place presentment is excused. 


Oo No 
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(3) It may be made: 
(a) to any one of two or more makers, acceptors, drawees or other payers; or 
(b) to any person who has authority to make or refuse the acceptance or 
payment. ; 
(4) It may be made as provided in Section 4-204; except as provided in that 
section, a draft accepted or a note made payable at a bank in the United States must 
be presented at such bank. (U.C. Code § 3-504.) 


Time of Presentment. “Where the instrument is not payable on demand, 
presentation must be made on the day it falls due. Where it is payable on de- 
mand, presentment must be made within a reasonable time after its issue, except 
that in case of a bill of exchange, presentment for payment will be sufficient if 
made within a reasonable time after the last negotiation thereof.” (U.N.I. Act, 
§ 71.) 


The Uniform Commercial Code enlarges this section as follows: 


(1) Unless a different time is expressed in the instrument, the time for any pre- 
sentment is determined as follows: 

(a) where an instrument is payable at or a fixed period after a stated date 
any presentment for acceptance must be made on or before the date it is 
payable; 

(b) where an instrument is payable after sight it must either be presented 
for acceptance or negotiated within a reasonable time after date or issue 
whichever is later; 

(c) where an instrument shows the date on which it is payable presentment 
for payment is due on that date; 

(d) where an instrument is accelerated presentment for payment is due 
within a reasonable time after the acceleration ; 

(e) with respect to the liability of any secondary party presentment for ac- 
ceptance or payment of any other instrument is due within a reasonable 
time after such party becomes liable thereon. 

(2) A reasonable time for presentment is determined by the nature of the instru- 
ment, any usage of banking or trade and the facts of the particular case. In the case 
of an uncertified check which is drawn and payable within the United States and 
which is not a draft drawn by a bank the following are presumed to be reasonable 
periods within which to present for payment or to initiate bank collection: 

(a) with respect to the liability of the drawer, thirty days after date or issue 
whichever is later; and : 

(b) with respect to the liability of an indorser, seven days after his indorse- 
ment. 

(3) Where any presentment is due on a day which is not a full business day for 
either the person making presentment or the party to pay or accept, presentment is 
due on the next following day which is a full business day for both parties. 

(4) Presentment to be sufficient must be made at a reasonable hour, and if at a 
bank during the banking day. (§ 3-503.) 


Delay in Presentment. “Delay in making presentment for payment is ex- 
cused when the delay is caused by circumstances beyond the control of the 
holder and not imputable to his default, misconduct or negligence. When the 
cause of delay ceases to operate, presentment must be made with reasonable dili- 
gence.” (U.N.I. Act, § 81.) 


RIGHTS OF PARTY TO WHOM PRESENTMENT IS MADE. Under 
the Uniform Commercial Code, 


(1) The party to whom presentment is made may without dishonor require 
(a) exhibition of the instrument [this is also true under the U.N.I. Act]; and 
(b) reasonable identification of the person making presentment and evidence 
of his authority to make it if made for another; and 
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(c) that the instrument be produced for acceptance or payment at a place 
specified in it, or if there be none at any place reasonable in the cir- 
cumstances; and 


(d) a signed receipt on the instrument for any partial or full payment and its 
surrender upon full payment. 
(2) Failure to comply with any such requirement invalidates the presentment but 
the person presenting has a reasonable time in which to comply and the time for 
acceptance or payment runs from the time of compliance. (§ 3-505.) 


WHAT CONSTITUTES PAYMENT IN DUE COURSE. “Payment is 
made in due course when it is made at or after the maturity of the instrument to 


the holder thereof in good faith and without notice that his title is defective.” 
(U.N.I. Act, § 88.) 


WHEN INSTRUMENT IS DISHONORED. “The instrument is dis- 
honored by non-payment when: 


1. It is duly presented for payment and payment is refused or cannot be obtained; 
or 

2. Presentment is excused and the instrument is overdue and unpaid,” (U.N_1. 
Act, § 83.) 


The U. C. Code provides: “An instrument is dishonored when (a) a necessary or 
optional presentment is duly made and due acceptance or payment is refused or 
cannot be obtained within the prescribed time or in case of bank collections the 
instrument is seasonably returned by the midnight deadline” (§ 4-301). 

Return of an instrument for lack of proper indorsement is not dishonor. 


(§ 3-507.) 


NOTICE OF DISHONOR. “Except as is herein otherwise provided, when 
a negotiable instrument has been dishonored by non-acceptance or non-payment, 
notice of dishonor must be given to the drawer and to each indorser, and any 
drawer or indorser to whom such notice is not given is discharged.” (U.N_I. 
Act, § 89.) 

Such notice of dishonor is shown in the notice of protest, Fig. 7, page 27. 

The object of the requirement of this notice of dishonor is to put the indorser 
in possession of the material facts on which his own liability is founded, so that 
he may take necessary measures for his own security against those who are liable 
to him. (22 N.E. 371.) Except when waived or excused, notice of dishonor is an 
essential element to hold the indorser of a negotiable instrument. (22 N.E. 371.) 
An accommodation indorser, to be held, most be given notice of dishonor like 
any other indorser. (279 N.Y. 775.) If a note is given to a bank for collection 
and it is dishonored, it is the duty of the bank to give notice of dishonor to its 
customer. (148 N.C. 362.) 

The foregoing applies only to parties secondarily liable. A pure guarantor does 
not come under the rule requiring such notice. (2 N.Y. 225.) 

“The notice may be given by or on behalf of the holder, or by or on behalf of 
any party to the instrument who might be compelled to pay it to the holder, 
and who, upon taking it up, would have a right to reimbursement from the 
party to whom the notice is given.” (U.N.I. Act, § 90.) 

Although a maker cannot on his behalf give a notice of dishonor, he may do 
it as an agent on behalf of the holder. (105 N.Y. App. Div. 433.) The notice 
must be given by either the holder or a duly constituted agent. (16 N.Y. 235.) 

The Uniform Commercial Code enlarges this section by stating: 

(1) Notice of dishonor may be given to any person who may be liable on the 
instrument by or on behalf of the holder or any party who has himself received 
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notice, or any other party who can be compelled to pay the instrument. In addition 
an agent or bank in whose hands the instrument is dishonored may give notice to 
his principal or customer or to another agent or bank from which the instrument was 
received. ; 

(2) Any necessary notice must be given by a bank before its midnight deadline 
and by any other person before midnight of the third business day after dishonor or 
receipt of notice of dishonor. 

(3) Notice may be given in any reasonable manner. It may be oral or written 
and in any terms which identify the instrument and state that it has been dishonored. 
A misdescription which does not mislead the party notified does not vitiate the notice. 
Sending the instrument bearing a stamp, ticket or writing stating that acceptance 
or payment has been refused or sending a notice of debit with respect to the instru- 
ment is sufficient. 

(4) Written notice is given when sent although it is not received... . 

(8) Notice operates for the benefit of all parties who have rights on the instru- 
ment against the party notified. (§ 3-508.) 


Mere knowledge of dishonor is not equivalent to notice thereof. The notice 
must come from one entitled to look to the party for payment and must inform 
him that the note has been duly presented for payment, that it has been dis- 
honored, and that the holder looks to him for payment. (279 N.Y. 775; 18 N.E. 
2d 862.) 


Where Notice Must Be Sent. “Where a party has added an address to his 
signature, notice of dishonor must be sent to that address; but if he has not given 
such address, then the notice must be sent as follows: 


1. Either to the Post Office nearest to his place of residence, or to the Post Office 
where he is accustomed to receive his letters; or 

2. If he live in one place, and have his place of business in another, notice may 
be sent to either place; or 


3. If he is sojourning in another place, notice may be sent to the place where he 
iS sojourning.” 


But if the notice is actually received by the party within the time specified in 
this act, it will be sufficient, though not sent in accordance with the requirements 
of this section. (U.N.I. Act, § 108.) 


Notice to Subsequent Party; Time of Notice. “Where a party receives 
notice of dishonor, he has, after the receipt of such notice, the same time for 
giving notice to antecedent parties that the holder has after the dishonor.” 
(U.N.I. Act, § 107.) 


WAIVER OF NOTICE. “Notice of dishonor may be waived, either before 
the time of giving notice has arrived or after the omission to give due notice, and 
waiver may be expressed or implied.” (U.N.I. § 109.) (See Fig. 6.) 


I, John Doe, do hereby, for value received, waive demand, notice of demand, and 
nonpayment, protest, and notice of protest of the within note. Dated, June Ist, 19—. 


John Doe 


Fig. 6. Waiver of demand and notice by indorser. 


The lability of an indorser generally depends upon the implied conditions 
that the instrument shall be duly presented at its maturity and that notice of 
dishonor shall be transmitted to the indorser. But these conditions are for the 
benefit of the indorser and may be waived by him, either verbally, in writing or 
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as a result of implication and usage, or from any understanding between the 
parties that is sufficient to prove the waiver. (22 N.E. 371.) 


Who Is Affected by Waiver. “Where the waiver is embodied in the instru- 
ment itself, it is binding upon all parties; but where it is written above the sig- 
nature of an indorser, it binds him only.” (U.N I. Act, § 110.) 


Waiver of Protest. vA waiver of protest, whether in the case of a foreign bill 
of exchange or other negotiable instrument, is deemed to be a waiver not only of a 
un protest, but also of presentment and notice of dishonor.” (U.N. Act, 

le 


WHEN NOTICE IS DISPENSED WITH. “Notice of dishonor is dis- 
pensed with when, after the exercise of reasonable diligence, it cannot be given 
to or does not reach the parties sought to be charged.” (U.N. Act, § 112.) 

It has been held that if the indorser had no place of residence that the reason- 
able diligence of the holder could enable him to discover, the law would dispense 
with giving regular notice. (7 N.Y. 266.) If a holder does not know or cannot 
find the address of the maker, he is under a duty to inquire for it of the other 
parties to the instrument. (48 N.Y. App. Div. 188.) 


When Notice Need Not Be Given Drawer. “Notice of dishonor is not re- 
quired to be given to the drawer in either of the following cases: 


1. Where the drawer and drawee are the same person; 

2. Where the drawee is a fictitious person or a person not having capacity to 
contract; 

3. Where the drawer is the person to whom the instrument is presented for pay- 
ment; 

4. Where the drawer has no right to expect or require that the drawee or acceptor 
will honor the instrument ; 

5. Where the drawer has countermanded payment.” (U.N.I. Act, § 114.) 


Notice of Non-payment Where Acceptance Is Refused. “Where due notice 
of dishonor by non-acceptance has been given, notice of a subsequent dishonor by 
non-payment is not necessary, unless in the meantime the instrument has been 
accepted.” (U.N.I. Act, § 116.) 

PROTEST. “Where any negotiable instrument has been dishonored, it may 
be protested for non-acceptance or non-payment, as the case may be; but protest 


To John Doe: 


Please take notice that a note made by Richard Roe for the sum of One 
hundred dollars, dated June Ist, 1946, payable thirty days after date to Ben Boe 
or his order and indorsed by you, has been presented by me, at the request of 
the holders thereof, to Richard Roe at No. 1 Fifth Avenue, Borough of Man- 
hattan, City of New York, and that payment being duly demanded, was re- 
fused, whereupon, by direction of such holders, the same has been protested by 
me, and payment thereof is hereby requested of you. 


July 1st, 19—. 
(Seal) 


Henry Hoe 
Notary Public New York County No. 1 
Register No. 1-H-1 
Commission expires March 30, 19—. 


Fig. 7. Notice of protest. 
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is not required except in the case of foreign bills of exchange.” (UNI. Act, 
§ 118.) A notice of protest is shown in Fig. 7. : 

Formal protest by a notary public is not essential to hold the indorser of a 
promissory note. (138 N.Y. App. Div. 339.) Although protest is not legally 
required in the case of nonpayment of inland bills of exchange, it is desirable to 
have a certificate of a notary setting forth presentation and demand for payment 
where it may become necessary to bring legal action. Without such certificate, 
it is sometimes difficult to prove these facts in court. (240 Pa. State 328.) A 
certificate of service of notice of protest is shown in Fig. &. 


State of New York, 


United States of met 
ss 
County of New York, 


I, John Doe, a notary public of the State of New York, duly commissioned 
and sworn, do hereby certify, that on the Ist day of June, 19—, due notice of 
the protest of the before mentioned bill was served on Richard Roe personally, 
and upon Ben Boe, by putting the same into the post-office directed to him at 
No. 1 Fifth Avenue, New York City, which place was the reputed residence of 
the person to whom the notice was directed, and the post-office address nearest 
thereto, and that said notice was mailed at Hudson River Station Post-office, 
New York City, in a sealed envelope with postage prepaid. 


John Doe 
Notary Public, New York County No. 1 
(Seal) Register No. 1-D-1 
Commission expires March 30, 19—. 


Fig. 8. Certificate of service of notice of protest. 


DISCHARGE. “A negotiable instrument is discharged: 


— 


. By payment in due course by or on behalf of the principal debtor; 

2. By payment in due course by the party accommodated, where the instrument 
is made or accepted for accommodation; 

3. By the intentional cancellation thereof by the holder; 

4. By any other act which will discharge a simple contract for the payment of 
money; 

5. When the principal debtor becomes the holder of the instrument at or after 

maturity in his own right.” (U.N.I. Act, § 119.) 


The words in subdivision 5 “in his own right” merely exclude such a case as 
that of a maker acquiring the instrument in a representative capacity. (94 N.Y. 
App. Div. 474.) 


The Uniform Commercial Code states: 


(1) The lability of any party is discharged to the extent of his payment or satis- 
faction to the holder even though it is made with knowledge of a claim of another 
person to the instrument unless prior to such payment or satisfaction the person 
making the claim either supplies indemnity deemed adequate by the party seeking 
the discharge or enjoins payment or satisfaction by order of a court of competent 
jurisdiction in an action in which the adverse claimant and the holder are parties. 
This subsection does not, however, result in the discharge of the liability 

(a) of a party who in bad faith pays or satisfies a holder who acquired the 
instrument by theft or who (unless having the rights of a holder in due 
course) holds through one who so acquired it; or 
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(b) of a party (other than an intermediary bank or a payor bank which is 
not a depositary bank) who pays or satisfies the holder of an instrument 
which has been restrictively indorsed in a manner not consistent with 
the terms of such restrictive indorsement. 

(2) Payment or satisfaction may be made with the consent of the holder by any 
person including a stranger to the instrument. Surrender of the instrument to such 
a person gives him the rights of a transferee (Section 3-201). (Code Art. 3-603.) 


The payment of an accommodation note by the party accommodated dis- 
charges the instrument. (101 N.YS. 101.) One of two co-makers, who signed 
for the accommodation of the other, can pay the instrument and recover on it 
against his co-maker who received the consideration. (281 Fed. 715.) 


When Persons Secondarily Liable Are Discharged. “A person secondarily 
liable on the instrument is discharged: 


By any act which discharges the instrument; 

By the intentional cancellation of his signature by the holder; 

By the discharge of a prior party; 

By a valid tender of payment made by a prior party; 

. By a release of the principal debtor, unless the holder’s right of recourse against 
the parties secondarily liable is expressly reserved ; 

6. By any agreement binding upon the holder to extend the time of payment or to 

postpone the holder’s right to enforce the instrument, unless made with the 

assent of the party secondarily liable, or unless the right of recourse against 

such party is expressly reserved.” (U.N.I. Act, § 120.) 


CUR 


The Uniform Commercial Code enlarges on the question of cancellation and 
renunciation : 

“(1) The holder of an instrument may even without consideration discharge 
any party 


(a) in any manner apparent on the face of the instrument or the indorsement, 
as by intentionally cancelling the instrument or the party’s signature by 
‘destruction or mutilation, or by striking out the party’s signature; or 

(b) by renouncing his rights by a writing signed and delivered or by sur- 
render of the instrument to the party to be discharged.” 


Any act that discharges a prior indorser discharges all subsequent indorsers 
for the reason, that on making payment, each indorser is entitled to have recourse 
to all indorsers preceding him. (174 N.Y. 222.) The giving of any security by 
the maker or prior indorser for the payment is not payment, nor does it dis- 
charge subsequent indorsers. (176 Pa. State 513.) An extension of time made 
after the maturity of a note will discharge the indorser. (143 N.Y.S. 1017.) 


Right of Party Who Discharges Instrument. “Where the instrument. is 
paid by a party secondarily liable thereon, it is not discharged; but the party so 
paying it is remitted to his former rights as regards all prior parties, and he may 
strike out his own and all subsequent indorsements, and again negotiate the 
instrument, except: 


1. Where it is payable to the order of a third person, and has been paid by the 
drawer; and 

2. Where it was made or accepted for accommodation and has been paid by the 
party accommodated.” (U.N.I. Act, § 121.) 


Renunciation of Rights by Holder. “The holder may expressly renounce his 
rights against any party to the instrument, before, at or after its maturity. An 
absolute and unconditional renunciation of his rights against the principal debtor, 
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made at or after the maturity of the instrument, discharges the instrument. But 
a renunciation does not affect the rights of a holder i in due course without notice. 
A renunciation must be in writing, unless the instrument is delivered up to the 
person primarily liable thereon.” (U.N.I. Act, § 122.) 


Bills of Exchange 


NATURE OF BILLS OF EXCHANGE. “A bill of exchange is an un- 
conditional order in writing addressed by one person to another, signed by the 
person giving it, requiring the person to whom it is addressed to pay on demand 
or at a fixed or determinable future time a sum certain in money to order or to 
bearer.” (U.N. Act, § 126.) Fig. 2, p. 2 above, illustrates a typical bill of 
exchange. 


Bill Not an Assignment of Funds in the Hands of Drawee. “A bill of 
itself does not operate as an assignment of the funds in the hands of the drawee 
available for the payment thereof, and the drawee is not liable on the bill unless 
and until he accepts the same.” (U.N.I. Act, § 127.) 

The Uniform Commercial Code enlarges this section by stating: 


(2) Nothing in this section shall affect any liability in contract, tort or otherwise 
arising from any letter of credit or other obligation or representation which is not an 
acceptance. (§ 3-409.) 


Bill Addressed to More Than One Drawee. “A bill may be addressed to 
two or more drawees jointly, whether they are partners or not; but not to two 
or more drawees in the alternative or in succession.” (U.N.I. Act, § 128.) 


When Bill May Be Treated As Promissory Note. “Where in a bill, the 
drawer and drawee are the same person, or where the drawee is a fictitious 
person, or a person not having capacity to contract, the holder may treat the 


instrument at his option, either as a bill of exchange or a promissory note.” 
(U.N.I. Act, § 130.) 


Referee in Case of Need. “The drawer of a bill and any indorser may insert 
thereon the name of a person to whom the holder may resort in case of need, 
that is to say, in case the bill is dishonored by non-acceptance or non-payment. 
Such person is called the Referee in case of need. It is in the option of the 
holder to resort to the Referee in case of need or not, as he may see fit.” (U.N.I. 
Act, § 131.) 


BILLS OF EXCHANGE IN A SET. “Where a bill is drawn in a set, each 
part of the set being numbered and containing a reference to the other parts, the 
whole of the parts constitute one bill.” (U.N.I. Act, § 178.) 


Rights of Holders Where Different Parts Are Negotiated. “Where two or 
more parts of a set are negotiated to different holders in due course, the holder 
whose title first accrues is as between such holders the true owner of the bill. 
But nothing in this section affects the rights of a person who in due course ac- 
cepts or pays the first part presented to him.” (U.N.I. Act, § 179.) 


Liability of Holder Who Indorses Two or More Parts of a Set to Differ- 
ent Persons. “Where the holder of a set indorses two or more parts to different 
persons, he is liable on every such part, and every indorser subsequent to him is 


lable on the part he has himself indorsed, as if such parts were separate bills.” 
(U.N.I. Act, § 180.) 
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Acceptance of Bills Drawn in Sets. “The acceptance may be written on any 
part and it must be written on one part only. (See discussion of Acceptance, 
below, p. 32.) If the drawee accepts more than one part, and such accepted 
parts are negotiated to different holders in due course, he is liable on every such 
part as if it were a separate bill.” (U.N.I. Act, § 181.) 


Payment by Acceptor of Bills Drawn in Sets. “When the acceptor of a bill 
drawn in a set pays it, without requiring the part bearing his acceptance to be 
delivered to him, and that part at maturity is outstanding in the hands of a 
holder in due course, he is liable to the holder thereon.” (U.N.I. Act, § 182.) 


Effect of Discharging One of a Set. “Except as herein otherwise provided, 
where any one part of a bill drawn in a set is discharged by payment or otherwise, 
the whole bill is discharged.” (U.N.I. Act, § 183.) 


INLAND AND FOREIGN BILLS OF EXCHANGE. “An inland bill of 
exchange is a bill which is, or on its face purports to be, both drawn and payable 
within the State. Any other bill is a foreign bill. Unless the contrary appears 
os the face of the bill, the holder may treat it as an inland bill.” (U.N. Act, 

129.) 

A bill of exchange drawn in a foreign state upon a party in this state has long 
been considered a foreign bill. (49 N.Y. 269.) 

A. A a check is a foreign bill of exchange, not an inland bill. (159 N.Y. App. 

Iv. 389. 


PRESENTMENT FOR ACCEPTANCE. “Presentment for acceptance 
must be made: 


1. Where the bill is payable after sight or in any other case where presentment 
for acceptance is necessary in order to fix the maturity of the instrument; or 

2. Where the bill expressly stipulates that it shall be presented for acceptance; or 

3. Where a bill is drawn payable elsewhere than at the residence or place of 
business of the drawee.” (U.N.I. Act, § 148.) 


“Tn no other case is presentment for acceptance necessary in order to render any 
party to the bill hable.” 

It is the duty of a bank or individual receiving a bill for collection to use due 
diligence in presenting it. Failure to do so or failure to give notice makes him 
liable for any loss that the holder may sustain. (9 N.Y. 582.) 


Requirements Covering Presentment. “Presentment for acceptance must be 
made by or on behalf of the holder at a reasonable hour, on a business day, and 
before the bill is overdue, to the drawee or some person authorized to accept 
or refuse acceptance on his behalf; and 


1. Where a bill is addressed to two or more drawees who are not partners, pre- 
sentment must be made to them all, unless one has authority to accept or 
refuse acceptance for all, in which case presentment may be made to him only; 

2. Where the drawee is dead, presentment may be made to his personal repre- 
sentative ; 

3. Where the drawee has been adjudged a bankrupt or an insolvent, or has made 
an assignment for the benefit of creditors, presentment may be made to him 
or to his trustee or assignee.” (U.N.I. Act, § 145.) 


Where Presentment Is Excused. “Presentment for acceptance is excused 
and a bill may be treated as dishonored by non-acceptance in the following 


cases: 
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1. Where the drawee is dead or has absconded, or is a fictitious person or a per- 
son not having capacity to contract by bill; 

2. Where after the exercise of reasonable diligence, presentment cannot be made; 

3. Where, although presentment has been irregular, acceptance has been refused 
on some other ground.” (U.N.I. Act, § 148.) 


ACCEPTANCE OF BILL OF EXCHANGE. “The acceptance of a bill is 
the signification by the drawee of his assent to the order of the drawer. The 
acceptance must be in writing and signed by the drawee. It must not express 
that the drawee will perform his promise by any other means than the payment 
of money.” (U.N.I. Act, § 182.) 

Upon acceptance, a bill of exchange becomes in effect a promissory note, 
the acceptor standing in the place of the maker and becoming primarily liable, 
and the maker standing in the place of a first indorser. (237 N.Y. App. Div. 723.) 

The Uniform Commercial Code states: 


(1) The maker or acceptor engages that he will pay the instrument according to 
its tenor at the time of his engagement or as completed pursuant to Section 3-115 on 
incomplete instruments. 

(2) By making, drawing or accepting the party admits as against all subsequent 
parties including the drawee the existence of the payee and his then capacity to in- 
dorse. (§ 3-413.) 


The usual method of accepting a bill of exchange is to write across the face of 
the bill “Accepted,” subscribed by the drawee’s signature. (See Fig. 9.) 
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Fig. 9. Accepted bill of exchange. 


Holder Entitled to Acceptance on Face of Bill. “The holder of a bill pre- 
senting the same for acceptance may require that the acceptance be written on 


the bill, and if such request is refused, may treat the bill as dishonored.” (U.N.I. 
Act, § 183.) 


Acceptance by Separate Instrument. “Where an acceptance is written on a 
paper other than the bill itself, it does not bind the acceptor, except in favor of a 
person to whom it is shown and who, on the faith thereof receives the bill for 
value.” (U.N.I. Act, § 134.) The Uniform Commercial Code would seem to 
override this section in that it provides the acceptance must be written on the 
draft (§ 3-410 (1)) and completed by delivery. 


Time Allowed Drawee To Accept. “The drawee is allowed twenty-four hours 
after presentment in which to decide whether or not he will accept the bill: but 
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- ‘Sica if given, dates as of the day of presentation.” (U.N.I. Act 
136. 

The Uniform Commercial Code extends this time to the end of the next busi- 
ness day: 


d 


(1) Acceptance may be deferred without dishonor until the close of the next 
business day following presentment. The holder may also in a good faith effort to 
obtain acceptance and without either dishonor of the instrument or discharge of sec- 
Peisagnerbes allow postponement of acceptance for an additional business day. 


Liability of Drawee Retaining or Destroying Bill. “Where a drawee to 
whom a bill is delivered for acceptance destroys the same, or refuses within 
twenty-four hours after such delivery, or within such other period as the holder 
may allow, to return the bill accepted or non-accepted to the holder, he will be 
deemed to have accepted the same.” (U.NI. Act, § 137.) 

The Uniform Commercial Code makes a drawer guilty of conversion if he 
refuses to return the bill or if it is paid on a forged indorsement. (§ 3-419.) 

A check is regarded as a bill of exchange payable on demand and is within the 
doctrine that the drawee will be deemed to have accepted when he refuses to 
return it within 24 hours after its delivery for acceptance. (91 N.Y.S. 276.) 


Acceptance of Incomplete, Overdue, or Dishonored Bill. “A bill may be 
accepted before it has been signed by the drawer, or while otherwise incomplete, 
or when it is overdue, or after it has been dishonored by a previous refusal to 
accept, or by the non-payment. But when a bill payable after sight is dishonored 
by non-acceptance and the drawee subsequently accepts it, the holder, in the 
absence of any different agreement, is entitled to have the bill accepted as of the 
date of first presentment.” (U.N.I. Act, § 138.) 


GENERAL AND QUALIFIED ACCEPTANCES. “An acceptance is 
either general or qualified. A general acceptance assents without qualification to 
the order of the drawer. A qualified acceptance in express terms varies the effect 
of the bill as drawn.” (U.N.I. Act, § 189.) 


Qualified Acceptance. “An acceptance is qualified which is: 


1. Conditional, that is to say, which makes payment by the acceptor dependent 
on the fulfillment of a condition therein stated ; 

2. Partial, that is to say, an acceptance to pay part only of the amount for which 
the bill is drawn; 

3. Local, that is to say, an acceptance to pay only at a particular place; 

4, Qualified as to time; 

5. The acceptance of some one or more of the drawees but not of all.” (U.N.I. 


Act, § 141.) 


Rights of Parties as to Qualified Acceptance. “The holder may refuse to 
take a qualified acceptance, and if he does not obtain an unqualified acceptance, 
he may treat the bill as dishonored by non-acceptance. Where a qualified accep- 
tance is taken, the drawer and indorsers are discharged from liability on the bill, 
unless they have expressly or impliedly authorized the holder to take a qualified 
acceptance, or subsequently assented thereto. When the drawer or an indorser 
receives notice of a qualified acceptance, he must within a reasonable time ex- 
press his dissent to the holder, or he will be deemed to have assented thereto.” 
(U.N.I. Act, § 142.) 

A bank acting as collecting agent has no authority to receive anything else 
than an unqualified acceptance. (9 N.Y. 582.) 
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When Dishonored by Non-Acceptance. “A bill is dishonored by non-ac- 
ceptance: 


1. When it is duly presented for acceptance, and such an acceptance as is pre- 
scribed by this Act is refused or cannot be obtained; or 

2. When presentment for acceptance is excused and the bill is not accepted.” 
(U.N.I. Act, § 149.) 


“Where a bill is duly presented for acceptance and is not accepted within the 
prescribed time, the person presenting it must treat the bill as dishonored 
by non-acceptance or he loses the right of recourse against the drawer and in- 
dorsers.” (U.N I. Act, § 150.) 

“When a bill is dishonored by non-acceptance, an immediate right of recourse 
against the drawers and indorsers accrues to the holder, and no presentment for 
payment is necessary.” (U.N.I. Act, § 151.) 


NOTICE OF DISHONOR. See discussion on page 25 above. 


PROTEST FOR NON-ACCEPTANCE AND NON-PAYMENT. 
“Where a foreign bill appearing on its face to be such is dishonored by non-accep- 
tance, it must be duly protested for non-acceptance, and where such a bill which 
has not previously been dishonored by non-acceptance is dishonored by non-pay- 
ment, it must be duly protested for non-payment. If it is not so protested, the 
drawer and indorsers are discharged. Where a bill does not appear on its face to 
be a foreign bill, protest thereof in case of dishonor is unnecessary.” (U.N.I. Act, 
§ 152.) (See also Protest, page 27 above.) 

Protest has long been required to hold the indorser on a foreign bill of ex- 
change (49 N.Y. 269); but protest on a promissory note is not required to be 
made by a notary public. All that is required is a demand for payment and due 
notice of dishonor. (7 N.Y. 266.) 

“A bill which has been protested for non-acceptance may be subsequently 
protested for non-payment.” (U.N.I. Act, § 157.) 


Protest may be made by: 


1. A notary public; or 
2. By any respectable resident of the place where the bill is dishonored, in the 
presence of two or more credible witnesses. (U.NI. Act, § 154.) 


Contents of Protest. “The protest must be annexed to the bill, or must con- 
tain a copy thereof, and must be under the hand and seal of the Notary making 
it, and must specify: 

1. The time and place of presentment; 

2. The fact that presentment was made and the manner thereof ; 

3. The cause or reason for protesting the bill; 

4. The demand made and the answer given, if any, or the fact that the drawee 

or acceptor could not be found.” (U.N.I. Act, § 153.) 


“In many states, statutes have made the certificate of the notary prima facie 
evidence of the facts of presentment, demand, non-payment and notice of dis- 
honor. Therefore, while protest is not required in cases of promissory notes and 
inland bills, it is usual to protest these instruments also, when dishonored, since 
the notary’s certificate of protest is the most convenient and certain mode of 
proving the facts.” (Brannan’s Negotiable Instruments Law.) 


When and Where Protest Must Be Made. “When a bill is protested, such 


protest must be made on the day of its dishonor, unless delay is excused.” 
(U.N.I. Act, § 155.) 
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“A bill must be protested at the place where it is dishonored, except that when 
a bill drawn payable at the place of business or residence of some person other 
than the drawee has been dishonored by non-acceptance, it must be protested 
for non-payment at the place where it is expressed to be payable and no further 
presentment for payment to, or demand on, the drawee is necessary.” (U.N. 
Act, § 156.) 


Protest Before Maturity Where Acceptor Is Insolvent. “Where an accep- 
tor has been adjudged a bankrupt or an insolvent, or has made an assignment for 
the benefit of creditors, before the bill matures, the holder may cause the bill to 
be protested for better security against the drawer and indorsers.” (U.N I. 
Act, § 158.) 

Protest Where Bill Is Lost, Destroyed, or Detained. “Where a bill is lost 
or destroyed, or is wrongfully detained from the person entitled to hold it, pro- 
be tied be made on a copy or written particulars thereof.” (U.N.I. Act, 


WHEN PROTEST IS DISPENSED WITH. “Protest is dispensed with 
by any circumstances which would dispense with notice of dishonor. Delay in 
noting or protesting is excused when delay is caused by circumstances beyond 
the control of the holder and not imputable to his default, misconduct or negli- 
gence. When the cause of delay ceases to operate, the bill must be noted or 
protested with reasonable diligence.” (U.N.I. Act, § 159.) 


ACCEPTANCE FOR HONOR. “Where a bill of exchange has been pro- 
tested for dishonor by non-acceptance or protested for better security and is not 
overdue, any person not being a party already liable thereon may, with the 
consent of the holder, intervene and accept the bill supra protest for the honor 
of any party liable thereon or for the honor of the person for whose account the 
bill is drawn. The acceptance for honor may be for part only of the sum for 
which the bill is drawn; and where there has been an acceptance for honor for 
one party, there may be a further acceptance by a different person for the honor 
of another party.” (U.N.I. Act, § 161.) 


Trade and Banker’s Acceptances 


TRADE ACCEPTANCES. “A trade acceptance is a ‘draft or bill of ex- 
change drawn by the seller on the purchaser of goods sold, and accepted by such 
purchaser’ (Regulations Fed. Reserve Board relating to Acceptance, Section A, 
Paragraph V, Subd. a).” (241 N.Y. 239.) (See Fig. 10.) 
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Fig. 10. Trade acceptance. 
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It might thus be stated that a trade acceptance is a special form of a bill of 
exchange drawn by the seller of goods to his purchaser and then accepted by 
the purchaser. If drawn and executed in conformity with the Uniform Negoti- 
able Instruments Act or the Uniform Commercial Code it is a negotiable instru- 
ment and is governed by such law. A trade acceptance is different from a promis- 
sory note in that it is drawn by one person on another, whereas the promissory 
note is drawn by one person to the order of another. 

The Uniform Negotiable Instruments Act and the Uniform Commercial Code 
specifically provide that the negotiability of an instrument is not to be affected 
by the fact that it contains on its face “a statement of the transaction which 
gives rise to the instrument.” The courts have literally interpreted the wording 
used. For safety’s sake, the language should be limited to the statement “The 
transaction which gives rise to this instrument is the purchase of goods by the 
acceptor from the drawer.” Any provision giving a title retention clause in 
the trade acceptance has been held to render it nonnegotiable. (159 N.E. 625.) 
The Code would allow title retention and not make it nonnegotiable. (§ 3-105 
CUE) 


BANKER’S ACCEPTANCE. “A banker’s acceptance is a draft or bill of 
exchange of which the acceptor is a bank or banker engaged generally in the 
business of granting banker’s acceptance credits.” (241 N.Y. 239.) 


Checks 


CHECKS. “A check is a bill of exchange drawn on a bank payable on demand.” 
(U.N.I. Act, § 185.) The Uniform Commercial Code describes a check as a 
draft drawn on a bank and payable on demand. (§ 3-104(2) (b).) 

“Checks are but inland bills of exchange, and subject to all the rules applicable 
to instruments of that character, and impose no obligation upon the drawee until 
accepted; and until presented and paid, are revocable by the drawer, who has 
the legal control of the moneys to his credit until acceptance of payment of the 
checks.” (46 N.Y. 82; 107 N.Y. 179.) 

A bank cashier’s check, whether certified or not, is construed under the 
statute as a bill of exchange payable on demand. (143-N.C. 102.) The only 
essential difference between a check and a bill of exchange is that a check is 
drawn upon a bank or banker. (8 N.Y. 190.) 


Within What Time a Check Must Be Presented. “A check must be pre- 
sented for payment within a reasonable time after its issue or the drawer will 
be discharged from liability thereon to the extent of the loss caused by the delay.” 
(U.N.I. Act, § 186.) 

The courts have construed that reasonable time ends with the end of the next 
business day after delivery of the check. (128 N.Y. App. Div. 131: 98 S.W. 2d 320.) 

The Uniform Commercial Code treats as follows the question of “stale” checks: 


A bank is under no obligation to a customer having a checking account to pay a 
check, other than a certified check, which is presented more than six months after its 


date, but it may charge its customer’s account for a payment made thereafter in 
good faith. (§ 4-404.) 


Certification of Check. “Where a check is certified by the bank on which it 


is drawn, the certification is equivalent to an acceptance.” (U.N.I. Act, § 187.) 
(See Fig. 11.) 


The effect of certification by a bank before delivery to the payee is that the 
bank guarantees the genuineness of the signature of the drawer, that it has in its 
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custody sufficient funds to meet the check, and that it agrees that the money shall 
not be withdrawn to the prejudice of the holder of the check. (79 N.Y. App. Div. 
409.) The payee of a check, by procuring certification, accepts the bank as his 
debtor and releases the drawer of the check. (99 Fla. 745 ; 196 N.Y.S. 629.) 
But if the drawer obtains certification before delivery, he is not discharged from 
liability. (217 N.Y. 726.) 


New York, umne1_19_—_ 


No.2 


THE SAFE TRUST COMPANY 
New York 
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Fig. 11. Certified check. 


“Where the holder of a check procures it to be accepted or certified, the drawer 
and all indorsers are discharged from liability thereon.” (U.N.I. Act, § 188.) 


When Check Operates As an Assignment. “A check of itself does not oper- 
ate as an assignment of any part of the funds to the credit of the drawer with 
the bank, and the bank is not liable to the holder, unless and until it accepts or 
certifies the check.” (U.N.I. Act, § 189.) 

Prior to the enactment of this section, it was a well-established rule that a 
check in the usual form, unless accepted or certified by the bank, did not operate 
as an assignment of the depositor’s funds. (32 N.E. 38.) The holder of an un- 
certified check has no cause of action against the drawee bank for refusal to 
pay the check, even though the maker had sufficient funds on deposit. (186 S.W. 
471.) The depositor, however, being a party to a contract of deposit with the 
bank, may sue the bank for injury to his credit. (134 N.Y. 368.) 

Under the Uniform Commercial Code the liability of the bank for a wrong- 
ful dishonor is fixed: 


A payor bank is liable to its customer for damages proximately caused by the 
wrongful dishonor of an item. When the dishonor occurs through mistake lability is 
limited to actual damages proved. If so proximately caused and proved damages 
may include damages for an arrest or prosecution of the customer or other conse- 
quential damages. Whether any consequential damages are proximately caused by 
the wrongful dishonor is a question of fact to be determined in each case. (§ 4-402.) 


NEW YORK STATE PROVISIONS. The following provisions in force 
in the State of New York are not a part of the Uniform Negotiable Instruments 
Act. The section numbers as given refer to the Negotiable Instruments Law of 
New York. 


NO STOPPING PAYMENT AFTER CERTIFICATION. § 325-a. “A 
bank, banker or trust company which has certified a check, note or other instru- 
ment for the payment of money at the request of the drawee, payee or holder 
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thereof, shall not thereafter be required to stop or refuse payment thereof upon 
the order, demand or request of the drawee or of any other party thereto.” 

However, the new Code states that before certification a customer may order 
his bank to stop payment, provided the bank has a reasonable time to do so. 
An oral stop order is only valid for 14 days, but if confirmed in writing for 6 
months. (§ 4-403.) 


RECOVERY OF A FORGED CHECK. § 326. “No bank shall be liable 
to a depositor for the payment by it of a forged or raised check, unless within 
one year after the return to the depositor of the voucher of such payment, such 
depositor shall notify the bank that the check so paid was forged or raised.” 

Although the drawer of a check may be liable if he draws the instrument in an 
incomplete form so as to facilitate or invite fraudulent alterations, the law does 
not require him to prepare the check so that nobody can successfully tamper with 
it. (63 N.E. 969.) 


LEGAL EFFECT OF INDORSEMENTS. § 350-C. “An indorsement of 
an item by the payee or other depositor, ‘for deposit’ shall be deemed a restrictive 
indorsement and indicate that the indorsee bank is an agent for collection and not 
owner of the item. 

“An indorsement ‘pay any bank or banker’ or having equivalent words shall 
be deemed a restrictive indorsement and shall indicate the creation of an agency 
relation in any subsequent bank to whom the paper is forwarded unless coupled 
with words indicating the creation of a trustee relationship; and such indorsement 
or other restrictive indorsement whether creating an agency or trustee relation- 
ship shall constitute a guaranty by the indorser to all subsequent holders and to 
the drawee or payor of the genuineness of and the authority to make prior in- 
dorsements and also to save the drawee or payor harmless in the event any prior 
indorsement appearing thereon is defective or irregular in any respect unless such 
indorsement is coupled with appropriate words disclaiming such liability as 
guarantor. 

“Where a deposited item is payable to bearer or indorsed by the depositor in 
blank or by special indorsement, the fact that such item is so payable or indorsed 
shall not change the relation of agent of the bank of deposit to the depositor, but 
subsequent holders shall have the right to rely on the presumption that the bank 
of deposit is the owner of the item. The indorsement of an item by the bank of 
deposit or any subsequent holder in blank or by special indorsement or its delivery 
when payable to bearer, shall carry the presumption that the indorsee or trans- 
feree is owner provided there is nothing upon the face of the paper or in any prior 
indorsement to indicate an agency or trustee relation of any prior party. But 
where an item is deposited or is received for collection indorsed specially or in 
blank, the bank may convert such an indorsement into a restrictive indorsement by 
writing over the signature of the indorser the words ‘for deposit’ or ‘for collection,’ 
or other restrictive words to negative the presumption that such bank of deposit 
or indorsee bank is owner; and in the case of an item deposited or received for 
collection payable to bearer, may negative such presumption by indorsing thereon 
the words ‘Received for deposit’ or ‘Received for collection’ or words of like 
import.” 

The Code, however, does not limit negotiability so stringently under such an 
indorsement. (§ 3-206.) (See Restrictive Indorsements supra page 11.) 


RESPONSIBILITY FOR COLLECTION: WHEN ACTION SEASONABLE. 


(1) A collecting bank must use ordinary care in 
(a) presenting an item or sending it for presentment; and 
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(b) sending notice of dishonor or non-payment or returning an item other 
than a documentary draft to the bank’s transferor or directly to the de- 
positary bank under subsection (2) of Section 4-212 after learning that 
the item has not been paid or accepted, as the case may be; and 

(c) settling for an item when the bank receives final settlement; and 

(d) making or providing for any necessary protest; and 

(e) notifying its transferor of any loss or delay in transit within a reasonable 
time after discovery thereof. 

(3) Subject to subsection (1) (a), a bank is not liable for the insolvency, neglect, 
misconduct, mistake or default of another bank or person or for loss or destruction 
of an item in transit, or in the possession of others. (§ 4-202.) 


PRESUMPTION AND DURATION OF AGENCY STATUS OF COLLECT- 
ING BANKS AND PROVISIONAL STATUS OF CREDITS; APPLICABILITY 
OF ARTICLE; ITEM ENDORSED “PAY ANY BANK.” : 


(1) Unless a contrary intent clearly appears and prior to the time that a settle- 
ment given by a collecting bank for an item is, or becomes final (subsection (3) of 
Section 4-211 and Sections 4-212 and 4-213) the bank is an agent or sub-agent of 
the owner of the item and any settlement given for the item is provisional. This 
provision applies regardless of the form of indorsement or lack of indorsement and 
even though credit given for the item is subject to immediate withdrawal as of right 
or is in fact withdrawn; but the continuance of ownership of an item by its owner 
and any rights of the owner to proceeds of the item are subject to rights of a col- 
lecting bank such as those resulting from outstanding advances on the item and 
valid rights of set-off. When an item is handled by banks for purposes of present- 
ment, payment and collection, the relevant provisions of this Article apply even 
though action of parties clearly establishes that a particular bank has purchased the 
item and is the owner of it. 

(2) After an item has been indorsed with the words “pay any bank” or the like, 
only a bank may acquire the rights of a holder 

(a) until the item has been returned to the customer initiating the collec- 
tion; or 

(b) until the item has been specially indorsed by a bank to a person who is 
not a bank. (§ 4-201.) 


METHODS OF SENDING AND PRESENTING: SENDING DIRECT TO 
PAYOR BANK. 


(1) A collecting bank must send items by reasonably prompt method taking into 
consideration any relevant instructions, the nature of the item, the number of such 
items on hand, and the cost of collection involved and the method generally used by 
it or others to present such items. 

(2) A collecting bank may send 

(a) any item direct to the payor bank; 

(b) any item to any non-bank payor if authorized by its transferor; and 

(ec) any item other than documentary drafts to any non-bank payor, if 
authorized by Federal Reserve regulation or operating letter, clearing 
house rule or the like. 

(3) Presentment may be made by a presenting bank at a place where the payor 
bank has requested that presentment be made. (§ 4-204.) 


DUTY AND RESPONSIBILITY OF BANK COLLECTING 
AGENTS. Section 350-D. “It shall be the duty of the initial or any subsequent 
agent collecting bank to exercise ordinary care in the collection of an item and 
when such duty is performed such bank shall not be responsible if for any cause 
payment is not received in money or an unconditional credit given on the books 
of another bank, when such agent bank has requested or accepted. An initial or 
subsequent agent collecting bank shall be liable for its own lack of exercise of 
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ordinary care but shall not be liable for the neglect, misconduct, mistakes or 
defaults of any other agent bank or of the drawee or payor bank.” 

A bank receiving a check for collection acts as agent and may be hable upon 
proof of its failure to exercise ordinary care. (244 N.Y. App. Div. 68.) 


Interest 


DEFINITION. Interest is “money. to be paid for the use of capital, on a 
loan of money, or forbearance of a debt and becomes part of and incident to a 
debt; or it is damages for the detention of a debt due, and fixed by law, at a 
given rate, in proportion to the amount of money lent, or detained, and the time 
for which it is thus lent or detained.” (8 Gray Mass. 267, 278.) 

Compound interest is “interest added to the principal as the former becomes 
due, and thereafter made to bear interest.” (3 Dak. 449.) Compound interest is 
not favored by the courts and will not be allowed unless authorized by statute or 
by contract, expressed or implied. (43 Fed. 231.) The legal rate of interest is 
the rate prescribed by law which is to prevail in the absence of any special agree- 
ment between the parties. 


LAWFUL INTEREST. This is any rate of interest agreed upon by the 
parties, but not in excess of the maximum rate fixed by statute. The rate of 
interest permitted by statute is fixed by state law and varies among the states. 
The only safe course is to determine the rate set by statute in the jurisdiction in 
question. In general, in the absence of agreement, if interest is to be paid the rate 
is governed by the law of the place where the contract was made. (149 US. 122.) 
If, however, a contract involving interest is made in one state and the contract 
is to be performed in another state, the law of the place of performance will 
govern. (142 US. 101.) It has also been held that the parties may agree to be 
bound by the interest laws of the place where the contract was entered into, 
instead of the place of performance. (13 Fed. 198.) 

Interest laws, since they are statutes and are in derogation of common law, 
must be strictly: construed. 

Under some statutes a usurious instrument is void, and the holder of such an 
instrument cannot recover either interest or principal. Exceptions to this rule 
are mentioned below. 


CONTRACTUAL AND IMPLIED INTEREST. A promissory note 
ordinarily does not bear interest prior to its maturity, unless it is an interest 
bearing obligation and actually contains the words “with interest.” In that event, 
interest is to be computed from the date of the instrument. (147 N.E. 641.) But 

all written instruments referring to the payment of money, whether interest- 
bearing or noninterest-bearing, carry with them an implied promise to pay 
interest if the debt is not paid when due. (129 US. 601.) 

If invoices accompanying goods contain the terms of sale, together with words 
to the effect that bills are to bear interest after maturity, and the consignee ac- 
cepts them without objection, they constitute a contract for the payment of 
such interest. (187 Ill. 283.) Under certain circumstances, also, well-known and 
long-established customs generally followed within the trade that interest is to be 
payable under certain conditions result in an implied contract to pay interest. 
(161 N.Y. 580.) “This knowledge may be established by presumptive as well as 
direct evidence. It may be inferred from the uniformity and long continuance 
of the usage, from the fact that a party has for some time been in the particular 
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trade to which it relates, from the previous dealings between the parties, or from 
any other facts tending to show its general notoriety.” (64 Mass. 250.) 

As a general rule, interest is not allowed on an open and running account. 
It may be agreed by the parties, however, that interest is to be paid on the 
amount actually due when it has been ascertained. If this is the case, there is no 
law prohibiting such a contract. In the case of settled accounts interest will be 
allowed if the balance due has been agreed upon by the parties. (88 US. 105.) 

With unliquidated claims if the amount due cannot be determined by any, 
method of computation, it is implied that no interest is to run prior to the entry 
of a verdict or decision in the case in question. (232 Pac. 1002.) 


RATE OF INTEREST AFTER MATURITY. The Federal courts follow 
the rule that interest on an obligation after maturity is computed at the legal 
rate: (51 F ed. 2d 46.) In many states, however, the rate of interest agreed upon 
by the parties in their agreement continues after maturity as well as before ma- 
turity. (112 Mass. 63.) 


When Interest Starts. Interest runs on an interest-bearing obligation from 
the date of the instrument or from the time agreed upon by the parties. If no 
agreement is made, the interest runs from the date the principal becomes due. 
(233 U.S. 261.) In some obligations such as debts, due bills, and obligations pay- 
able on demand, interest does not begin to accrue until.demand for payment. is 
made. (119 N.Y. 62.) “Interest does not begin to run from the date of such 
note, unless expressly reserved, because interest, unless stipulated for, is only 
allowed as damages in default of payment, and the maker is not considered in 
default until payment is demanded or suit is brought, which is a judicial demand.” 
(119 Atlantic 420.) 

In the case of an instrument payable at a fixed time, interest will begin to 
run although no demand for payment is made. 


STOPPING OF INTEREST. The accruing of interest will stop under the 
following circumstances: y 


. On payment of the principal of the debt. 

. Improper acts of the creditor making it impossible for the debtor to pay the 
debt. (58 Fed. 653.) 

3. Laches. If the creditor delays unreasonably in pressing his claim against the 
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debtor, he forfeits interest which cannot be collected. (110 US. 174.) 

. Absence of the creditor. If the creditor cannot be found or is absent from the 
country and has left no agent to collect the debt, interest will cease if the 
debtor has made diligent effort to find his creditor. 

5. Valid tender. “The reason for such a rule rests in the fact that the person to 
whom the tender was made, if the same tender is sufficient to satisfy him: for 
his debt and for his costs, is bound to take it, and if he does not, while the 
debt is not paid, the liability of the debtor for interest is suspended.” (179 
N. Y. App. Div. 57.) It should be noted, however, that a tender of payment 
before maturity is not valid and does not stop the running of interest. The 
tender must indicate that the debtor is ready, willing, and able to pay, the 
debt according to the terms thereof and his tender must be unconditional and 
in the proper amount. The circumstances of the offer must be such that it 
leaves the creditor free to accept the amount offered without prejudice, and 
the amount tendered is all that is due. A check, even though certified, is not 
a good tender. (100 S.E. 37.) In the case of a promissory note payable at a 
bank, sufficient tender is made if there is money to pay the note on deposit to 
the maker’s credit in the bank on the date payment is due. 
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6. Payment suspended by court order. If the payment of a debt is suspended by 
an order of a court of proper jurisdiction, interest ceases to accumulate. (149 


US. 95.) lire. : 
7. Deposit in court. A deposit made in a court of proper jurisdiction at the direc- 
tion of the court suspends the accumulation of interest. 


“UNITED STATES RULE.” What is generally known as the United 
States Rule for computing interest on partial payments is set forth in 1 Johns. 
(N.Y.) 136: 


The rule for casting interest, where partial payments have been made, is to apply 
the payment, in the first place, to the discharge of the interest then due. If the pay- 
ment exceeds the interest, the surplus goes toward discharging the principal, and the 
subsequent interest is to be computed on the balance of principal remaining due. If 
the payment be less than the interest, the surplus of the interest must not be taken 
to augment the principal; the interest continues on the former principal until the 
period when the payments, taken together, exceed the interest due, and then the 
surplus is to be applied toward discharging the principal; and interest is to be com- 
puted on that balance as aforesaid. 


In general, the foregoing rule in computing interest is followed by the courts if 
the contracts of the parties or the usages of trade do not indicate the use of some 
other theory or method of computing interest. In the administration of estates 
and relations with the government, this method is also followed. 


MERCANTILE RULE. As against the United States Rule, there is the 
Mercantile Rule that provides that if it is the agreement of the parties or the 
custom of trade, the balance of the debt due is computed by calculating the 
interest on each item of the debt on one side, and allowing interest for each pay- 
ment on the other. 


Usury 


DEFINITION. “Usury consists of extorting or taking a rate of interest for 
money beyond what is allowed by law. It is not necessary that money should be 
actually advanced, in order to constitute the offense of usury, but any pretense 
or contrivance whatever, to gain more than legal interest, where it is the intent 
of the parties to contract for a loan, will make the contract usurious.” [3 Johns. 
(N.Y.) 206.] 


Three Necessary Elements. “Three things must unite to render any contract 
usurious. 

“First, there must be a loan, express or implied. Second, there must be an 
agreement that the money lent or, which is the same thing, that which is lent for 
the purpose of raising money shall be repaid without conditions or contingency. 
And, third, there must be an agreement to pay a higher rate of interest than 
that allowed by statute.” (4 N.Y. 363.) 


Main Test. The main test of any usurious contract is that, if it is performed, 
it will result in producing to the lender a higher rate of interest than is allowed 
by law. Under the usury laws, it would appear that the lender alone is the 
violator of the law and it is against him that penalties are to be enforced. 

It is a requirement of procedural law that if a defense of usury is to be used, it 
must be affirmatively pleaded and proved by the borrower inasmuch as there is 
a presumption that all contracts are intended to be lawful. (120 N.E. 694.) 
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Which State’s Law Governs. The place where a contract is executed de- 
termines the rights and liabilities of the parties involved, and the usury laws of 
that particular state apply. The intent of the parties must be in good faith and 
not for the purpose of evading the usury laws of another state. Provided the 
arrangement 1s not a mere device to evade the usury laws of a sister state, a note 
made in one state, payable in another, may lawfully bear a rate of interest per- 
mitted in either state. (43 Fed. 2d 730.) 


EXCEPTIONS TO THE GENERAL USURY RULE. In most states by 
special statute certain types of corporations, associations, and banking organiza- 
tions are permitted to charge higher rates of interest than is allowed the ordinary 
lender. Personal loan companies and industrial banking companies in some in- 
stances can charge up to 3% per month. Since these institutions function under 
special statute, reference must be had to the law in question to determine the 
maximum rates they may charge. 

To obviate unfair competition between them, state and national banks are 
permitted to charge the same rate of interest in the jurisdiction in which they 
are located. If there is no rate fixed by law, a national bank may charge 7%. 
Another exception not to be classed with the above is the duly licensed pawn 
broker whose loans are secured by the pledge of personal property. By special 
statute in most states, he is allowed to charge a higher rate of interest. 

There are other exceptions, such as “call money” in New York. The General 
Business Law of that state, Section 379, provides that on any loan not less than 
$5,000 secured by warehouse receipts, bills of lading, certificates of stock, certifi- 
cates of deposit, bills of exchange, bonds, or other negotiable instruments pledged 
as collateral, it shall be lawful to receive or to contract to receive and collect, as 
compensation for making such loan, any sum to be agreed upon in writing by 
the parties to the transaction. 


TRANSACTIONS NOT CLASSIFIED AS USURIOUS. Certain trans- 
actions are not considered usurious. These are as follows: 


Discounting. The mercantile custom of deducting interest in advance on 
short-term paper does not make the transaction usurious. (12 N.Y. 223.) Com- 
pound interest is not usury. (37 N.E. 840.) 


Capital Contribution of a Partner. This is not a loan, and therefore any 
interest paid on such an investment, even though in excess of the lawful rate, 
does not constitute usury. (91 N.Y. 43.) 


Loans to Corporations. In New York and many other states, under most 
circumstances most corporate debtors cannot plead usury as a defense. The net 
result is that interest can be charged a corporation at any rate the traffic will 
bear, which in effect repeals the usury laws for most corporate obligations. (15 
N.Y. 9.) The underlying reason for this is that usury laws were passed to pro- 
tect helpless needy borrowers from the lender. But corporations can secure capi- 
tal from a large number of persons to satisfy their needs, and so they are not 
considered to require protection of usury statutes. 

Sale of Negotiable Instrument. To make a transaction usurious, the usury 
must arise at the inception of the contract or the instrument. The mere sale 
of a negotiable instrument by a holder at a substantial discount will not consti- 
tute usury. 


Sale of Property. No sale or exchange of property can become usurious under 
any conditions. But such a sale cannot be used merely for a cloak to hide what 
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is on its face a usurious transaction. If-a borrower, as a condition to his obtain- 
ing a loan, is compelled to purchase property at an exorbitant price, even though 
the money loaned bears lawful interest, it is considered to be a usurious transac- 
tion. (101 N.Y. 643.) As a general proposition the courts will look with disfavor 
on any device, no matter how skillfully devised, resorted to as a cover for 
usurious loans. The form of the transaction may be set aside to discover the 
real intent of the parties, and if the transaction is basically usurious, the courts 
will treat it as unlawful. 


WHEN CONTRACT IS VOID. When a usurious contract is void under 
the statutes, the lender cannot enforce it. 


WHEN INTEREST IS FORFEITED. When the statutes declare that all 
interest is forfeited in a usurious contract, the lender may nevertheless recover 
the principal. (N.Y. Banking Law, Section 108.) 

In those states where the statute declares the excess over the legal rate of inter- 
est to be forfeited, the lender can recover the principal and legal interest. (39 
Ind. 305.) 


NEW YORK STATE RULE. In New York, the maximum rate of interest 
permitted by law is 6% per annum., Usurious contracts are void and the lender 
forfeits both principal and interest, except in the case of banks and other exempt 
lenders. A mortgage or other security given for a usurious loan is also void, and 
the bond and mortgage can be canceled without paying back what has been re- 
ceived. (N.Y. General Business Law, §§ 370-382.) 

If the interest payments have been made in excess of the legal rate, they can 
be recovered by the borrower. 


CRIMINAL LIABILITY. In some states the taking of usurious interest is 
specifically made a misdemeanor and subjects the lender to criminal prosecution. 
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Nature of Business Risks 


RISK MANAGEMENT AND CONTROL. Management is constantly 
faced with a multitude of risks, those inherent in the dynamic or speculative 
nature of business that produce a profit or loss and those involving perils to 
people or property that can result only in damage and loss. Business risk man- 
agement or risk control is concerned with these latter static risks. Control of 
static risks can be vital to the survival of an enterprise. “Many businesses fail 
each year because of losses resulting from risks that were unknown or from risks 
which, although known to exist, were not the subject of adequate insurance pro- 
tection or effective loss preventing measures.”’ (Johnson, American Management 
Association Report No. 38.) 

The objective of risk management is to minimize the cost to and impact on 
the business of static risks. To accomplish this, risk management, as MacDonald 
(Business Risk Management) points out, engages in two basic areas of activity: 
(1) prevention and reduction of the likelihood and extent of destructive occur- 
rences such as fires, thefts, and other casualties, and (2) provision for eco- 
nomic survival when mishaps do occur. 


The Risk Manager. Responsibility for risk management is most frequently 
placed in the hands of a top-ranking member of management, a financial vice- 
president, treasurer, assistant treasurer, or controller. However, MacDonald 
(Business Risk Management) argues that a financial officer may not have a 
sufficiently broad range of interest. He advocates that the executive who is made 
responsible for risk control should be linked directly to the office of the com- 
pany’s chief executive, since the proper performance of the function necessitates 
a continuing interest in and accessibility to many dissimilar areas of activity, 
and such an overall perspective is usually possible only through that office. In 
MacDonald’s view, an adequate risk control program requires, “(a) intensive 
analysis of plans and methods in such diverse areas as production, research, 
marketing, advertising, plant construction, procurement, job training, contract- 
ing for services and maintenance of facilities; (b) breadth and depth of under- 
standing of insurance principles, contracts, and markets; and (c) continuously 
expanding knowledge of techniques for prevention of accidents, fires, thefts and 
other destructive or damaging occurrences.” 

The specific role and responsibilities of the risk manager or director of risk 
control have been summarized as follows (Rogers, The Journal of Insurance, Vol. 


XXX): 
First, he must have an accurate knowledge of the properties and operations of his 


employer. 
Second, he needs to analyze the hazards that confront those properties and arise 


out of the operations. 
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Third, it is important that he carry out a program aimed at eliminating or reducing 
hazards to the extent possible. ; 

Finally, he must be able to arrange and administer a program of insurance or 
self-insurance to prevent heavy financial inroads due to risks he cannot eliminate. 


Role of Economists. There is an increasing awareness and concern on the 
part of economists of the influence of risk and uncertainty on economic activity. 
Because insurance is the major institutional device for handling the problem of 
static risk and, further, because the insurance industry is an important segment 
of the total domestic economy, economists are delving further into the science of 
risk and insurance. 


The growing field of insurance economics is concerned with (Athearn, The 
Journal of Insurance, Vol. XXIX): 


(1) The analysis of conditions giving rise to the need for the insurance device, 
(2) the analysis of the problems of those providing insurance service, (3) analysis of 
the place of the institution—and industry—of insurance in the economy, (4) efforts 
to integrate the analysis of risk and insurance with economic theory, and (5) efforts 
to develop separate principles of risk and insurance to supplement the present body 
of economic theory where the latter provides an incomplete framework for insur- 
ance economics. The insurance economist is concerned with risk, uncertainty and in- 
surance because risk causes uncertainty, which has undesirable economic effects, and 
insurance is a major institutional arrangement for coping with risk. 


“RISK” DEFINED. Viewed as an economic entity, risk is defined as uncer- 
tainty regarding the occurrence of an economic loss. When it is very likely or 
almost certain that a loss will occur, the degree of risk is quite low. At the same 
time, if it were nearly impossible for a loss to occur, we would again say that the 
risk is low. Risk is at a maximum when uncertainty is greatest. 


Static Risks. Speculative or dynamic risks are those in which, as a result of 
the risk, the business may suffer a loss or enjoy a profit. Static, or pure, risks are 
defined as those that can result only in loss to the exposed party. They stem 
from: perils of nature, fraud and criminal violations, adverse legal decisions, 
damage to the property of others, and the death of key employees or owners. A 
peril may be defined as a contingency that may cause loss, and a hazard as 
a condition that makes occurrence of the peril more likely. Greene states (Risk 
and Insurance) that the definition of a hazard might be expanded “. . . to in- 
clude conditions that make the loss more severe, once the peril has occurred and 
has caused a loss.” To a large extent the efforts of the risk manager are directed 
toward the reduction or elimination of the contributing perils and hazards. 


RISK SURVEY AND ANALYSIS. Modern risk management begins with 
the identification of all exposures to possible loss. This requires, among other 
things, careful analysis of potential loss to physical property of all kinds, possible 
losses due to unexpected interruption of business, losses due to commission of 
crimes, exposure to lability claims of individuals arising from any type of 
operation and ownership or agency relationship in which the business may be 
involved, and losses resulting from death or disability of key personnel. Insur- 
ance companies, brokers, and independent risk managers have developed a variety 
of schedules, forms, and charts to assist in this type of analysis. The study 
should be exhaustive since any exposure overlooked may create a loss that could 
be crippling to a business. 


Probability and the Law of Large Numbers. Probability, which is based 
on the law of large numbers, relates to the long-run chance of the occurrence of 
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some event. The law of large numbers asserts that in respect to random events 
the projected experience of an event (e.g., a loss) will approach as a limit the 
actual experience, provided the forecast is based on a large enough number of 
exposure units and that the occurrence of the event is completely fortuitous, or 
random, in nature. The larger the number of units involved, the more closely 
will the projected events approximate the actual events. . 

Insurers base their operations on probability and they are interested in de- 
termining the average loss that will occur to the exposed units in a like class. 
The insured, on the other hand, is concerned with risk and the uncertainty as to 
whether the loss will happen to him as an individual person or business. 


Financial Exposure. The maximum dollar amount of a potential loss should 
be estimated in respect to each loss exposure, and in the measurement of this 
potential dollar loss the aggregate of all losses that can result from a single event 
should be included. It is imperative that this measurement be made in order 
that adequate provision be made for loss possibility. Moreover, maximum loss 
exposure is the important element—not modal or average (mean) loss. “The 
greater the potential loss, the more important is the risk.” (Angell, Insurance— 
Principles and Practices.) Average loss exposure is a useful concept, but it must 
be combined with some measure of the deviation from the average to be an ade- 
quate guide for planning. 1 

In the measurement of the total dollar damage that can result from a single 
event, consideration must be given to the entire area to which damage could 
occur. The term catastrophe area is sometimes used to describe this entire area. 
It includes all losses that may result to property, real and personal, to persons, 
to income, and those that may result from any additional expenses incurred. For 
example, damage to explosive inventory could cause damage to the building, per- 
sonnel, other inventory, leased or rented property, property of others, and a loss 
of profits. 


Areas of Risk 


LOSSES OF PROPERTY VALUES. Property already accumulated and 
committed to a business undertaking is exposed to risk and consequent damage. 
Damage to property may also cause the reduction or even total loss of profits for 
one or more periods. The business properties subject to damage are included 
within the following subgroups (Magee, Property Insurance) : 


1. Real property, including buildings owned, rented or leased, and other real 
property or fixtures attached to real property which would embrace such 
things as alterations in progress, escalators, power machinery, signs, and pres- 


sure vessels. 
2. Personal property, including inventory, cash and checks, furniture and fixtures, 


and cars, trucks, boats, and airplanes, among other things. 


Direct and Indirect Property Losses. In estimating the loss potential, the 
risk manager must evaluate both the direct and indirect losses that may occur, 
as well as additional expenses that may be involved. If the cause of the loss is 
the immediate and direct precipitant of the loss, the loss is called a direct loss. 
Direct losses may be of two types: on-premise and extended. “When the peril 
that causes the loss is actuated on the same premises where the damaged or 
destroyed property is located, the loss is an on-premise property loss. If the peril 
that causes the loss is actuated away from the premises where the damaged or 
destroyed property is located, the loss is an extended direct property loss.” 
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(Mehr and Hedges, Risk Management in the Business Enterprise.) For example, 
direct damage to one of the retaining dams in a farm’s irrigation system would be 
considered an on-premise loss, whereas the loss of crops served by the irrigation 
system due to flooding or scorching of the unwatered property might be considered 
an extended property loss. Other examples of extended loss are damage caused 
by smoke and damage caused by water or chemicals used to extinguish a fire, if 
these occur on other premises. 

The two major sources of indirect property loss are damage caused by a 
change in environmental conditions and damage to an integral part of a set. 
For example, in the irrigation system cited above, it is possible that the flooding 
might reach and temporarily disrupt an on-premise power system. The damage 
to the power system might, in turn, turn off all refrigeration units or shut down 
a production line, which might result not only in loss of production and related 
profits but also in partially or completely destroying the inventory. The damage 
to the power system is a direct loss—loss due to the flood, whereas the loss of 
the inventory would be an indirect loss, stemming, however, from a common 
initial peril. 


Additional Expenses Associated with Property Damage. Further sources 
of property losses are those expenses that may have to be incurred in clearing 
the premises for rebuilding. Local laws or regulations may require that when 
the damage exceeds a stipulated amount the entire building must be torn down or 
completely modified to bring it up to present building standards. A firm that 
sustains property damage may further find that even though the salvage value 
of the plant does not equal the cost of tearing it down, the expense will have to 
be incurred. 


LOSSES DIRECTLY AFFECTING INCOME. The measure of direct 
property loss is the cost of replacing the damaged property less any salvage 
value. However, if there is a loss to inventory, the direct loss is probably greater 
than the cost of replacing the inventory. Even though the new inventory is sold 
at a profit, the delay in replacement could be extensive, and the time value of 
money is such that a dollar of profits today is more valuable than a dollar of 
profits tomorrow. 


Business Interruption. Property losses may interfere with or completely 
stop the operation of the business, as well as operations in other businesses. 
Since these losses generally cannot be promptly restored, they may result in a 
lengthy interruption of the business process. While the enterprise is shut down 
or crippled it may well lose not only current business but also the future busi- 
ness of valuable customers who may also have suffered losses due, for example, 
to lack of product to sell or lack of a part essential to the assembly of a finished 
product. The customer firm may be forced to purchase the goods elsewhere, 
possibly at a higher price, thus decreasing its net income through increased op- 
eration costs. (Schultz and Bardwell, Property Insurance.) 

A company could reduce this type of risk by using several suppliers or by 
using a supplier who has provided internally for such a contingency. For 
example, a supplying firm may spread its productive capacity geographically so 
that the probability of loss of its entire capacity is virtually eliminated. 

Some types of businesses cannot close down, and if this is the case the busi- 
ness may have to incur exceptional costs to continue in operation. The added 
costs of carrying on such a business (e.g., a private hospital) in substitute fa- 
cilities may be extraordinarily high, and the facilities may not be nearly as satis- 
factory to the customer. 
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Risks Assumed Through Rental or Other Agreements. The terms of a 
contract may cause a firm to risk loss due to delay or other default. of the party 
with whom the firm contracts, or a happening caused by events beyond the 
control of either party. These would be losses in addition to those strictly de- 
fined as business interruption losses. For example, the particular terms of a 
rental or lease agreement may obligate the tenant to make rental payments even 
if a building is temporarily rendered uninhabitable. 


Losses Due to Destruction of Records. The loss of many types of records 
can be costly to a business. Such a loss may result in duplication of expenses 
(proof of payment lost), in loss of income (destruction of accounts receivable), 
and even in the loss of particular customers (destruction of technical data, etc.). 


LOSSES FROM DEATH OR DISABILITY OF KEY PERSONNEL. 
Inasmuch as the most valuable ingredient of many businesses is the ability of 
their management teams, the loss from death or disability of key personnel in 
some companies may be disastrous or extremely expensive. For example, loss of 
key accounts may result from the death of a particular salesman or sales ex- 
ecutive (Huebner and Black, Life Insurance). 


LIABILITY TO PUBLIC AND EMPLOYEES. In the conduct of its 
affairs, a business constantly faces the possibility of being held liable to out- 
siders and its employees for personal injuries and property damages that are 
alleged to be the result of some failure or negligence on the part of the business. 
An injured party is afforded the legal remedy of bringing a suit or claim for dam- 
ages. Since the number and variety of claims and suits seem to be limited 
only by the imagination of man, the cost of defending against them may be 
substantial. And when the injured are successful, the cost to the business may 
be much larger than most losses to physical property. 

The business may also be held liable for the misconduct of any employee or 
agent while acting within the scope of his employment. Risk managers find this 
type of exposure to be one of the most difficult to control (Magee, General 
Insurance) . 


Workmen’s Compensation Laws. In many states claims by employees for 
physical injury sustained during the course of their employment are adminis- 
tered through procedures established by Workmen’s Compensation laws. These 
statutes provide an administrative proceeding for recovery of damages, such 
proceeding replacing and barring resort by the injured claimant to a legal suit. 
Usually, schedules determining the amounts to be paid as compensation for 
different types of injuries are established. The laws also provide that insurance 
coverage be maintained by all firms subject to the law to satisfy any awards of 
damages to employees. The insurance coverage is available through private 
commercial insurance companies. Though the procedure is heavily regulated, 
the area of risk covered cannot be ignored by the risk manager as the cost of the 
required insurance is usually directly related to the firm’s claims experience. 


LOSSES DUE TO DISHONESTY OR OTHER CRIMINAL ACTS. 
The commission of a crime may result in the loss of property and income. Even 
if the criminal is apprehended there is no assurance that there will be a full, or 
even partial, restitution of the loss. Criminal perils that a business is subject 
to include the following: burglary, robbery, embezzlement, forgery, conversion 
(theft), and vandalism. The risk manager views these perils with the same 
concern as other perils and acts to see that they are reduced to the extent possi- 
ble and economical. He then decides what steps should be taken to handle the 


remaining risk. 
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Dealing with Risk 


AVAILABLE ALTERNATIVES. Unless an individual firm has a large 
enough number of “exposed” units for the law of large numbers to apply and 
make the happening of certain occurrences definitely predictable, the firm can- 
not very well reduce its own exposure to risk. Therefore, only a very few firms 
can reduce their exposure and virtually every firm must deal with one or more 
risks that could cause major losses. Every firm inevitably does confront each of 
the risks it is exposed to—though the confrontation may be the end result of 
anything from a well-thought-out program to haphazard or involuntary choice 
due to ignorance or inaction. 

The skillful risk manager, as suggested above, first familiarizes himself with 
all the risks to which his firm may be exposed. He then proceeds to decide 
which of the following four alternatives to pursue in dealing with each type of 
risk: 

. Control the risk and/or loss 

. Assume the risk 

. Self-insure 

. Transfer the risk through the purchase of commercial insurance or through 
other devices. 


CONTROL OF RISK AND LOSS. The control of risk and loss involves 
measures directed toward their reduction or elimination. If all possibility of 
loss is eliminated, the risk is also eliminated. Decisions regarding control of risk 
and loss must first of all take into account the costs involved. 


Pwd e 


Cost of Risk. According to Mehr and Hedges (Risk Management in the 
Business Enterprise) : 


Cost of risk has been defined as cost which would not be incurred if future losses 
were known. If losses are higher because of their uncertainty, then by definition 
these losses will include some cost of risk. The cost of risk, however, is not the entire 
amount by which the cost of uncertain losses will exceed cost of losses that are cer- 
tain. If the onset of the losses could be foreseen, usually something would be done 
about them, and that “something” would itself cost something. Therefore, the dif- 
ference between cost under certainty and cost under uncertainty would be the net 
difference between the cost of “doing something” about the loss before it occurs and 
the extra cost suffered because nothing was done. Because it is not always feasible 
to do something effective, it may turn out that the cost of risk is zero. Even if 
losses were fully known in advance, the only practicable treatment might still be 
simply to suffer them. Then, and only then, is the cost of risk zero. 


Thus, a distinction may be made between the cost of the loss itself and the 
costs incurred because of the uncertainty that a loss may occur. The latter 
costs would be the dollar amount of the insurance premiums if the risk is trans- 
ferred to an insurer, or the cost of keeping funds available to provide for a loss 
if the risk is assumed. 


Benefits from Loss Control. Whether a firm bears or transfers the risk of a 
loss, successful loss prevention activities will be financially advantageous to the 
firm, provided, of course, the cost of such activities does not exceed the benefits 
derived therefrom. Loss prevention may benefit the firm in several ways. If 
the risk of loss is transferred to an insurer, the latter may reduce the insur- 
ance costs to the extent it deems the firm’s loss-prevention activities successful. 
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Further, the amount of losses is rarely covered in its entirety by insurance, and 
the value of the losses avoided is saved to the firm. If the firm assumes its own 
risks, it is financially better off to the extent of the dollar reduction in loss less 
the costs of the loss-reduction activities. 


Methods of Loss Reduction. Loss prevention and control may to some ex- 
tent be carried on by everyone, but if the amounts involved are large, trained 
specialists should be used, whether as permanent staff members or on a con- 
sulting basis. 

Many insurers provide loss-prevention counsel of high quality to the insured 
party. From their own experience with prior losses they are often able to point 
out steps that can be taken to reduce the probability of a loss. They may have 
on their staffs professionally trained and experienced people who devote them- 
selves to a study of ways of reducing losses. 


ASSUMPTION OF RISK AND LOSS. Risk assumption, the equivalent 
of noninsurance, takes place when a firm, consciously or unconsciously, assumes 
a given risk or risks. A firm’s risk assumption may be either planned or un- 
planned. 

Unplanned risk assumption occurs when the party concerned is not cognizant 
of a given risk or, although cognizant of it, feels that the probability of loss is so 
remote that no allowance need be made for it. When such a loss occurs, the firm 
must bear the cost, the consequences depending, of course, upon the magnitude 
of the loss and the firm’s ability to absorb it. 

Planned assumption of risk and the connected loss occurs when a firm is cogni- 
zant of a particular loss exposure but believes that the dollar amount is rela- 
tively inconsequential and, therefore, decides to absorb it if it should occur. A 
fund or reserve may be established for such losses, or they may be assumed on a 
current basis. In the latter instance the company is, in effect, gambling on the 
occurrence of a loss. Sometimes this decision is dictated by a critical need for 
funds. In any event, the maximum loss that could occur in a given period should 
be estimated as closely as possible, so that the management can act with open 
eyes. 

Lenders and other suppliers of funds, including trade creditors, should be 
cognizant of any risk to their commitment resulting from the user’s inadequate 
plans for assuming, avoiding, or transferring the risks to which it is exposed. 


SELF-INSURANCE. Self-insurance is defined as a deliberate program of 
the exposed party to provide for his own insurance. It occurs when a firm rec- 
ognizes a loss potential and decides that its financial consequences could be more 
than the firm should try to absorb without making some allowance in advance. 
Thus, self-insurance is distinguished from risk assumption. 

The insurance buyer is becoming increasingly aware of the fact that mere 
trading of dollars with an insurance company does not constitute effective risk 
management. In their attempts to popularize the use of a deductible, insurance 
companies themselves recognize that the insured is frequently better off if he 
bears part of the risk himself. When a business achieves a size where constant 
exposure to some peril produces losses that are regular and predictable in nature, 
the accountant will write these losses off as business expenses. Although the 
firm has absorbed these costs, it has avoided paying for insurance that would, in 
these circumstances, exceed the cost of the losses themselves. Commercial in- 
surance exists primarily to provide a means for meeting unusual and crippling 


losses. 
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Firms self-insure in order to save money since, generally speaking, when com- 
mercial insurance is purchased, 40 to 50% of the premium dollar may go for the 
insurer’s expenses. In addition, a firm may self-insure when commercial insurance 
is not available at all or only at a prohibitive cost. For a discussion of compara- 
tive costs of self-insurance as against commercial insurance see “Cost of Com- 
mercial vs. Self-Insurance,” page 9. ; 

A genuine self-insurance plan, involving scientific methods of measuring risk 
and of setting aside reserves, may cost more when managed by the business 
firm than by the specialized insurance company, but there may be situations 
where it can be done to advantage. 

The use of larger and larger deductibles as a type of self-insurance seems to 
be reasonable. A loss that would have been considered large thirty years ago 
has shrunk in significance because of inflation, the increase in scale of business, 
and higher taxes, so that many firms realize they can absorb much larger losses 
without embarrassment. 

The risk manager, conscious of the high cost of risk-bearing, whoever does the 
job, should never consider resorting to insurance until all of the methods for re- 
ducing or eliminating risks have been exhausted. 


Conditions Necessary for Self-Insurance. Basically, for self-insurance to be 
advisable the same general conditions must exist as are required for any insurer to 
operate. That is, the party should have a large number of nearly homogene- 
ous units subject to the loss, these exposed units should not be subject to 
catastrophic hazard, and the firm should have some historical experience upon 
which to determine the probability of loss (Angell, Insurance). By a “large” 
number of units is meant a number sufficient to make operable the law of large 
numbers. 

In spite of the possible saving, many firms prefer not to self-insure. For one 
thing, it takes time to build up a fund for complete self-insurance. While this 
fund is being built up, the firm may carry some commercial insurance or may 
seek to transfer the risk in some other way. -As the fund grows, the amount of 
externally purchased insurance may drop, and eventually the firm may com- 
pletely self-insure in respect to a particular loss exposure. The company may 
find, however, that the alternative uses of the money committed to the fund offer 
a rate of return so attractive that the purchase of commercial insurance, al- 
though expensive in some respects, actually represents the optimum use of 
funds. (See “Cost of Commercial vs. Self-Insurance,”’ below.) 

Companies must also take into account the fact that the static risks are ran- 
dom not only in respect to place of occurrence but also in respect to time. 
To be fully covered in the event of a loss occurring in the near future may mean 
that commercial insurance is a must, at least initially. 


PURCHASING COMMERCIAL INSURANCE. Normally the firm 
obtains insurance when it has been decided that this is the least costly manner 
of providing for the risk or the only practical method available for dealing with 
it (Angell, Insurance). The decision to buy insurance should be continually re- 
examined in the light of changed conditions, and the risk manager should con- 
tinually ask the questions: Should the firm insure? Is the coverage adequate? 
Is the coverage excessive? 


Availability of Insurance. Not all the risks can be transferred, and com- 
mercial insurance, which is one form of risk transfer, is not always available nor 
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always economically feasible. For insurance to be available for purchase the 
following conditions must exist: 


1. The loss must be determinable and measurable. 

2. The chance of loss must be small enough so that the sale of insurance is 
economically feasible. 

3. There must be a sufficiently large number of independent exposures. 

4. The objects to be insured must be sufficiently homogeneous so that reliable 

statistics can be formulated. 

There must be randomness of loss. 

It must be possible to predict the losses with reasonable accuracy. 

The insurer’s cost of operation must be reasonably low. 

. There must be a large enough number of exposed firms seeking this coverage. 


COM DN 


Insurance will be made commercially available only if the risk is insurable as 
indicated above. It must be available at a reasonable cost, or for all practical 
purposes it is considered unavailable. 


Cost of Commercial vs. Self-Insurance. The basic criterion in deciding on 
the method of dealing with risk is comparative cost. Care must be taken, how- 
ever, to be sure that the comparative costs are correctly evaluated, and this 
analysis must be carried on continually—or at least periodically. 

Most firms have more profitable uses for money than they have funds avail- 
able. Thus, costly as commercial insurance may be, the cost of opportunities lost 
by building up and holding a fund for self-insurance purposes may exceed the 
cost of the insurance. The following example, comparing the relative cost of 
funded risk assumption and that of the purchase of commercial insurance, dem- 
onstrates a method used to evaluate the alternative means of providing for a 
risk. 

Assume that a firm has a maximum loss exposure in respect to a particular 
asset of $100,000 and is studying the advisability of carrying commercial insur- 
ance to the full extent of the loss or of establishing a fund to cover potential loss. 
In evaluating the costs, the following assumptions will be made: 


Federal income tax rate applicable, 48% 
Municipal income tax rate applicable, 8% 
Total income taxes, 56% 
Internal, pretax, rate of return on invested assets, 22% 
Rate of return on short-term investments, 344% 
Average loss exposure for this type of asset is such that losses paid for 
by the insurer have been running at 60% of premiums. 
The loss costs are related to the average loss rate. 
Average losses are $5,000 per year. 


Risk Assumption Funded 


SV OTUEO: TOSS cero bewuiane camino cocaog BnIGMOON aRdicd ek $ 5,000 
Income on’ $100,000 fund at 342% .....0 3... bees $ 3,500 
Potential income derived from internal investment of 

SSO UD: Bik, SRYGs ie, othe blob bull sh srls 2 Ons iyo Lees Bick 22,000 
@pponbhumityvacOstan-watie-ais seheeroree se deel to sk c 18,500 
Gross cost of risk and loss before taxes.............. $23,500 


Net cost if average loss materializes, after allowance of 
56% tax rate (net dollar amount of loss, and potential 
HaROONEME) COIN, “Hove! ANOUNVEY) on oanaooosee ds de OO KOOP RAO $10,340 
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Commercial Insurance 


Average losses of $5,000 assumed to be 60% of the premium. 
Premium covers both cost of losses and risks ...........+---. $8 333 


Net cost of carrying insurance after allowance of 56% tax rate 
applicable: si.ccviya Rian sees os err acerca eee ene $3 667 


Under the above assumed conditions, it is apparent that the cost of com- 
mercial insurance is considerably less than that of risk assumption through set- 
ting up of a fund. ; 

In comparing one alternative with another, all costs, both direct and indirect, 
should be taken into consideration. These costs may include those of defense in 
law suits arising out of the loss, costs of loss adjustment, and cost of records that 
must be maintained. 


OTHER RISK TRANSFER DEVICES. Risks can also be transferred to 
parties other than an insurer. As Mehr and Hedges (Risk Management in the 
Business Enterprise) state: “The variety of ways in which risks may be trans- 
ferred by contract is limited only by the ingenuity of the contracting parties. . . .” 
Some of the other devices of risk transfer are indicated below. 


Use of Leased Property. When a firm leases either real or personal property 
the risks of ownership continue to be borne by the lessor unless they are trans- 
ferred by contract to the lessee. However, the reason for leasing property is 
rarely for the sole purpose of transferring the risks of ownership, and the lessee 
does not escape the related costs since the lessor must provide for these risks, and 
the lease payments will undoubtedly reflect the cost of assuming them. 


Construction Contracts. A firm contracting for the erection of a building or 
other real property may thereby transfer some, but probably not all, risks to 
the contractor. The agreement may provide, for example, that any physical 
damage, thefts, or vandalism occurring during the construction period are the 
responsibility of the contractor. However, the engagement of an outside con- 
tractor does not automatically and completely absolve the party who contracted 
for the work from all the risks involved. The law may hold the contracting 
party liable for a variety of risks—for example, injuries that result from the 
nature of the work being performed. A firm using an independent contractor to 
perform specific work would be well advised to obtain expert help in providing 
for these possible liabilities, as the law of liability is very complex, and the 
financial consequences could be critical. 


Bailments. A bailment exists when one party (the bailor) voluntarily places 
goods with another (the bailee) for sale, processing, safekeeping, servicing, or 
for some other purpose. This generally excludes common carriers, although even 
here, in some jurisdictions, a bailment is deemed to exist. State laws distribut- 
ing risk between a bailor and a bailee vary widely and in order for a bailor to 
adequately protect himself he should determine in advance what risks, if any, 
the law transfers to the bailee. Then, if existing laws do not make clear which 
party bears the risks, or if the law permits the parties to distribute the risk in 
whatever manner they choose, the responsibility for each different risk and/or loss 
should be plainly stipulated in the contract of bailment. 


Sales Contracts. In purchasing property a firm may, through contract, have 
the seller assume all risk of loss until the goods are deposited with the buyer. 
The seller may carry the risk himself, as he would do if the goods were de- 
livered by his own carrier, or he may transfer the risk to a public carrier. 
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Again, as with bailments, the extent to which the risks can be transferred de- 
pends upon the particular state’s laws and upon the contract between the shipper 
and the carrier. 

In selling any tangible goods for use or consumption, situations arise in 
which there may be losses due to negligent manufacture or other defect. In 
many instances the manufacturer, processor, bottler, or canner may agree to 
odie its distributors or retailers from any damage or injury suits that may 
result. 


Suretyship. Risk may also be transferred to a surety. A surety is one who 
promises a second party that a third party will perform (the job contracted for). 
Should the third party fail, the surety then must perform or indemnify the 
second party for the lack of performance. Any legal party can act as a surety, 
but contracts of suretyship are most commonly issued by corporations that make 
it a business. (Angell, Insurance—Principles and Practices.) 


Commercial Insurance Coverage 


REGULATION OF THE INSURANCE BUSINESS. It has been held 
(South Eastern Underwriters Association et al., 322 U. 8. 533 1944) that insur- 
ance is in interstate commerce and is therefore subject to Federal regulation. 
Federal statutes apply in various situations, particularly those involving the 
Federal antitrust acts. In practice, however, insurance is regulated for the most 
part by the individual states. (Rohrer, State Regulation of Insurance.) Com- 
panies are regulated by the states in which they are incorporated and, in addition, 
are subject to extraterritorial regulation by the states in which they do business. 
As an example, the State of New York subjects “foreign” companies doing busi- 
ness in the state to “reasonable” compliance with the New York Code under the 
“Appleton Rule” (New York Insurance Law, Article 4, § 42, paragraph 5). 

Each state is free to enact insurance legislation as it pleases, although there 
are a number of cases in which uniform legislation has been adopted by a ma- 
jority of the states. One of the major achievements of the National Association 
of Insurance Commissioners, composed of representatives of all the states, 
“has been the promulgating of uniform state laws with regard to insurance and 
the recommending of such laws to the various state legislatures.” (Angell, In- 
surance.) 

The state controls the insurance business through the courts, the legislature, 
and an administrative agency under an official known as Insurance Commis- 
sioner, Superintendent of Insurance, or similar title. This official is the most 
important of the state’s control media, according to Kulp (Casualty Insurance), 
because of his difficult and essential role of executing the continuing mass of com- 
plex legislation. Among the Commissioner’s principal powers are the granting of 
licenses to transact business, the examination in detail of the condition of in- 
surers, and the investigation of complaints. 

THE INSURANCE POLICY. The insurance policy is a complex legal 
document, and a thorough understanding of its component parts is mandatory 
for the insured party. The basic policy is made up of declarations, the insuring 
agreements, exclusions, and conditions. In addition there may be endorsements 
and/or riders. 

Standardization of Policies. Insurance policies have to some extent become 
standardized by law, by competition among insurers, by company agreement, 
and by custom. According to Angell (Insurance) : 
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Standardization is generally of benefit to the insured since it permits him to know 
that policies will read the same regardless of which company they are purchased from. 
This also simplifies adjustment problems in the event a loss occurs and contracts are 
in force in more than one company. An advantage both to the policyholder and the 
company is that under a standard policy a body of court decisions gradually accumu- 
lates which has interpreted the various words of the policy. 


There is no standard policy in universal use throughout the United States. 
However, such basic forms as the standard fire policy, the standard workmen's 
compensation and employers’ liability policy, and the standard automobile ha- 
bility policy are used by most if not all insurers and approved by a majority of 
the states. Also, every state has statutes requiring the inclusion of certain 
standard provisions in certain kinds of policies. 


TYPES OF POLICIES. A specific policy is one that insures specifically 
designated property for a stipulated amount. A blanket policy covers more 
than one class of property at a given location (such as “Dwelling and Contents”) 
or property located at more than one location. 


Schedule and Package Policies. A schedule policy provides specific protec- 
tion for more than one type of property or interest (personal property floaters) ; 
against several enumerated perils and hazards (owner’s, landlord’s, and tenant’s 
liability) ; or against several exposures to loss as listed or indicated in the sched- 
ule (schedule bond). 

A package policy is one that combines different coverages, such as fire and 
extended coverage, theft, personal liability, and often a medical payments cover- 
age (as in the homeowners policy) in one contract. It requires the purchase of 
fixed or minimum amounts of insurance under each coverage. 


Floater and General Cover or Multiple Location Policies. A floater policy 
covers property wherever it may be located, including goods in transit but 
usually excluding property on the premises of the insured’s principal place of 
business. Because it covers goods in transit it is usually written as an inland 
marine floater. 

A general cover or multiple location policy provides automatic coverage for 
fluctuating inventories at several locations. Periodic reporting of the amounts 
of stock located at the various places is usually required. This policy was de- 
signed to meet the requirements of firms having many stores or warehouses, often 
in different states. Since it does not cover goods in transit, it is not a floater 
type of policy. 


Comprehensive and “All-Risk” Policies. The term comprehensive may be 
used to describe a broad class of property, as in the “contents form” of the fire 
policy; to describe a broad group of perils or hazards insured against, as in the 
comprehensive auto policy; or to describe a broad package of coverages, such 
as are found in the comprehensive dwelling form and other broad-form cov- 
erages. 

An “all-risk” type of policy insures against any loss of property from any peril 
to which it might be exposed. Since the coverage is so general and inclusive it is 
necessary for the insurance company to state specific exceptions where there 
are good reasons for making them. Hence, in an “all-risk” type of policy it is 
more important to know what is in the exceptions than to know what is in the 
insuring agreement. 

The more specialized the business of risk management becomes, the less cer- 
tain it is that all insurance needs should be met in one package. Package and 
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“all-risk” policies offer many advantages for the average insurance buyer, but 
to the extent that they offer coverage of risks that the insured may rather bear 
in some other manner, they may prevent rather than aid in the specialized 
treatment of risk. 


IMPORTANT POLICY CLAUSES. The following clauses are often found 
in property insurance policies. 


Co-insurance Clause. This clause is designed to encourage the insured to 
take insurance amounting to a certain per cent of the actual value of the prop- 
erty covered. Otherwise, he will be paid for only a fraction of any loss sustained, 
even if the loss is small. The operation of an 80% co-insurance clause may be 
illustrated as follows: 


Propertyatvaleet aa, 5 pose ek ska ay a Cone eet $50,000 
TSUN Ces OT ERA aan trea ac gn Moe ae exes ent $30,000 
Insurance required under 80% clause .......... $40,000 
T3Oss eee Oe FO ESS SAT i Dia aise 0a) $ 5,000 


When property is covered by a policy that contains a co-insurance clause, the 
Insurance company pays that proportion of the loss that the insurance taken bears 
to the amount of insurance required by the clause. In the above case, therefore, 
the insurer would pay °4 of $5,000, or $3,750, and the insured as “co-insurer’’ 
would pay $1,250. 

At first glance it might appear that this clause is introduced to force the 
policy holder to carry large amounts of insurance, but in fact its use is necessary 
for the setting of equitable rates. Since the majority of losses to property are 
only partial, the necessary rate per $100 of exposure drops off rapidly as the 
per cent of value insured increases. If all insurance buyers wished to insure to 

-only 20% of value, for example, the premium rate per $100 would be much 
higher than if most of them took insurance to 80% of value. 

Use of a system of graded rates would offer an alternative to the use of the 
co-insurance clause. Premium rates under this plan would vary from policy to 
policy with the ratio of the amount of insurance purchased to the actual value 
of the property. It is believed, however, that the use of a graded system of rates 
would add substantially to insurance costs. 


Pro Rata Liability Clause. This is a clause that limits a particular insurance 
company’s liability in respect to a given loss to that proportion of the loss that 
the insurance issued by that company bears to the total insurance. If all insur- 
ance policies are alike, the clause causes little difficulty; if they might differ in 
endorsements or clauses attached, making them “nonconcurrent,” problems 
may arise in securing an adjustment of losses that is fair to both the insured and 
the insurance company. (Magee, General Insurance.) 


Pro Rata Distribution Clause. If a blanket policy covers several locations, 
this clause has the effect of distributing the coverage among the different loca- 
tions in the proportion that the values of the individual locations bear to the 
total value of all locations at the time of a loss. Without this clause a small 
blanket policy might be adequate to give complete indemnity for losses to large 
property values at separate locations. (Magee, General Insurance.) 


Replacement Cost Clause. Under most property insurance policies the in- 
surance company agrees to indemnify the insured for an amount equal to the 
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“setual cash value.’ This takes into consideration appreciation, depreciation, 
and obsolescence. Under replacement-cost coverage it is possible for the insured 
to recover “the replacement cost of the building structure or any part thereof 
identical with such building structure on the same premises and intended for the 
same occupancy and use.” This is subject to the limitation of the face value of 
the policy and other limitations that may be stated in the clause. (Mehr and 
Cammack, Principles of Insurance.) 


Mortgagee Clause. When this clause is included in a mortgagor’s policy for 
the benefit of a mortgagee, the effect is to provide a separate contract between 
the company and the mortgagee. The latter’s right to payment in event of a loss 
will not be invalidated by any action that the insurance company may take 
against the mortgagor because of any act or neglect on his part. The mort- 
gagee assumes responsibility, however, for notifying the company of “any change 
of ownership or occupancy or increase of hazard which shall come to the knowl- 
edge of said mortgagee (or trustee) and, unless permitted by this policy, it 
shall be noted thereon and the mortgagee (or trustee) shall, on demand, pay the 
premium for such increased hazard for the term of use thereof.” (Rodda, Fire 
and Property Insurance.) 


Subrogation Clause. This clause is included to make clear in various situa- 
tions the intention and right of the insurance company, upon the payment of a 
claim, to take over the right of action that the insured may possess against any 
party responsible or liable, in any manner, for the loss. (Greene, Risk and In- 
surance.) 


Apportionment Clause. This clause appears in connection with the extended 
coverage endorsement of the standard fire policy (see below). It is similar in 
its effect to the pro rata liability clause with the difference that it prorates the 
lability of the company to pay for losses from perils other than fire to the pro- 
portion that the fire insurance under the given policy bears to the total amount 
of fire insurance covering the property. 


Insurance Against Physical Damage to Property 


FIRE AND ALLIED LINES. The basic standard fire policy is the form 
originally adopted by New York State in 1943 and now mandatory in practically 
all states. It protects against the perils of direct loss by fire, by lightning, and 
by removal from the premises of property endangered by the perils insured 
against. It covers only at specific locations, and only the specific interests of the 
insured party described in the contract. It may cover both building and contents, 
or either separately, depending upon the interest of the insured. The policy is 
subject to numerous stipulations, conditions, and exclusions, each of which 
should be clearly understood by the insured. 

Inasmuch as the standard fire policy specifies the perils covered, it differs from 
the all-risk or all-perils type of policy; in specifying the exact location of the 
property covered, it differs from a floating type policy; and in specifying the 
maximum amount of insurance provided, it differs from automatic or reporting 
forms of coverage. 


Extended Coverage Endorsement (EC). Since the standard policy itself 
provides that insurance against additional perils may be provided by written 
endorsements added to the policy, it has long been the practice to cover several 
additional perils. These are the perils of: windstorm, hail, explosion, riot and civil 
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commotion, aircraft, vehicles, and smoke. These added perils are subject to the 
same exact definition and to the same kind of conditions, exclusions, and limita- 
tions as the standard policy, but they are also subject to special limitations 
included on the endorsement itself. This endorsement has long made the fire 
policy a multiple-peril coverage, constituting the basic protection ordinarily 
acquired in the purchase of “fire” insurance. 


Additional Extended Coverage (AEC). Ten additional perils may be cov- 
ered in a fire policy by the use of this additional endorsement. They are (a) 
water damage from plumbing and heating systems, (b) rupture or bursting of 
steam or hot water heating systems, (c) vandalism and malicious mischief, (d) 
vehicles owned or operated by the insured or a tenant, (e) fall of trees, (f) ob- 
jects falling from the weight of ice, snow, or sleet, (g) freezing of plumbing, 
heating, and the like, (h) collapse, (i) landslide, and (j) glass breakage. None 
of these perils overlaps those covered by the extended coverage endorsement, 
The vehicle coverage of the EC endorsement, for instance, does not cover vehicles 
owned or operated by the insured or a tenant. Fall of trees may cause damage 
when not a direct result of a peril covered in the EC endorsement, and glass 
breakage, though covered as a loss when caused directly by an insured peril, may 
be caused by perils not otherwise listed. (Angell, Insurance.) 


BUSINESS COVERAGES—MULTIPLE LINE. Business policies, now 
written under the sanction of multiple line laws (see page 38), allow fire and 
casualty coverages to be written in the same contract. (Michelbacher, Multiple- 
line Insurance.) These policies are even more inclusive than those available with 
the EC and AEC endorsements added to the standard fire policy. They are 
formed by extending the standard fire policy to cover “all risks” to the described 
property, subject, however, to specific exclusions. In this type of policy the 
exclusions are as important to the insured as the perils actually covered. Ex- 
amples of these broad coverages follow. 


Jewelers’ Block Policy. The first business multiple line coverage to be sold, 
this floater may be used by jewelry retailers, wholesalers, or manufacturers. It 
is written as inland marine coverage (see page 17) and covers all risks of loss 
or damage to a jeweler’s stock anywhere in the United States. It also covers 
property entrusted to the jeweler by others, and the coverage may be extended 
to include the theft of money. With the endorsements that are permitted, it may 
be said to cover every possible business loss to which a jeweler may be exposed. 


Mercantile Block Policy—Commercial Property Coverage. This policy, 
made up by attaching the proper form to the standard fire policy, insures against 
all risks of direct physical loss of or to property covered while anywhere within 
the continental United States or in transit in Canada. Property covered consists 
of (1) stocks of merchandise, (2) fixtures, furniture, and equipment, and (3) 
the insured’s interest in improvements and betterment of the premises. 

It is written with a deductible and provides for the monthly reporting of 
values located at different places as in the multiple location fire insurance policy. 
As in all “all-risk” types of policies, the specific exclusions as to property, perils, 
and situations must be carefully analyzed by the insured. 


Manufacturers’ Output Policy. This policy provides manufacturers with 
all-risk coverage of personal property located off the insured’s premises. It is 
a new multiple line policy and not merely an extension of the standard fire 
policy. It is written on a reporting form basis and specifies three limits of ha- 
bility: at each location, on any one conveyance, and while property is located at 
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conventions or fairs. It does not cover real estate except for improvements and 
betterments. 


Other Business Multiple-Line Coverages. The industrial property form, 
public institutions form, and office contents special form are available on an all- 
risk basis, and new forms are being constantly developed in this highly fluid and 
competitive industry. 


OCEAN MARINE POLICIES. The field of marine insurance is divided 
into two major divisions: ocean marine and inland marine. The feature common 
to both of them is that they cover property in movement from place to place or 
property used in some manner to assist in the movement of goods. 

Ocean marine insurance is the oldest branch of the insurance business, and 
many of its features show the influence of the practices and customs developed 
among the individual underwriters in London. There is no standard policy in 
use today, but a considerable amount of standardization in the important 
clauses has been achieved through the activities of the American Institute of 
Marine Underwriters. (Mowbray and Blanchard, Insurance: Its Theory and 
Practice in the United States.) 

Marine policies continue in many instances to use phraseology from the 17th 
century or earlier. The reason for this, according to Angell (Insurance), is not 
to confuse the insured, but to continue the use of language that has been inter- 
preted many times and that is therefore definite in nature. The following exam- 
ple from an early insuring agreement is still typical of statements used in policies 
issued by American companies, although the wording has now been somewhat 
modernized; the perils covered remain essentially the same. 


Touching the Adventures and Perils which we the Assurers are contented to bear 
and to take upon us in this Voyage, they are of the Seas, Men-of-War, Fires, Ene- 
mies, Pirates, Rovers, Thieves, Jettisons, Letters of Mart and Countermart, Surprisals, 
Takings at Sea, Arrests, Restraints and Detainments of all Kings, Princes and 
People, of what Nation, Condition, or quality soever, Barratry of the Master and 
Mariners ... and it is agreed by us, the Insurers that this Writing or Policy of 
Assurance shall be of as much Force and Effect as the surest Writing or Policy of 
Assurance heretofore made in Lombard Street, or in the Royal Exchange, or else- 
where in London. 


The typical policy covers: 


1. Perils of the Sea, which are those associated with the natural hazards of a 
voyage such as sinking, stranding, overturning, collision, lightning, and action 
of the wind and waves. 

2. Perils on the Sea, which include fire; jettisons, the throwing overboard of all 
or a part of the cargo; barratry of the masters and mariners, the equivalent 
of embezzlement; and “all other perils.” “All other perils” would seem to make 
this policy an all-risk coverage, but what is meant by the phrase is that the 
policy will cover perils which are related to those already enumerated. The 
policy is definitely not an “all-risk” policy. 

3. Additional Perils, which may be added by agreement. The policy may be 
extended to cover theft, leakage, spoilage of refrigerated foods and pilferage. 
A clause extending coverage to losses attributable to latent defects in ma- 
chinery, hull, and appurtenances, and known as the Inchmaree clause, is 
frequently added. Liability for damage to another ship, its cargo and other 
interests may be provided by the added endorsement of a running-down 
clause. Additional liability for damage caused upon or by the insured’s own 
ship may be covered by a protection and indemnity policy. A warehouse to 
warehouse clause may extend coverage to perils upon the land, including fire, 
earthquake, flood and collision. In the case of cargo insurance, it is possible to 
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add an endorsement making the policy cover “all risks” of certain types. 
(Huebner and Black, Property Insurance.) 


Ocean Marine Losses. Marine losses may be partial or total, falling upon 
one interest alone, such as the owner of cargo, or shared by all interests involved 
m a voyage, including the owner of the ship and the owner of the cargo as well 
as one who owns only the freight interest. 

The word “average” is used in ocean marine insurance to refer to a loss that 
is less than a total loss. Hence, partial losses may be either a “particular aver- 
age loss,” involving only one interest, or a “general average loss,” which is borne 
proportionally by all interests when it results from the fact that some or all 
cargo must be voluntarily sacrificed to save an entire ship. The settlement of 
general average losses is a highly technical matter usually entrusted to specialized 

general average adjusters.” Policies frequently specify the rules to be fol- 
lowed (e.g., York-Antwerp Rules) in settling such losses. (Magee, Generai 
Insurance.) 


Features of Ocean Marine Policies. Policies in ocean marine insurance may 
be used to protect any one of three different interests: (1) that of owners or 
charterers and of mortgagees in the hull, machinery, and equipment; (2) that of 
owners, consignees, commission merchants, and others in the cargo; and (3) that 
of owners or charterers of ships in freight charges that may be collectible only if 
the voyage is successfully completed. The latter interest is rarely insured in a 
separate policy, but is generally included in valuing the hull and cargo interests. 

The builder’s-risk policy is essentially a shore cover and relates to the con- 
struction and initial trial period of the vessel. Policies may be issued to insure 
against “total loss only” or “port risk only,” the latter covering the vessel only 
while in port or dry-dock. 

Policies may be issued to cover a particular voyage, on an annual or term 
basis, or as an open policy in which there is no expiration date stated. The 
great majority of marine policies are written on an “open” basis. Cargo policies 
may cover one particular type of goods or general cargo, and they may cover “on 
deck” or “underdeck.”” Because many types of cargo are particularly susceptible 
to damage during an ocean trip, a clause known as the memorandum clause is 
used to provide that any loss less than a specified percentage of the total value 
will not be paid. This is not a true deductible clause, because if the loss exceeds 
the stated percentage it will be paid in full. 

A straight deductible is also used in marine insurance and may read: “Free of 
particular average under 5 per cent, which is deductible.” Thus, in the case of 
a 15% loss, the insurance company would pay 10%. Any type of loss may also 
be covered by another type of deductible known as a franchise clause. As in 
the case of the memorandum clause, nothing will be paid if the loss is less than a 
stated per cent; but if it exceeds this percentage, it will be paid in full. 

Cargo insurance in both the ocean marine and inland marine divisions is all 
the more essential for the sending or receiving firm that bears the risk because 
of the relatively low degree of liability for which the carriers may be held re- 
sponsible. This is true whether goods are sent by ship, railroad, truck, or alr- 
plane. 


INLAND MARINE POLICIES. Inland marine lines of insurance have as- 
sumed growing importance in recent years. This has been due, in part, to the 
great increase in the need for transportation coverage on land and in the air and 
the widespread nature of modern business operations. In competition with fire 
and casualty carriers, who long operated under the restraint of monoline laws 
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(see page 38), inland marine carriers found opportunities to exploit their rela- 
tive freedom to combine coverages in a multiple line type of policy. For this 
reason they have been a powerful force in the development of the all-risk type 
of coverage. (Schultz and Schultz, The Journal of Insurance, Vol. XXVIII.) 

The expansion of inland marine insurance writing was partially checked in 
1933 when the National Convention of Insurance Commissioners drew up a 
“Nationwide Definition and Interpretation of the Insuring Powers of Marine 
and Transportation Underwriters.” This was revised in 1953 and has since be- 
come law in nearly all of the states. Although this brought about some semblance 
of order to the competitive practices of the various companies, it did not prevent 
the continued demand for the “multiple perils” type of coverage from affecting 
the fire and casualty lines as well. 

Inland marine coverages fall into three major groups: (1) transportation 
policies, (2) floater policies, and (3) policies covering instrumentalities of trans- 
portation. There are a large number of policies in each category, but within 
each group they share the same general character. (Rodda, Inland Marine and 
Transportation Insurance.) 


Transportation Policies. The basic transportation policy is the inland transit 
floater policy, which is completed for each special class of transportation insur- 
ance by the attachment of special forms to fit the particular needs of the in- 
sured. (Angell, Insurance.) The coverage may be procured by either the 
carrier or by the owner of the goods. The carrier is interested primarily in pro- 
tecting itself against its legal liability for loss and will usually not purchase in- 
surance covering direct physical loss. 

The land carrier has a higher degree of responsibility for the care of goods 
entrusted to him than does the ocean carrier, but he is not responsible for losses 
due to: (1) a so-called act of God, which is generally defined as an unusual 
natural disturbance such as flood, earthquake, storm, or lightning; (2) the war 
hazard; (3) damage or destruction of property by a public authority; (4) any 
fault or neglect on the part of the shipper, such as goods being carelessly packed, 
with a loss resulting from this cause; and (5) inherent vice, referring to any 
quality of an article that makes it tend to destroy itself. Even if a carrier may 
be held to be legally liable, there may be long delays before an equitable adjust- 
ment may be obtained, and a shipper may find it advantageous to rely upon rela- 
tively prompt settlement by the insurance company, leaving it to the insurer, 
whose rights arise out of subrogation, to collect, if possible, from the carrier. A 
further need for insurance stems from the fact that the owner will often accept a 
“released bill of lading” from the carrier, limiting the amount of loss for which 
the carrier may be responsible. 

The principal types of policies covering direct losses are: (1) trip transit poli- 
cies, covering single shipments, and (2) annual transit policies, which may be 
written to cover incoming shipments of businessmen as well as outgoing ship- 
ments and which may be written on both an annual and an open form. The 
annual-readjustment form provides for the advance payment of an annual 
premium, with an adjustment at the end of the year. The open policy requires 
a monthly reporting of shipments covered, with premiums being due and payable 
when the report is made. The coverage provided is the same in both forms. 
Other policies include railway express policies, motor truck transportation owners 
policy, parcel post policies, department store floaters, first class mail and regis- 
tered mail, and others covering a wide variety of special situations. 

The most widely used policy covering the liability of the carrier is the motor 
carriers’ cargo liability policy. The growing importance of this coverage is due 
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both to the great increase in truck hauling and to pressure from state legislatures 
that have become increasingly concerned with the ability of truckers to assume 
hability for goods entrusted to their care, These policies may be written on a 
blanket form covering up to a fixed limit of liability on each truck, with an 
annual premium charged for the total liability assumed for all trucks; or they 
may be written on a form fixing a limit of lability on each truck but also subject 
to a limit of lability for any casualty that may involve more than one truck. 
The premium is calculated on gross earnings reported monthly by the insured. 


Floater Contracts. A floater policy is one that follows the property, ic., 

“floats along” wherever it may go. Coverage under such contracts may be 
worldwide, although some of them are limited to the continental United States, 
and includes all risks, subject, however, to listed exclusions. As in the case of 
the transportation policy, a scheduled “property floater” or “inland floater” is 
used as the basic policy, and many different forms may be attached to fit it to 
the particular needs of the insured. Many forms are issued subject to a de- 
ductible. 
_ Floaters used to cover business property, wherever it may be located, may be 
issued to protect the interests of owners or bailees. In fact, it was out of this 
line that the first “all-risk” (or block) policy, the jewelers’ block policy, devel- 
oped (see page 15). In this type of policy, the extensions of fire and allied lines 
merge with those of inland marine lines in a new class known as multiple line 
coverages. 

Some of the better known commercial floaters covering an owner’s interest 
are: 


Contractors’ equipment floater. 
Installation risks floater. 

Installment sales floater. 

Mobile agricultural equipment floater. 
Physicians’ and surgeons’ floater. 
Radium floater. 
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Floaters are also issued to cover the liability of the bailee for goods entrusted 
to his care. Such liability may be either legally imposed or voluntarily assumed. 
Aside from his liability, a bailee may have an interest in the goods of others 
because of the possible loss of payment for his services. Among the floaters used 
for these purposes are: 


1. Floor plan insurance. 

2. Laundries’ and dry cleaners’ insurance. 
3. Furriers’ customers’ insurance. 

4. Cold storage locker insurance. 


Instrumentalities of Transportation. The “Nationwide Definition” (see page 
18) authorizes inland marine companies to cover a wide variety of property 
not movable in itself but generally characterized by some feature relating it 
to a transportation risk. (Snider, ed., Readings in Property and Casualty In- 


surance.) Such property includes: 


1. Bridges and tunnels. 

2. Pipelines. 

3. Wharves and piers. 

4. Power transmission lines, telephone and telegraph lines, neon signs. 


Builders’-risk contracts may be written to cover such property during the 
construction process. (Angell, Insurance.) 
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AUTOMOBILE PHYSICAL DAMAGE POLICY. Insurance against 
physical damage to automobiles is usually written today in conjunction with 
bodily injury and property damage liability insurance to provide a broad cover- 
age for car owners. The automobile physical damage policy is usually written on 
a standard form agreed upon by the American Mutual Alliance (an organiza- 
tion representing mutual companies) and the National Automobile Under- 
writers Association (representing stock insurance companies). The form is used 
by most companies represented in these two groups, but it is not required by law. 
(Brainard, Automobile Insurance.) 


Types of Automobile Coverage. The first page of the auto policy contains 
a schedule of coverage under which the company may be bound and indicating the 
specific premium charge to be paid for each coverage, together with the limits 
of liability to be assumed. Three of these coverages relate to the liability portion 
of the contract, the others being comprehensive (excluding collision) ; collision; 
fire, lightning, and transportation; theft; combined additional coverage; towing 
and labor costs; and uninsured motorists. 

The comprehensive coverage is an all-risk coverage and covers against losses 
from fire, theft, transportation, windstorm, hail, earthquake, and explosion. Essen- 
tially it provides coverage against every physical loss except those arising from 
collision. Many policies combine the comprehensive coverage with the collision 
lability coverages to provide nearly complete protection for the car owner. Tow- 
ing and labor cost is not included in the comprehensive, however, nor is protection 
available against failure to collect a judgment against an uninsured motorist. 

The combined additional coverage protects against the perils of windstorm, 
hail, earthquake, explosion, riot or civil commotion, forced landing or falling of 
any aircraft, flood or rising waters, malicious mischief or vandalism, external dis- 
charge or leakage of water except loss resulting from rain, snow, or sleet whether 
or not wind driven. When combined with the fire and theft coverages it provides 
much the same protection as the comprehensive but on a specified perils basis. 
The comprehensive is broader and more inclusive. 


STEAM BOILER AND MACHINERY INSURANCE. Boiler and 
machinery insurance is primarily a physical damage cover although it is sold as 
a casualty coverage. Companies undertaking to provide insurance covering losses 
to steam boilers and machinery have discovered that periodic and extensive in- 
spection can reduce losses arising from this source to a minimum. Much of the 
premium collected by these companies, accordingly, is in the nature of a service 
charge instead of a true insurance premium. The business is highly specialized 
and is concentrated in a relatively few companies. Because of its specialized 
nature, liability for losses of this type is usually excluded from practically all 
other property insurance contracts. (Angell, Insurance.) 

The basic policy is incomplete without the attachment of a number of sched- 
ules that define the “object” to be insured and the “accident” with respect to that 
object. The policy covers the insured against loss to the object, as defined, caused 
by the accident described in the schedules. The objects covered by the policy 
may be boilers and pressure vessels or machinery. Losses covered may be for 
damage to the property itself, for bodily injury liability to others, and for prop- 
erty damage liability to others. 


OTHER POLICIES. A great variety of additional policies are written to 
cover losses to material property from a number of other exposures. Some of 
these are necessary because of particular exclusions written into more compre- 
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hensive policies. Among these coverages may be mentioned those against flood 
water 5 ok sprinkler leakage, glass damage, and hail. (Magee, General In- 
surance. 


Policies Insuring Against Consequential Losses 


LOSS OF INCOME. The fire insurance policy, even in its broadened and 

all-risk” forms, provides indemnity only for direct physical loss to property re- 
sulting from the perils insured against. There are other losses, however, that 
occur as a consequence of an interruption to business, and these must be insured 
under separate policies. The losses suffered may be related to the time period 
during which the business is not able to operate at full capacity, or they may be 
unrelated to the time taken to resume operations. So-called time-element losses 
would include: (1) loss of the income impossible to earn during the period of 
interruption; (2) inability to recover fixed expenses or any continuing expenses 
from operations during the period of interruption; and (3) extra expenses in- 
curred if it is necessary to carry on operations in spite of the loss to physical 
equipment. Among the consequential losses that are unrelated to the time 
element are: (1) losses to perishables on account of temperature changes; (2) 
loss of profit on goods manufactured; (3) loss of leasehold interests when a lease 
is cancelable following a fire; (4) and losses growing out of errors and omissions 
in placing insurance. (Magee, General Insurance.) 


BUSINESS INTERRUPTION INSURANCE. This policy promises to 
indemnify the insured for the loss of income that would have been realized had 
the business continued to operate. Had the business continued to operate it 
might have had a profit, it might have been barely breaking even, or it might 
have been operating at a loss. Even in the latter instance, however, coverage 
may be helpful if it can be shown that a greater loss is suffered when operations 
‘are interrupted. One of the problems connected with the underwriting of conse- 
quential loss insurance is the determination of the amount of insurable value tied 
up in the continuation of the business. This insurance is available in several 
different forms adaptable to the special requirements of the type of business 
interrupted. 


Contingent Business Interruption Insurance. This form is available to 
cover losses from business interruption that are caused not by a loss to the in- 
sured’s physical property but by a loss to the property of either suppliers of 
materials, parts, or services, or purchasers of the finished product of the insured 
business. 


EXTRA EXPENSE INSURANCE. In some types of business it might be 
considered necessary to incur sizable additional expenses, even those required to 
carry on business at another location, in order to be able to continue the supply 
of a product or a service to the public. Such extra expense would not ordinarily 
be covered by business interruption insurance, although under that policy extra 
expenses are covered to the extent that loss under the policy is reduced. This is 
insurance that indemnifies only for necessary additional expenses incurred, and 
does not cover the loss of profits and income suffered as a consequence of a loss. 


RENTS AND RENTAL VALUE INSURANCE. If property becomes 
untenantable because of damages sustained, there may be loss of use if it is being 
occupied by an owner; a loss of rental income to the owner if occupied by a 
tenant; or loss of rent to the tenant if he is still obligated to pay it under his lease 
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contract. Time-elenient losses of this nature are insurable under rents and rental 
value insurance policies. 


LEASEHOLD INTEREST INSURANCE. A tenant may hold a long- 
term lease calling for payment of rent considerably below current market prices. 
If terms of the lease allow the landlord to cancel because of property damage, 
the tenant could suffer an immediate loss that would not be related to the time — 
taken to restore the property to tenantable condition. This value can be esti- 
mated by determining the discounted value of the series of rent increases the 
tenant could have expected during the period of the lease. On the other hand, 
if the lease were not canceled, the tenant could suffer a loss of rental value that 
would depend upon the time element. Both of these sources of loss are insurable 
under the leasehold interest form. 


PROFITS INSURANCE. Loss of profits that could have been expected 
from the continuation of the business in the future are insurable, of course, under 
business interruption forms. These do not, however, cover the loss of profits that 
a business would suffer from the destruction of goods ready for sale at the time 
of the loss. Fire insurance covers the actual cash value of goods lost but without 
allowance for profit. Business interruption insurance covers loss of future profits 
only. If the insured wishes to cover the loss of profits already earned on goods 
ready for delivery, he needs profits insurance as well. 


TEMPERATURE DAMAGE INSURANCE. Indemnity is sometimes col- 
lectible under a fire insurance policy for losses resulting from a change in tem- 
perature brought about by damage to refrigerating equipment. As a general 
rule, however, such losses are considered to be consequential, not direct, and 
hence are not covered by the standard policy. In cases where losses of this type 
are likely to occur, such as in creameries, breweries, greenhouses, packing plants, 
or cold storage warehouses, insurance companies often seek to clarify the situation 
by using a clause exempting the company from liability due to temperature 
changes. On the other hand, the dwelling, buildings, and contents form contains 
a consequential loss assumption clause affirming the intention of the company 
to cover such losses. In cases where there is doubt or where there is a clause 
denying liability, this type of consequential loss may be specifically covered. 


OTHER CONSEQUENTIAL LOSS COVERAGE. Consequential loss 
coverages are also available in the following forms: delayed profits insurance, 
contingent profits insurance, excess rental value, accounts receivable insurance, 
contract of supply, match parts or sets, replacement cost and depreciation, and 
unearned premium insurance. 


Crime Insurance 


DEFINITIONS. Crime insurance is written by casualty companies to protect 
the insured against losses by burglary, robbery, theft, forgery, embezzlement, and 
other dishonest acts. Definitions of these crimes appear in the statutes of most 
states, but to avoid any possibility of uncertainty, insurers define them exactly 
for the purpose of the contract. The following are fairly typical of some of these 
definitions. 


Theft and Larceny. Both of these terms are used to describe, in broad terms, 
the taking of property with intent to defraud. They cover all kinds of theft, 
whether it be with or without violence, by forcible entry or not. 
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Burglary. Burglary means the felonious abstraction of insured property and 
always involves breaking and entering for the purpose. It is required that entry 
be made by actual force and that there shall be visible marks made by tools 
explosives, or other means. 


Robbery. Robbery means the taking of insured property by violence or 
intimidation. It includes taking the property by violence, or the threat of vio- 
lence, from the custodian of the property or when such a person has been killed 
or rendered unconscious by either malicious or accidental means. 


CHARACTERISTICS OF CRIME COVERAGES. Some of the general 
characteristics of crime coverages distinguishing them from other types of policies 
are given by Angell (Insurance—Principles and Practices), as follows: 


1. The act insured against is a violation of the law. The act covered by a crime 
policy may either be a felony or a misdemeanor but it is always an illegal act. 

2. There is a considerable amount of adverse selection, and crime coverages tend 
to me purchased only by persons who feel they are exposed to a high degree of 
risk. 

3. The crimes insured against are defined in the policy, and the policy definition 
governs regardless of any statutory definition. 

4. Policies are generally specified-risk contracts. However, a few coverages are 
written on an all-risk basis. 

5. The property insured is often of high value, since it is natural for criminals to 
be attracted to especially valuable property. 

6. Co-insurance is often required as a means of combating the tendency toward 
underinsurance. 


Crime coverages fall naturally into three categories: personal coverages pro- 
viding for residence protection, business coverages primarily for mercantile estab- 
lishments, and financial institution coverages. Only a few of the many policies 
available are listed below. 


BUSINESS COVERAGES. These include the following important forms of 
protection against crime. 


Mercantile Open Stock Burglary Policy. This is a policy protecting the in- 
sured against loss of merchandise that is not kept in a safe and that is taken by 
a burglar or robber while the premises are not open for business. It covers, in 
addition, damages to the premises or property resulting from the attempt to com- 
mit the theft. 


Mercantile Open Stock Theft Policy. This policy adds the broader coverage, 
loss by theft, to the mercantile open stock burglary policy. Since the inclusion 
of theft broadens the policy considerably, it is subject to some strict under- 
writing considerations, among which is the use of a $50 deductible. 

Mercantile Safe Burglary Policy. This contract is written for a wide variety 
of businesses to provide protection for money, securities, and other property 
usually kept in safes or vaults. The policy, however, covers losses only where the 
safe is forced open. In addition, it provides coverage for damages to the premises, 
including furniture and equipment. 

Mercantile Interior Robbery, Messenger Robbery, Paymaster Robbery 
Policies. These are all policies protecting against losses resulting from robbery 
occurring under various conditions. 

Money and Securities Broad-form Policy. Since this policy covers a type of 
property that is both easier to steal than merchandise and generally of higher 
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value in small bulk, it has become one of the most important crime coverages 
sold. The policy gives very broad protection against dishonesty and for losses 
arising from both inside and outside the premises. It also covers losses resulting 
from destruction, disappearance, and wrongful abstraction. 


Blanket Crime Policy; Comprehensive Dishonesty, Disappearance, and 
Destruction (3-D) Policy; Broad-form Storekeepers’ Policy. Each of these. 
policies is a package policy providing the most comprehensive crime protection 
that mercantile, industrial, and commercial organizations can buy. The broad- 
form storekeepers’ policy does for the small businessman what the 3-D policy 
does for the large organization. It does not provide, however, for the flexibility 
in coverages and amounts taken that the 3-D permits. 


FINANCIAL INSTITUTION COVERAGES. Crime protection for 
financial institutions is provided through the use of several classes of forgery 
bonds, bankers’ blanket bonds, the bank burglary and robbery policy, and the 
combination safe depository policy. (Angell, Insurance.) 


Fidelity and Surety Bonding 


BONDS COMPARED WITH INSURANCE. A bond that protects 
against losses resulting from a principal’s dishonesty or his inability to perform 
as expected serves much the same purpose as an insurance policy. There are, 
however, some significant differences between bonding and insuring. 


1. A bond always involves three parties: the principal, whose actions, lack of 
ability, or dishonesty may be the cause of the loss; the obligee, who is pro- 
tected and indemnified in case of loss; and the surety, who stands in the same 
position as the insurance company. In an insurance contract there are usually 
only two parties: the insured and the insurer. 

. A principal purchases a bond to protect someone else, not himself, as is the 
case in the purchase of an insurance policy. 

3. When a bond is secured, the bonding company has satisfied itself that there 
is little hkelihood of a default or a loss. Losses are expected and anticipated 
by insurance companies. 

4. Some person is always responsible for bonded losses. Someone can be held 
lable, and salvage or the right to use subrogation is always available. The 
principal is always lable to the surety for the repayment of any losses paid on 
his account. Insurance losses are accidental, and, although the right of subro- 
gation exists In many cases where legal responsibility can be proved, it is 
used only in the unusual situation. 

5. It is sometimes said that premiums on a bond are in the nature of service fees 
and that giving a bond constitutes the extension of credit. In insurance, pre- 
miums are paid to build up a reserve out of which losses are expected to be 
paid. 

6. There are a number of other differences, such as: the indefinite period of the 
bond, the absence of cancellation privileges, the ability of a surety to demand 
collateral deposits, the use of joint accounts, and the use of suretyship. 

The amount of the bond is referred to as the penalty rather than the face, and 

bonds may be written either for a fixed amount or without any specific limitation on 

the indemnity. 


bo 


There are also important differences between fidelity bonds and surety 
bonds. 


ie Fidelity bonds involve dishonesty and guilt, whereas surety bonds are more 
likely to involve the question of ability, capacity, or mistakes. 
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2. Fidelity bonds come closer to insurance inasmuch as there is recognition that 
some losses are certain to appear. Crime coverages written by casualty insur- 
ance companies are so similar to fidelity coverages as to make the line sepa- 
rating them virtually indistinguishable. (Angell, Insurance.) 


FIDELITY BONDS. Most fidelity bonds are written to cover the possible 
dishonesty of employees. They protect the employer against the loss of any kind 
of property and, within the scope of the contract, they cover against all ‘losses. 
Hence, they may be regarded as an “all-risk” type of coverage. The bond 
applies only if there is a dishonest intent on the employee’s part; it does not 
cover mistakes innocently made. It will cover, however, against losses to an em- 
ployer if the employee has assisted others in dishonest acts by deliberate care- 
lessness or passive acceptance of the situation—even if he does not hope to gain 
for himself. Bonds may be written in several different ways. 


Individual Bond. This is used where an employer wishes to cover a single 
employee. It covers only during the period of his employment and will not cover 
another employee who takes his place. An individual bond protects the employer 
against any dishonest act of that employee committed during the term of his 
employment and discovered within a stated period, often one year. The period 
within which losses must be discovered if the bond is to indemnify is called the 
discovery period and is usually specifically defined in fidelity bonds. 


Name Schedule Bond. This bond covers several different employees named 
in the bond. The individual penalty applying need not be the same but must be 
stated for each employee. The bond usually designates an employee’s position, 
but it will cover for any loss for which he is responsible. Employees may be 
deleted from the bond or new ones added, but they are not included automatically 
when they take the position of a former employee listed in the bond. 


Position Schedule Bond. This is a schedule bond covering several different 
employees but identifying them by position held rather than by name. The num- 
ber of occupants of each position must be stated in the bond. A penalty is stated 
for each separate position. Some bonds provide temporary automatic coverage for 
certain newly created positions and for increases in the number of persons occupy- 
ing a given position. 

Blanket Bonds. These bonds are issued to cover a group of employees under 
one master contract. They generally cover everyone in the insured’s employ, and 
new employees as they are hired. Under a blanket bond it is not necessary to 
identify a particular employee, as is required under a name or position bond. 
There are two major blanket bonds sold to commercial establishments: the 
primary commercial blanket bond and the blanket position bond. They offer 
essentially the same protection and differ chiefly in the manner in which they 
apply to losses involving more than one employee. In the blanket position bond 
the penalty applies for each employee involved in a loss, whereas for the primary 
commercial blanket bond the penalty represents the maximum that the em- 
ployer may collect for any single loss. If under both bonds the penalty was set 
at $10,000 and five employees were involved in a loss, the blanket position bond 
might pay $50,000, whereas the maximum indemnity on the primary bond would 
still be $10,000. 

SURETY BONDS. In most cases surety bonds are contracts of indemnity, 
paying to the extent that an obligee has suffered a loss. Some bonds, however, 
known as forfeiture bonds, provide that the amount of the penalty will be paid 
under the conditions of the policy without the need of proving a loss. Compared 
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with insurance policies, the bond stipulations are usually short and to the point. 
The name of the bond generally is sufficient to indicate the nature of the protec- 
tion it affords and the purpose for which it was written. Some of the more 1m- 
portant surety bonds are listed below: 


1. Court or Judicial Bonds 
a. Fiduciary Bonds: Probate Bonds and Bankruptcy Trust Bonds 
b. Litigation Bonds: Bonds required in Civil Proceedings (Attachment, Re- 
pletion, Injunction); Release of Attachment Bonds (Appeal, Stay of Exe- 
cution); Bonds Required for Admiralty Proceedings (General Coverage 
Bond) 
2. Contract Bonds 
a. Bid Bonds 
b. Performance Bonds 
3. Public Official Bonds 
4. United States Government Bonds 


Liability Insurance 


LIABILITY AND NEGLIGENCE. Liability insurance is available to 
cover the costs to the insured if he has been held legally responsible for bodily 
injuries or property damage to employees or members of the public. A proper 
appraisal of this complex type of exposure requires, first of all, a basic under- 
standing of the legal background. 

Negligence is defined as failure to exercise the degree of care required by law, 
or “as a failure to exercise all due care.” (Angell, Insurance.) Negligence often 
gives rise to liability claims, and the lability may result not only from one’s 
own acts but from the acts of agents or employees. The law interprets “the 
degree of care” required to be that conduct expected of a reasonably prudent 
individual acting in the same circumstances. 

Liability suits can be both frequent and costly, and the risk manager must 
appraise these contingencies and determine how the firm will provide for the 
possible financial consequences. If the company operates without a plan, the end 
result may be financial disaster or a cost far in excess of that required to assume 
or transfer the risk. 5 

Individuals can incur hability in various ways. There is personal hability, 
employer liability, landlord and tenant liability, professional liability, product 
liability, lability in connection with the ownership and operation of an auto- 
mobile, liability for agents, and miscellaneous liability. 


Negligence a Form of Tort. An injury to another arising other than out of 
breach of contract is a tort. An injury, in the eyes of the law, results when a 
person’s rights are wrongfully invaded. 

Negligence is an example of a tort, as are libel, assault, and slander. The con- 
cern of the risk manager is not exclusively directed to negligence, but risk trans- 
fer devices are available for this tort, whereas for other torts insurance is not 
generally available. For an event to be insurable it must be fortuitous, and as 
assault, slander, and libel are not accidental occurrences they are not insurable 
events. Management, of course, must also be made fully cognizant of the possible 
financial consequences of these noninsurable torts. (Mehr and Hedges, Risk 
Management in the Business Enterprise.) 


Culpable Negligence and Defenses. For an act to be deemed negligent, it 
must be a voluntary act. The voluntary act may be intentional or unintentional, 
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but even if unintentional the act is not excused under the law, and liability 
claims are not negated on this basis. Intentional negligence may give rise to 
both criminal and civil action, whereas unintentional negligence will give rise to 
civil action only. 

In order for damages to be awarded as a result of a neghgent act, the act must 
be the proximate (contributing) cause of the loss, and it must be possible to 
connect the injury with the act. Even when a party is guilty of a negligent act, 
however, there are legal defenses that may be raised. These defenses include 
contributory negligence and assumed risk. (Mehr and Hedges, Risk Manage- 
ment in the Business Enterprise.) 

In the event that there was negligence on behalf of all parties involved, it may 
be that none of the parties can collect for damages, even if the bulk of the 
negligence is attributed to one of the parties. The defendant can raise the de- 
fense of the claimant’s contributory negligence. 

Under many circumstances a party assumes certain risks when he enters the 
property of another. If under these circumstances there is an injury in connec- 
tion with one of these assumed risks, the damage sustained is considered to be the 
result of his own actions and not those of the property owner. Should the injured 
party bring legal action against the party owning (or operating) the property, the 
defendant can raise the defense of assumed risk. 

At one time an employer could avoid liability by showing that the negligence 
was that of the injured party’s fellow worker. However, with the passage of 
workmen’s compensation and employer’s liability statutes, this defense has been 
nearly eliminated. 


EMPLOYER LIABILITY. Employers have been held responsible for cer- 
tain standards of care owed to their employees. Breach of these standards may 
give rise to damage suits, and the defenses of the employer are quite limited. The 
standards of care typically required are as follows: The employer must provide 
a safe place to work, and when danger exists the employee must be warned. The 
employer must employ reasonably competent individuals, and they must be pro- 
vided with adequate tools. The employer must have and enforce proper rules of 
conduct in order to minimize the possible hazards. (Magee, General Insurance.) 


LIABILITY OF LANDLORDS AND TENANTS. The owner of real 
property and/or his tenants owe a certain degree of care to those who enter the 
premises. Three classes of individuals who may be affected are: invitees, 
licensees, and trespassers. The degree of care that is owed to these various classes 
of persons varies widely. 

The greatest degree of care is owed to an invitee, an individual who is on the 
premises for his own benefit as well as for that of the occupant or owner. For 
example, a customer in a retail store is an invitee and if he should suffer injuries 
due to negligence other than his own while on the premises, liability could result. 

Licensees, such as delivery men and messengers, might also suffer injuries 
(due to negligence) while on someone else’s property, but the courts tend to hold 
the owner or occupant innocent of negligence provided he has taken reasonable 
steps to warn a licensee of a particular danger. 

Trespassers, who are legally defined as all persons other than invitees or 
licensees, may also be injured while on the premises, but no positive standard of 
care is usually owed to such a person. In most cases, if the trespasser is injured 
by or through some hazard, even though hidden, the owner or occupant will 
probably not be held liable. An exception may arise in respect to that described 


by the law as an attractive nuisance. 
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If a party, business or individual, maintains, for example, a swimming pool, it 
may be held in some jurisdictions to be an “attractive nuisance.” If the pool is 
used by a certain type of trespasser, usually a child, he may be considered to be 
an invitee, thus exposing the owner to liability should death or injury ensue. 
This doctrine varies from state to state, and it would be the duty of the risk man- 
ager to ascertain the liability that might result from the maintenance of such a . 
hazard and to properly provide for the exposure. 


Liability of a Tenant. It is generally accepted under the law that the oper- 
ators, or tenants, of real property take on whatever legal duties the landlord 
normally owes to members of the public. In some cases, however, the courts have 
held that the landlord does not completely succeed in transferring his lability 
to the operator or tenant because, for example, the landlord may not have 
abandoned all of the premises to the occupant. 

To some extent, legal responsibility may be shifted between owner and 
operator, or tenant, but there are certain exceptions. Examples of situations 
where responsibilities generally cannot be shifted are where losses were due to 
violations of pertinent ordinances or to failure to exercise reasonable care in 
making excavations. 


PRODUCT LIABILITY. A firm may incur liability in connection with a 
product that it manufactures, processes, or distributes. If injury to person or 
property results from the use or consumption of a faulty product, there may be 
grounds for legal action in the courts. Such actions are generally based on one 
of two conditions: breach of warranty or negligence. 

Negligence, which is the main concern of the risk manager, may arise in re- 
spect to particular products where, for example, some impurities or foreign ob- 
jects are found in the products. It is difficult for the injured party to prove 
negligence, but the courts have generally held that he may infer negligence from 
the facts and a judgment may be rendered in his favor. The injured party may 
recover not only for out-of-pocket expenses incurred but may also be granted an 


award for such things as mental distress. (Mehr and Hedges, Risk Management 
in the Business Enterprise.) 


PROFESSIONAL LIABILITY. Professional liability involves physicians, 
pharmacists, dentists, lawyers, accountants, and other professional people, as well 
as contractors under what have come to be known as malpractice suits. The 
seller of professional services, as well as a contractor, is required to exercise 
reasonable care in the performance of his services, and if negligence can be shown 
these parties may be held liable. The financial liability may extend beyond that of 
the direct losses or costs to include remuneration for psychic damages. 

In the case of the contractor, he may be held liable for all of the damages that 
result from the voluntary installation or erection of property. The injuries may 
be to both persons and property. Further, if the negligence of the contractor 
causes injury while he is still in actual control of the property, his liability is 
similar to that of the owner or occupant of real property. (Mehr and Hedges, 
Risk Management in the Business Enterprise.) 


LIABILITY FOR ACTS OF AGENTS. If the agent of a party is acting 
within the scope of his authority or employment, the employer may be held 
liable for the agent’s negligence. If, however, through his voluntary act an agent 
brings injury to a third party, the agent may be held personally liable. 

It is important to distinguish between the actions of an agent and the actions 
of an independent contractor. Even though the independent contractor may be 
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performing work for another, the latter is not usually held liable for the negligence 
of the contractor. If, however, the employer controls or closely supervises the 
work of the contractor, he may be held liable for the contractor’s work. 

An individual who may not in fact be an agent of another party may be held 
to be an agent by estoppel. Estoppel arises, for example, when an employer by 
his words or actions leads others to believe that an individual is his agent. In 
this case, the law may estop him from denying that the party was in fact his 
agent, and he may therefore be held liable for the negligent acts of the party. 


LIABILITY OF AUTOMOBILE OWNERS AND OPERATORS. In 
the event of an automobile accident caused by negligence or misconduct the 
following parties may be legally liable: the operator, whether owner or non- 
owner; the automobile owner for the negligence of those operating his car; an 
employer, even though he may not be the owner, for the negligence of agents or 
employees using automobiles in the employer’s business. 


Liability of the Owner. The owner of an automobile is generally held liable 
for the negligent operation (or maintenance) of his car by a minor or for the 
negligence of an operator driving with the owner’s permission. 


Liability of the Operator. If the operator of an automobile is adjudged 
negligent he is generally held legally liable, although, as cited above, his em- 
ployer may be the one held liable. The risk manager must determine the limits of 
the loss exposure in the various jurisdictions in which his company operates, and 
he must make adequate provisions for the maximum loss exposure. 


Liability of a Nonowner Employer. An employer, even though he is not the 
owner of the car (the salesman may provide his own car or cars may be leased), 
may be held liable for the negligent acts of his agents or employees committed in 
- connection with the operation of an automobile. This does not mean that the 

employer may be held liable for all the negligent acts of his employees. The 
employee operator may, as stated above, be held personally liable for the damages 
resulting from his negligent operation if it can be shown that he was guilty of 
intentional or voluntary negligence. 


BAILMENT LIABILITY. In the handling of property for another, a 
bailee-bailor relationship arises. The bailee, who has physical possession of the 
property, is required to exercise the care that a reasonably prudent man would 
exercise over his own property. Typical of the liability that is created by bail- 
ments is that which arises in respect to such businesses as automobile garages, dry 
cleaners and laundries, and various storage operations. It must be noted that the 
degree of care that may reasonably be expected is greater when the bailee accepts 
property for profit. 

The liability of a bailee can be altered by contract. For such a contract to be 
binding, however, it must be consummated in accordance with the prescribed 
requirements of the particular jurisdiction. Some attempts to shift or avoid 
liability by conditions stated on a parking lot ticket or bank deposit stub, for 
example, may not be recognized by the court as establishing an enforceable agree- 


ment. 


LIABILITY IMPOSED BY A CONTRACT. A business may agree to 
assume, in whole or in part, the common law or other (i.e., contractual) lability 
of another party, provided the agreement is not in contravention of public policy 
or statute. It is imperative that the risk manager provide for the liability ex- 
posure that has thus been created. A typical. liability of this kind is found in 
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permits from municipal authorities, certain types of railroad agreements, and in 
contracts to supply goods or services. 


MISCELLANEOUS LIABILITY. In addition to the specific liabilities 
cited above, there has evolved from both cases and statutes a body of decisions 
establishing the liability of an owner of an animal; of a trustee for beneficiaries; 
of an employer sponsoring an athletic team; of an employer who serves liquor to 
employees and to the public; among others. The risk manager must be cognizant 
of these potential loss exposures and take steps to provide for those risks that he 
feels the firm should not assume. 


INSURANCE COVERAGE AVAILABLE. Coverages fall into three 
classes: personal liability, business liability, and professional lability. Within 
each of these classes liability may be incurred in a variety of situations, as the 
following partial listing for the business and professional categories illustrates. 


Business liability: ownership or operation of factories, stores, warehouses, 
or any site under the control and responsibility of the insured; ownership and 
operation of any vehicle, including automobiles, airplanes, and boats, construc- 
tion machinery, and equipment of all sorts; responsibility for a product the use 
of which may result in an injury; liability to employees or agents for injuries or 
losses sustained during the course of their employment; liability assumed by 
contract and contingent liability growing out of the existence of subcontracts, 
tenants, and agents of all sorts; and special types of liability, such as those aris- 
ing from the use of elevators, published information giving rise to libel suits, ete. 


Professional liability: malpractice suits arising from errors and mistakes 
made by a wide range of professional persons, as well as trustees, directors, ete. 


PROTECTION PROVIDED BY INSURANCE. Each type of lability 
coverage has important provisions relating to that coverage alone. It is possible, 
however, to indicate in a general way the nature of the protection afforded by all 
lhability contracts. The insurance company generally obligates itself to pay: 


1. The amount of judgments awarded by a court, subject to the limits stated in 
the policy. Such limits are stated separately with respect to bodily injury and 
to property damage. The bodily injury limits usually spécify the maximum 
payable on behalf of any one person, with a larger maximum stated as the 
amount that will be paid on behalf of all persons injured in one accident. 
Thus, limits might be stated: $50,000/$100,000. 

2. All costs incurred in defense of the suit, including cases where the insured is 
not liable because the suit is groundless, false, or fraudulent. This includes 
costs assessed by the court; premiums on bonds needed, such as appeal bonds 
and release of attachment bonds; and interest accruing after entry of judg- 
ment and up to the time when the company pays. 

3. Expenses incurred in giving emergency medical and surgical aid at the time 
of an accident. 

4. Expenses incurred in assisting in the defense against a suit at the request of 
the insurance company, not including, however, the loss of earnings. 


The amounts payable by the company to cover the expenses incurred in a suit 
and for immediate medical relief are in addition to any sum that might have to 
be paid pursuant to a judgment. 

Some liability policies are written to cover all exposure to liability on a com- 
prehensive basis, whereas others cover only a single, specifically defined liability 
hazard. The comprehensive general liability policy as a business cover and the 
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comprehensive personal hability policy are the most important examples of the 
former, while the elevator, sports, and dog policies are examples of the latter. 
There are a number of exclusions generally found in liability policies, includ- 
ing intentional injury, damage to property in the care, custody, or control of the 
msured, war risk, and liability assumed under contract. Other exclusions listed 
are usually designed to prevent duplication of coverage where the risk is expected 
- be covered by other insurance, such as automobile or workmen’s compensa- 
ion. 


Business Uses of Life Insurance 


PROVISION FOR LOSS OF KEY MEN AND BUSINESS CON- 

TINUATION. Business uses of life insurance grow out of the need to provide 
indemnity for losses arising from the uncertainties of human lives. Death, dis- 
ability, and sickness may disrupt a business as seriously as they do a family, and 
insurance offers the only practical and effective means of dealing with them. The 
special consideration given by states and the Federal government to the protec- 
tion of funds set aside for these purposes gives special inducements for using life 
Insurance in several business situations. Important tax savings may be effected in 
a number of ways, but competent professional assistance and advice from at- 
torneys and accountants as well as insurance men are essential. 
The large corporation with widely held and actively traded stock outstanding 
is not normally plagued with problems of business continuation. The division 
between ownership and management in corporations is usually clear; frequent and 
continual change in both management and ownership is to be expected. The death 
of a key man in an important managerial position may pose important problems 
for the corporation, but rarely would his death or that of an important stock- 
holder jeopardize the continuation of the business. (Monroe, in Gregg, ed., Life 
and Health Insurance Handbook.) 

Smaller businesses—whether organized as individual proprietorships, partner- 
ships, or close corporations—are often promoted, owned, and managed by one or 
a few individuals to such a degree that the death of a top man may be expected 
to bring the business to an end. This is especially true in the case of the indi- 
vidual proprietorship, for the proprietor and the business are one and the same. 
This is true also in the case of a partnership, for although there may be surviving 
partners, the partnership as such is automatically dissolved. A close corporation 
may survive the death of the principal stockholder, and the interests of such a 
stockholder may more easily be transferred, sold, or otherwise disposed of; but it, 
too, may be so dependent upon the life of the key man that his death may make 
it difficult for the business to survive. Life insurance is not the answer to all of 
the problems connected with the continuation of such businesses, but it can be 
used to provide funds for the purchase of the interests of the deceased according 
to a previously arranged plan. If forced liquidation can be avoided, and problems 
of valuation, transfer of interest, and tax liability anticipated ahead of time, the 
business may at least have a sporting chance to survive. (Zeigen, and Mintz, in 
Gregg, ed., Life and Health Insurance Handbook.) 


KEY MAN INSURANCE. The continued success of a business may depend 
upon the life of a single man or the lives of a small group of men. Their im- 
portance may be due to special talents or knowledge, to special skills in organiza- 
tion and management, or to special creative drives and inspirations. The loss of 
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such men may be as crippling to the business as the loss of a major part of its 
capital equipment. Life insurance policies payable to the firm may serve to 
indemnify it for the loss of such a key man. 


Business Continuation—Individual Proprietorships. An individual pro- 
prietorship ceases upon the death of the owner. Although its assets may be taken 
over by a member of the family, or by employees or other persons who may then . 
continue to operate the business in any form they may elect, there are serious 
difficulties in the way of making the transfer. The heirs of the estate, the 
creditors of both the estate and of the business, and that ever-present repre- 
sentative from the Internal Revenue Service must all be satisfied before those who 
take over the business are free to worry alone about their business problems. 
The executor or administrator of the estate of the deceased has a responsibility 
to each of these claimants, and for his own protection he must usually liquidate 
and distribute the estate as quickly as he can. Unfortunately, forced liquidation 
may result in substantial losses to the value of the estate. A substantial amount 
of life insurance payable immediately upon the death of the proprietor can 
simplify the problems of the executor considerably. Money will be available for 
the care of the family, creditors may be satisfied without pressing upon the 
estate, and the estate tax may be paid before the estate has to be liquidated. 
Orderly liquidation may be carried out to preserve the value of the properties. 

Another means of providing for the transfer of the individual proprietorship 
intact and at a good price to the estate is through a “buy-and-sell agreement.” 
The individual proprietor, during his lifetime, can enter into a buy-and-sell 
agreement that provides for the transfer of the business upon his death to the 
contracting party at a fixed price or according to a specified valuation formula. 
This has the advantage of the estate’s receiving the valuation that the proprietor 
himself places upon the business. If the valuation is reasonable, it is also likely 
to be accepted by the government for tax purposes. Buy-and-sell agreements 
usually involve key employees as the purchasing parties. They are likely to have 
a real interest in the continuation of the business and may wish to guarantee or 
improve their existing status. The proprietor on the other hand may seek 
through such an agreement their continued loyalty and the orderly transfer of his 
business after his death. The agreement can usually be funded through life in- 
surance taken out upon the life of the proprietor that would amount to all or 
a substantial part of the agreed to price for the business. The use of insurance 
can be combined with a program of payments out of the earnings of the business 
or other forms of compensation to make up the total price to be paid for the 
proprietor’s interest. 

Regardless of the means used, it is to the advantage of all parties concerned 
to have sufficient funds available immediately upon the death of an individual 
proprietor to avoid a forced liquidation of the business. Life insurance still offers 
one of the most practical means of supplying these funds. 


Business Continuation—Partnerships. According to common law and most 
state statutes, the death of a partner automatically dissolves a partnership unless 
the partnership agreement specifically provides for its continuation. The pos- 
sibility of automatic dissolution creates problems for the partnership similar to 
those faced by a sole proprietorship upon the death of the proprietor. Funds will 
be needed immediately for the support of the dependents of the deceased partner, 
for the creditors of the business who might have depended upon his credit worthi- 
ness and who may not wish to extend their credit further—especially at this time, 
and for the payment of any estate taxes that may be due. 
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ima ae additional problems growing out of the death of a partner. A dif- 
ce pinion can easily develop between the heirs of the deceased and the 
remaining partners as to the proper valuation to be placed upon the share of 
the deceased. The former are likely to capitalize the earnings of the deceased 
at an even higher ratio than the tax collector, and may fail to take into considera- 
tion how much of his income represented personal earnings not reflected in 
tangible assets of the business. The partners, on the other hand, would like to 
acquire his share of the business at a figure that might enable them to carry on 
in spite of the loss of his services. If forced liquidation is the only means of 
deciding the issue, it may result in considerable loss to all. 

Since it is usually impossible to anticipate when the partnership is likely to be 
dissolved by death, or which partner is to be taken first, life insurance offers an 
effective and economical means for accumulating the funds needed immediately 
for the continued operation of the business or the purchase of the deceased 
partner’s share. 

The solution usually offered for these problems is to include a buy-and-sell 
provision in the partnership agreement or to draw up a separate agreement under 
which the surviving partners agree to buy and the deceased partner’s estate is 
obligated to sell his interest. Such an agreement needs to be very carefully drawn 
and may require considerable ingenuity on the part of attorneys, accountants, 
trust officers, and insurance advisors. The actual valuation of each partner’s share 
must be agreed upon in advance. It may be established as a fixed amount, which 
may need to be revised periodically as the partners’ interests in the business 
change; or it may be valued through the use of a formula. Such a buy-and-sell 
agreement is the heart of a partnership continuation plan and should be effective 
in solving questions of valuation to the satisfaction of heirs, surviving partners, 
and, if certain conditions are met, the government. 

The insurance needed to fund the obligation of the living partners to buy can 
_ be arranged by an exchange of policies wherein each partner purchases insur- 

ance upon the lives of each of the others in such an amount as will provide for 
the purchase of each partner’s share. As the value of the partner’s share in the 
business increases, additional insurance may be provided, or the partners may 
assume an obligation to pay the balance due the estate of the deceased partner out 
of the earnings of the business. Premiums may be paid by each partner, or they 
may be treated as an expense of the partnership and taken indirectly from each 
partner’s share of the earnings. The deceased partner’s estate will own insurance 
on the lives of the living partners. Such insurance can then be allowed to lapse, 
the cash value, if any, being taken by his estate, or it may be provided that the 
remaining partners may purchase the insurance upon their own lives. (Mintz, 
Insurance for Business Continuation—Partnerships.) 


Business Continuation—Close Corporations. It might at first appear that 
there should be few difficulties connected with the transfer of a deceased stock- 
holder’s interest in a close corporation. The stock in such a business may be sold, 
given, or bequeathed by the owner without affecting the status or the assets of 
the corporation. A new officer should be able to step into the position of the de- 
ceased, and the business would continue as before. Unfortunately, it often is not 
this simple. The business may legally be in the form of a corporation, but in 
effect the principal stockholder may have been in the position of sole proprietor 
or a partner in the business. The death of such a stockholder may prove to be as 
disruptive to the business as the death of a sole proprietor or a partner. 

The corporation may have to be terminated because no one else has the knowl- 
edge or the skill required to carry on the business. It is true that the heirs and 
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the executor of the estate may be in a better position with respect to the creditors 
of the business than in the case of the proprietorship or partnership, but the 
creditors are likely to be just as concerned about their ability to collect what is 
due them from the corporation. If stock is transferred to members of the de- 
ceased’s family, they may not be able to obtain dividends upon their shares, for 
the greater part of the earnings may be needed, as in the past, to pay the salaries 
of the officers. If the heirs wish to sell their shares and to divorce themselves _ 
from the business, they are likely to discover that the shares have no established 
market values. If a buy-and-sell or stock purchase agreement has not been 
worked out, it may be difficult to arrive at a proper valuation of the shares. On 
the other hand, if the shares in the deceased’s estate are not sold and are held 
as an investment, there is danger that the stockholders are in for a lifetime of 
dispute as to what should be the proper distribution of the earnings. Fortunately, 
it is possible, as in the case of the proprietorship and the partnership, for skilled 
attorneys, accountants, trust officers, and insurance men to work out suitable 
stock retirement or stock purchase agreements that may protect the interests of 
the heirs and surviving stockholders, and insure the orderly continuation of the 
business. Not all of the stockholders need to be included in a buy-and-sell agree- 
ment, but if the plan provides for the retirement of the stock, all must participate. 
The corporation might be able to accumulate a surplus sufficient for the purpose, 
but in most cases it will be advantageous to fund the agreements by the purchase 
of life insurance. 

Under a stock retirement plan where all stockholders benefit proportionately 
from a reduction in the number of shares outstanding, the corporation should 
own the insurance as well as being designated beneficiary, and, of course, should 
pay premiums out of the earnings of the corporation. The corporation receives 
the proceeds of the policy upon the death of a stockholder and uses these to retire 
the stock. It will still own policies upon the remaining stockholders, and these 
may still continue to serve their original purpose. In stock purchase plans the 
stockholders take out insurance on each other’s lives and pay the premiums. Pro- 
ceeds of the policies are used to purchase deceased stockholders’ shares according 
to the terms of the buy-and-sell agreement. The insurance owned by the de- 
ceased must be transferred to the survivors if the cross-purchase agreement is to 
remain in effect. 


PROGRAMS FOR EMPLOYEES. Insurance may also be used effectively 
in instances where additional direct financial inducements may lose their charm 
because of high income tax rates. The company may provide for salary continua- 
tion after death or retirement, or for attractive pensions and group insurance of 
various kinds. It may also provide for life insurance payable to the key man’s 
family with premiums payable wholly or in large part by the company, as in the 
split dollar plan. In special situations these plans may not only serve to protect 
the company’s interest in the key man but may also produce some tax advantages 
for it as well. (Mehr and Osler, Modern Life Insurance.) 


Split Dollar Plan. This is an ingenious plan serving to assist individual execu- 
tives in the purchase of “personal” life insurance at nominal cost. It offers par- 
ticular advantages to younger executives by providing large amounts of insur- 
ance during the early years when most needed. It is also designed to tie their 
loyalties more firmly to the assisting concern. Under this plan the business firm 
pays that part of the premium that represents the cash value of the policy in 
the first year and the increases in cash value in each subsequent year. In return, 
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the business firm retains ownership of the cash value of the policy. Therefore, if 
the cash value of the policy is $41.00 upon payment of the first premium the 
firm would pay only $41.00 of the first premium and would be entitled upon the 
death of the insured to receive $41.00 of the face amount of the policy. In the 
second year, if the cash value rises to $1,041.00, the firm will pay that. part of the 
premium which represents the increase in value, $1,000.00, and will then become 
entitled to $1,041.00 of the face amount of the policy. The insured pays only that 
part of the annual premium that exceeds the increase in the cash value on the 
policy. Thus, the firm can provide an important benefit to the executive at a 
cost to it of only the interest lost on the amounts tied up in the policy. After a 
few years no further payment is required from the executive as the cash value of 
the policy reaches the cost of the annual premium. The amount of insurance 
available to him under such an arrangement is equal to the difference between 
the face value of the policy and the cash surrender value, which is owned by the 
firm. This is usually sufficient to provide him with substantial amounts of life 
insurance at very low cost, as shown by the example on page 36. 


Salary Continuation or Deferred Compensation Plans. Current high in- 
come tax rates naturally make attractive any legal and effective method of de- 
ferring compensation until a later age, when reduced income will usually place 
the individual in a lower income tax bracket. Profit-sharing and stock option 
plans have been quite popular for this purpose. (See Section 19, Pensions and 
Profit-Sharing Plans.) Insurance may also be used advantageously for the same 
purpose, taking the form either of a formal pension plan or one in which specific 
insurance policies upon the life of the employee provide the funds for the pur- 
pose. If the employee is to receive a tax benefit, the plan has to be carefully 
drawn. Should it be held that he currently has vested rights to such compensa- 
tion, he would be liable for taxes. The employer is not likely to obtain an im- 
_ mediate tax advantage in providing for such a plan, but a later advantage may 

accrue to him because of his ability to pay the compensation out of untaxed 
insurance dollars obtained from the insurance policy. Plans of this nature have 
to be drawn up with great care and are often of doubtful effectiveness because 
of the uncertainty surrounding future decisions of the Internal Revenue Service. 


Employee Death Benefit of $5,000. The Internal Revenue Code provides that 
the employee’s beneficiaries may exclude from gross income amounts up to $5,000 
received from a company as an employee death benefit. It is possible, therefore, 
for an employer to arrange to pay this amount as a death benefit, with tax ad- 
vantages to the family of the employee and to the employer as well. If insurance 
is used to fund the program, the employer is not allowed to treat premiums paid 
as a business expense, but he is allowed to receive the $5,000 from an insurance 
policy as tax-free income. When he pays the $5,000 out to the family of the 
employee, that amount may be treated as a business expense. Since 48% of this 
would otherwise have been payable as corporate income tax, he is in effect making 
this payment with 52-cent dollars. 


Group Insurance and Pension Plans. The services of life insurance com- 
panies are also used to provide important employee fringe benefits in the form 
of group life insurance and group accident and health protection. In addition, 
many employers use the insurance company to provide an insured or guaranteed 
type of pension or retirement program (see Section 19, Pension and Profit- 
Sharing Plans). Life insurance companies maintain large departments with highly 


trained personnel to assist in such programs. 
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Considerations in Selecting Insurers 


IMPORTANCE OF PROPER SELECTION. Not all insurance com- 
panies have the same costs or the same financial strength and stability, and the 
quality and quantity of the services they offer may differ markedly. The risk 
manager of a firm must be familiar with the type of companies offering insur- 
ance, how the market is organized, the kinds and extent of services offered, and 
the financial soundness of the insurers. All are important factors to consider in 
obtaining for the firm the desired coverage at the lowest cost commensurate with 
financial safety. “Cost,” as used here, means the measure of both direct and 
indirect costs, adjusted for offsetting benefits. 


TYPES OF PRIVATE INSURERS. An insurance carrier may be a stock 
company organized for profit, with capital and surplus subscribed by the in- 
vesting stockholders. It may be a nonstock, nonprofit entity, such as a mutual 
company or a reciprocal exchange. In these latter companies the policy-holders 
contribute all of the funds, and they may be liable for special assessments in 
case additional funds are needed. Once a surplus or guarantee fund of sufficient 
size is built up, however, the policy-holders may be freed from responsibility 
for additional assessments. In a reciprocal exchange, the policy-holder is also 
the insurer, and his individual account is credited for his premium deposits and 
debited for his share of the losses. 

A considerable amount of insurance is placed in this country with Lloyds of 
London. A Lloyds association is an association of individual underwriters who 
individually accept liability for a stipulated fraction of the loss in each policy. 
Although Lloyds of London enjoys an international reputation, attempts to 
establish similar associations in this country have not been particularly success- 
ful. 


Intercompany Organizations. Insurance is by nature a cooperative under- 
taking, so that it is not surprising that commercial insurers should find it ad- 
vantageous to form a number of intercompany associations. These are designed 
to fill a variety of needs, including those of rate making, loss prevention, re-insur- 
ance, adjustment of losses, handling of claims, mutual exchange of information 
of all kinds, education, regulation of business practices—in fact, every aspect of 
insurance company activities. They exist on national, state, and local levels, and 
there are usually separate organizations representing the mutual and the stock 
companies. 


ADMITTED INSURERS. Commercial insurance companies acquire the 

right to sell insurance in a particular state by complying with the specific statutes 
regulating, limiting, and controlling the issuance of charters. (See “Regulation of 
the Insurance Business,” page 11.) Insurers must be licensed in each state in 
which they do business and for each line of insurance that they write. When a 
state grants a license to an insurer to write a particular line or lines of insurance, 
the insurer is said to be an admitted insurer. 

Admission to additional states is, of course, of great value to the insurance 
company since its sales potential is thereby enlarged. In order to be licensed in 
a given state, additional qualifications may have to be met by the insurer. For 
example, New York imposes very high requirements on those companies domiciled 
in the state. For foreign companies to be licensed to transact business within 
New York, they must reasonably comply with the New York requirements. 


25-38 RISK MANAGEMENT AND INSURANCE 


SCOPE OF UNDERWRITING AUTHORITY. State laws also regulate 
the extent of the coverage that insurance companies are permitted to offer. 


Monoline or Single-Line Companies. Before the 1940’s the insurance laws 
of most of the states permitted an insurance company to secure a charter to 
write only one line of insurance, e.g. life, fire, marine, or casualty. Such restric- 
tions were imposed in the belief that specialization was desirable, that there were 
substantial differences in the various lines, and that public regulation might be 
easier if such differences were recognized. Even though fleets or groups of related 
companies were chartered to overcome these restrictions, casualty and property 
coverages could not usually be combined in one policy. (Snider, ed., Readings 
in Property and Casualty Insurance.) 

The risk manager may find that, for his company’s purposes, a firm specializing 
in one line or a few lines only offers the best service and more coverage than is 
available from a multiple-line company. 


Multiple-Line Companies. Because of the growing demand for all-risk pol- 
icies and the severe competition offered to fire and casualty carriers by foreign 
companies and marine insurance companies (see “Inland Marine Policies,” page 
18), the states have modified their laws to some extent to permit multiple-line 
policies to be issued. New York authorized companies operating in that state to 
issue multiple-line insurance policies in 1949, and because of the importance and 
influence of the New York Insurance Code the change from monoline to multiple- 
line coverage was considered an accomplished fact. 

The insured company may find that the multiple-line writer offers the most 
advantageous coverage, since in writing many lines, costs may be reduced. He 
also may accommodate the insured by writing a line not normally economically 
available or, in fact, not available at all. 


“All-Lines” Companies. An “all-lines” contract as a single policy cannot 
provide coverage against all losses arismg from the ownership of property and 
from the loss of life, even though the name seems to imply that it can. (McGill, 
ed., All Lines Insurance.) It is possible, however, for casualty and fire companies 
to be combined with life companies in various types of ownership groups, per- 
mitting agents for such companies to offer insurance covering all known needs. 
This is what is now known as “All-Lines Insurance.” 


DISTRIBUTION CHANNELS. Basically, insurance is marketed either on 
a direct basis, where the agent or underwriter reports directly to the insurer, or 
on an indirect basis, where one or more middlemen are involved. This latter sys- 
tem is called the American Agency System and dominates the distribution of 


property lines; the direct method of distribution dominates the life insurance 
field. 


Direct Distribution. This method of distribution is one where the insurance 
salesman, usually called an agent or an underwriter, is directly responsible to and 
is supervised by the insurer himself or by his authorized representative, a gen- 
eral agent. Neither the salesman nor the general agent can bind the company he 
represents; that is, he cannot consummate the contract and he exercises no con- 
trol.over the premium. 


Indirect Distribution (The American Agency System). In the indirect 
system of distribution at least three parties are involved: the insurer, the 
general agent, and the local agent. The general agent is a middleman, and his 
role is similar in some respects to that of the wholesaler who stands between the 
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manufacturer, or processor, and the retailer. (Snider, ed., Readings in Property 
and Casualty Insurance.) 

The general agent, under this arrangement, has far-reaching powers. He can 
bind the insurer; he has some leeway within which to negotiate the price of the 
contract (if allowed under state regulations); and he has some authority for 
regulating the work of the local agent. The business he produces within the 
limits of the agreed terms is paid for by the insurer at an established rate. 

The local agent, or retailer, is also an independent middleman who deals 
directly with the insured. He may represent one or more companies, and in most 
imstances he has the power to bind the insurer. The agent normally collects the 
premiums and remits them, less his commission, to the insurer. Greene (Risk and 
Insurance) states: “The local agent ‘owns’ the business he writes. That is, he 
oe the legal rights of access to customer files and to solicit the renewal of 
policies.” 


Insurance Brokers. An insurance broker, like the general and local agents 
in the mdirect distribution method, is a middleman between the insurer and 
the insured. Unlike the agent, however, brokers are not technically considered to 
be representatives of the insurers; they are actually agents of the insurance buyer. 
Nevertheless, it is the insurer who directly pays a commission to the broker in 
return for the business he has generated. 


Distribution Systems Not Mutually Exclusive. A given insurance com- 
pany may use a combination of distribution methods or may change at any 
time from one distribution system to another. For example, Fortune National 
Life Insurance Company’s 1963 report stated: 


During 1962, the Agency Department initiated the organization of a full-time Gen- 
eral Agency plan. Seven such agencies are now operating; our goal is to have at 
least one in each state of operation. Brokerage business is still encouraged, and this 

. should develop even more rapidly under our general agency plan. 


CLAIMS SERVICES. The insurer’s management of his claims department 
is of vital concern to both the insurer and the insured. In many cases the entire 
picture that the insured has of a particular insurer is that which he has obtained 
directly when involved in settling a claim with his insurer, or that which he has 
obtained indirectly through the most effective of all advertising, word of mouth 
from someone who has settled a claim. 

The function of the claims department is to establish the dollar amount of 
the payment to be made (which, of course, is often subject to disagreement 
between insured and insurer) and to determine the time when such payment is 
to be made. Niggardly claims settlement or long delays in making the payment, 
or both, can cause much ill will and add to the insured’s expenses. Since fire and 
property contracts are of short duration the insured may readily seek out a new 
insurer if dissatisfied. 

In the process of establishing the amount of a claim, the insurer may use both 
his own personnel and independent adjusters. The use of independent adjusters 
may help to reduce the insurer’s costs (by reducing the number of personnel 
needed) and may well speed up the settlement of claims. The insurer’s own 
claims department will, nevertheless, retain the responsibility for setting the 
dollar amount of the loss, apply the terms of the policy to the particular loss, 
and approve the payment of the claim. 

The claims function is most important in the property insurance field because 
of the complex problems that may arise in determining the true value and exact 
cause of the partial losses that occur so often. 
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LOSS PREVENTION SERVICES. Insurers are directly concerned with 
loss prevention because the insurer endeavors to spread the losses that occur 
among those who carry the insurance. Further, insurers realize that an in- 
sured party may, consciously or unconsciously, exercise less than the maximum 
care in acting to reduce hazards. If the insurer, through his actions or those of 
interindustry loss prevention groups, can reduce the probability of loss, the cost 
of the insurance will fall and, hopefully, more of the firms exposed to this risk 
will find commercial insurance economical and advisable. Also, of course, if 
actual losses in any period are greater than the forecast losses on which the pre- 
paid premiums are based, the insurer’s profits are reduced and his loss ratio 
(losses incurred as a percentage of premiums earned) increased. The latter ratio 
is often used as a criterion in selecting an insurer as it is generally reasoned that 
the lower the loss and expense ratios, the more efficient, and hence the more 
desirable, the insurer. This criterion, however, is not an adequate or full test of 
an insurer’s efficiency, since the ratio is made up of components that can be 
manipulated and are at times not strictly comparable as between companies. 

The insurers have sponsored some groups and activities that have been effec- 
tive in reducing losses. Among these are the Underwriters Laboratories, which 
test new products, generally of an electrical type but including any apparatus 
that could start a fire, and the National Safety Council, which has been instru- 
mental in promoting traffic safety. 


FINANCIAL SOUNDNESS OF INSURERS. The financial safety of an 
insurance company is of primary importance to the insured, and if doubt as to 
the insurer’s financial safety exists, no cost concessions should induce the pro- 
spective policy holder to place his business with that company. 


The Role of Regulation. Regulation of insurance companies (see discussion 
on page 11) is concerned with the financial soundness of the insurer in order to 
protect the people who rely on the insurer to fulfill the “future” contract. Regu- 
lation, however, does not assure the financial soundness of the carrier. For ex- 
ample, it has been reported that between 1930 and 1962 nearly 7% (384 
companies) of the property and liability insurers failed to meet their obligations 
(“Surety and Stability,” Journal of American Insurance, Vol.. XXVIII). 

The minimum financial qualifications imposed upon insurers by the various 
states differ in a number of respects, and these differences may be critical. 
Further, even those companies domiciled within a single state may vary widely 
in financial soundness. 


Sources of Information. Since every insurance company operating within a 
state must file a detailed annual statement with the state insurance department, 
the risk manager has a vast amount of data at his disposal. In addition, the 
pertinent figures on most insurers are available in such publications as Best’s 
Digest of Insurance Stocks, Best’s Fire and Casualty Aggregates and Averages, 
and The Spectator Insurance Yearbooks. 


Measuring Financial Soundness. To analyze the financial strength of an 
insurer, the analyst follows the same basic principles that are used in the analysis 
of any company (see Sec. 7, Security Analysis, and Sec. 8, Financial Reports). 
There are, however, some special items to consider, just as there are in nearly 
every industry. 

The reserves or liabilities of insurers are of special importance, according to 
Greene (Risk and Insurance), who adds that “an understanding of how the 
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reserves are developed is necessary before an intelligent judgment can be made 
as to the ‘net worth’ of the insurer.” 

The reserves of an insurer are of several types: reserves for current claims, 
reserves for future claims, and securities valuation reserves. The first two are 
set. by regulatory authorities at levels felt to be adequate to assure payment of 
claims as they come due. Securities valuation reserves are required only of life 
and fraternal benefit societies to provide for possible fluctuations in security 
holdings. 

Other important items in the analysis of an insurance company include: the 
ratio of policy holders’ surplus (which includes reinvested earnings and funds 
contributed by the owners) to debt, the earnings record on underwriting activi- 
ties, the loss ratio, the investment experience and the composition of the in- 
surer’s portfolio, and the liquidating value. 


Financial Safety of Fire and Casualty Insurance Companies. Fire and 
casualty companies have considerable freedom of choice in their investments for 
amounts over and above those that the regulatory authorities require to be held 
in the form of cash and high-grade bonds. According to Jordan and Dougall, 
(Investments) : 


.. . Although the existing regulations vary from state to state, in general, funds 
equal to minimum capital required must be invested in Government bonds and/or 
approved mortgages; funds equal to a portion of the unearned premium and the 
loss reserves must be invested in approved Government and/or corporate bond 
issues. The remaining funds may be invested in both bonds and stocks, as long as 
the issuers are solvent and have maintained adequate interest and dividend records. 


Opinions regarding the investments of insurance companies vary. In re- 
spect to multiple-line companies, in which are included most fire and casualty 
companies, Schultz and Schultz write as follows (The Journal of Insurance, Vol. 
XoVILD): 


... Of all the state statutes considered . . . the Illinois approach appears to be the 
most sound. In effect, this state suggests that a multiple-line insurer owes its primary 
obligation to the insureds, not to stockholders ...and requires that companies 
domiciled under its laws invest their funds accordingly. 


Jordan and Dougall (Investments) state that: 


... the first measure of safety is the composition of the assets. The higher the 
proportion of cash and high grade bonds to liabilities, and to liabilities plus capital. 
the less the hazard from variations in the market value of the portfolio. It also fol- 
lows that a very conservative portfolio brings in lower investment income, but this 
may be offset, through careful selection of risks, by a favorable loss record. 


Financial Safety of Life Insurance Companies. In spite of the fact that 
insurance companies are closely regulated and that the business is conducted on 
a very scientific basis, failure of life insurance companies is not uncommon, even 
though in recent years failures have been due primarily to misuse of assets. The 
risk manager would be well advised to plan with care the placement of his in- 
surance business. 

The main points to be checked, according to Jordan and Dougall (Investments) 


include: 
... (1) mortality experience, actual versus actuarial (obtained from Best’s Life Re- 


ports); (2) percentage distribution of assets; (3) net investment income as a per 
cent of admitted assets (this stems from the distribution of assets among various 
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types of high or low-yielding investments) ; (4) expense ratio (per cent of premium 
income spent for expenses); (5) gain from operations (this reflects rate of growth, 
mortality experience, and cost control); (6) percentage of insurance in force repre- 
sented by each main type of policy; (7) growth of insurance in force (since the 
entire cost of placing new business on the books is met in the first year, and this 
cost will subsequently be recovered, the new business has an earnings potential that 
is worth from $2 to $20 per $1,000 of new insurance written, depending on the type 

of policy). 


Since the average life contract is written for a long time period and since 
the primary problem of life companies is in making investments, state regulatory 
authorities are concerned with these investments, how they are valued, and 
whether there is an adequate reserve established to meet value fluctuations. 


SECTION 


REAL ESTATE FINANCE 


GOO TIEANELCS 


Pace 
Sources of Real Estate Financing 
HIMAM CIA ADS ELILIOMS! (Sas .<.<tec ine sie(nieieerjeeroie ost 1 
Mortgage debt outstanding (in millions 
of dollars) Gs OL) OR .setacestte oeweeeioes 2 
Mortgage debt by type of lender—one- 
to four-family nonfarm homes (f. 2) .. 3 
Savings and loan associations .............. 1 


Mortgage activity of savings and loan 


associations, 1957-1963 (in millions of 
Golars Gems umm cerine cccteren etn 4 
@ommercialimbanks’ | 22 724.:. 2 le-.kldanaceenil: 4 


Mortgage loans held by commercial banks, 
1957-1963 Gn millions of dollars) (f. 4) 5 
NMutwal savings’ banks’ 2.5.50. 020.0 occa 6 

Mortgage loans held by mutual savings 

banks, 1957-1963 (in millions of dollars) 


(Giged)ra cion teak «feces srstAe's 6 
Life insurance companies 6 
Mortgage holdings of life insurance com- 
panies, 1957-1963 (in millions of dollars) 

(CS Ga etn p acne a OB OnOOE ET oon AGO EIDE 7 


Nonfarm mortgage loans of life insurance 
companies held by type of property, 
1957-1962 (in millions of dollars) (f. 7) 7 


Nonfiduciary organizations ................+. 7 
The! mortgage company ....6..0c.ecerer ees 8 
Nonfarm mortgage recordings, by type of 
lender, 1950-1962 (percentage distribu- 

tion based on dollar volume) (f. 8) ... 9 
The Federal National Mortgage Associa- 
NONI SL ce rncahs picts ab enc onia asics oie eine we aera AG ese 8 
The real estate investment corporation ... 9 
Savings and loan holding companies ...... 10 
Real estate investment trusts ...,......... 10 
Pension and endowment funds ............ 10 
Individuals and miscellaneous sources ...... 11 
State and community development commis- 
SIONS mire fore a creteestaroncicrelanieercis olteajovie aes) siasielaieeis ll 
Shiachiowass | -oganasenacuace cee onDabooOUspDEabo il 


Real Estate Financing Instruments 


The Nove. and Mortage «2... ciccecceces rises 12 
Mortgage loan repayment plans ............ 12 
Sirarelt-terma) Loams: se ssias's sew o'eieieis te tain 12 
PATON O TU ZC CuO AIS Wa teitetaveisierelsiersia ters) lela scanetareressiste 12 
Partial amortization loans ........+..s:.+5 12 
Monte ag emelicnsp at crate cetin-ioiiceletscteicie os -teialaie 13 


Mortgage insurance and conventional loans .. 13 


Pace 

Dest rus tin COG cra. ietoscavaye cians nga's) ccsieie oe alae a clea 14 
Special features of mortgage financing ...... 14 
Construction: loans) 5-cn cave ccc seeiee 14 
Land development financing ............... 45 
Leasehold mortgages .....0.cscecaceneseses 15 
Open=end “mortgages Wis deviance aiutes cases 15 
PACKAGE VMOTUGALES foc. wsiiciers store Seiciers «toile 16 
Share collateral mortgages ................ 16 


Options, Escrows, and Land Trusts 


OpitiGris: |< Rep deh ates oe Solos yadda. eeepeie 16 
PUSOROWS” eters sisters Stalotoie:s\s.cuors ahetors ojats farsi si stele oe spnfaioters 1 
Thevland trust: Aes caeteeh ss cnt os ceiten sei 17 
Long-Term Leases 
IPirposes! and tyes: wrisunes sistema nenieee els 17 
Neetileasesy . 3 areats alesis iis el delacters oe Setedolals «Gale 17 
GEOSS “leases: go scie-cteis:cyesers. sco sisisis aco dra ue.atate isistaselete 18 
Pypical provision of leases’ 72... .j.0ess «ce eee 19 
Variablesrentileasess chmod cetsce se cioee snes 19 


Real Estate Valuation and Investment 


Analysis 
Investment features of real estate ............ 20 
Risk veharacteristics tana. «aqsesaaderns sven 20 
Rating of realty investment (f. 9) ...... 21 
Environmental and physical characteristics. 20 
Type: of (property: WS. JO ache wns. see tees 22 
Markets trends ihe ..s «cies vies rstomertericietepitemiene 22 
Nature of property Tights: ..rcseeee-eeese 22 
Minancing arrangements: citAe. crs aenciletnralelos « 23 
Influence lof. leverage! hy.sis). ci viecieiasciattsee 23 
Depreciation and tax factors .............. 24 
Healestate™ valuation se. sceseciie gee cise 25 
Market comparison approach ............. 26 
Income capitalization analysis ............ 26 
Cost of replacement approach ............ 26 
Financing Selected Real Estate 
Projects 

Sales) ands leasebacke. fer. wiser dvs cicisines aeciee 26 
Illustration of a sale and leaseback ....... 27 
OficepDuildin gs prec csc ote clots siclete nares) sere 28 
The competitive office building ........... 28 
Professional buildings ..........0secereeres 29 
SHOPPID RUA CONMLELS menino sete stele vale sieteteleleiweleleies< = 29 
A shopping center case analysis ........... 31 


a 
25°42 . Rl ik) ut 


to — Re 


S MORI 


j ‘ : : ee ee ee | & 7 
aThStuUOD* ~ 


covet, Coe ' 


<a 
Tee eens Pe tite oo Bet pd aT Qiionenth sisted fF 
OE Misery Serres goemtion Do erie: histo! > 

if Salt we cee ited Lead 7 a end itne Ba ael aN 


BE ces bewseedy o ERAN seer Abad - estonia ey ener ists 
at at a pa ere mhrore fviteoura] Paris ee yes A) * 


BE) vay deine dpa Vike) ous , beeitaony. faro- ae ai aorta 
is. a ee ee pera &  ,. (© A) esemad ntron 
DS tenen ee apssthdlanhind 


Ob Wa tcAsaee - eagagrian Nearellos agi 
: hi ca Nag cyl en uniter To gti 


wautT bret bas wore etowqO ey a a 
F “= ch nm eSAn Prot 


a oe 
Pl. asm (asf are clererveentncetavweresedens MUGGED p f 


Phin chin ina dud Jide) ate eee Pree 


Soman thes eAr! wel eared Layeitinte 
Le ey ae oe ne dpecnqecheecters SO? Khoa tn & unek we 


G Vgsaindal Were keR Sy 


roe sel ge Toeao J ade een gel <a 
5 - anf BR ae +. foe and bas asec ieuilfoh Ty saviltiwe ob) 6 
) errr arr ee uri ete ee ee a dwlednclius ber edd ae eaeee 


OE 4 Ce wigs PFN +1 WERE heath taints spel ekvtt) Bn anyretie reed tiene Me 
| ae are rf ror Taahee'T ey escent : 
ME) usm ive pegeolns cereteye sae SOM Gdet siteitaY berelied ia sioabi ferry ar) 


+4 Ree eee reece reer yy yee: ) 


Foomiasval hrs 108 imittsV Ee foot monmamned otth V6 “wireo 
orlendA even Ww. 
iv Ae ein 


apiencan Secondo 


crvevrccey Tht Lat To costae? Heat 
Ce ewww dedeceevarea er enn ROTI My Sette 


Te <8 ot 
‘ 
> 
a 
: 
* 
’ 
« 
ie 
ie 
a 


oe |) teeadevea olen Te gold TT ce 

Les hotuuhy feowegiqg beads ies aan Gakacten 

Te ee et Qirayony Yo mopy T t a ee Caaisertoes eed. 
Fe PEEe EPP): fae es we ee .» Soot? foaadé alive shel 

ae a iu Oe ehyoqery ta wind fe Ca ee ee ae 

a] Se Oe e Ee” etmimeyaarin yaiotael =f acho oi 


See oe ree Pe 1, Sganavel toa sonmmmlbtf < ap ee es 


6S URNS 6 oon do exe ice? Yat bow fod oorgatl iy Lippe event 
es WF thet) oh OR ae» §GONOINAY afatan feo ay tay 

a+ VEAP bon can’ 
Wl y.cis..y cave Up oeeeeiion dain i , Oae alert 

uaa ‘ 
Meer. BiViaad pellaiiatiqny email een TOKEN sinapnslaninl 5 datertnne 
He cere eenen ee, HTC Fungal ety Fe =f if Fu etnauy Ved ene 0 bas ee Scare — 


sane tere tens panic: 


siete isot haovie® paioranid 


« ~ ——— 
ams art ia 


We eterireeeen ss SneieCeT Een sole Cl \..,.,nseee 
| ees Fanclow mi fie olwe @ bo chomtentenct!  .i nee 
ut Ween ry al nie ta Scan tral eho Bh coer vate 
ee / « atleticy de ovine ol ti “ee, ead aN 
Us Sueeveseee Se Dhl ei Ort £1 Aaa 
we . WW eP<depetiyeeesiee (Ee inqgeds BE os... ¢y eee 
Me cssroseeg: ERNIOe oon er Qala & 3 


X\ 


SECTION DG 


REAL ESTATE FINANCE 


Sources of Real Estate Financing 


FINANCIAL INSTITUTIONS. The greater part of real estate financing 
by financial institutions is effected through mortgage loans. Only life insurance 
companies are prominent investors in equity interests in real estate, and even in 
their case equity investments account for only 3% of total assets, as against 36% 
for mortgages. 

Figure 1 shows the total mortgage debt outstanding in the United States, 1957- 
1963, classified according to type of investor and type of property. At the end 
of 1963, 65% of the mortgage debt outstanding was on one- to four-family houses, 
29% on multifamily and commercial properties, and 6% on farm properties. Of 
the total debt, financial institutions (commercial and savings banks, savings and 
loan associations, and life insurance companies) held 77% and of the one- to 
four-family mortgages, 86%. Figure 2 shows the percentage distribution of 
mortgage debt held by principal nonfarm home mortgage lenders. (See also 
discussion in Sec. 2, pp. 36-38.) 


Savings and Loan Associations. Savings and loan associations, also called 
building and loan associations and cooperative banks, held at the end of 1962 
43% of the home mortgage loans outstanding on one- to four-family dwellings. 
The savings and loan associations are primarily home mortgage lenders. Ordi- 
narily, from 80% to 90% of an association’s assets are in the form of mortgage 
loans, and most of these are on one- to four-family dwellings. (See Federal 
Home Loan Bank Board, Savings and Home Financing Chart Book.) 

Savings associations may be chartered by the Federal Home Loan Bank Board 
under §5 of the Homeowners Loan Act of 1933. Associations may also be char- 
tered by the various states. Although the Federal associations comprise less than 
a third of the total number, they accounted for about 53% of the approximately 
$1 billion in assets held by all savings associations in 1963. (See Ewalt, A Busi- 
ness Reborn, and the United States Savings and Loan League, Savings and Loan 
Fact Book.) 

The lending authority of associations chartered by the states varies from 
state to state, whereas the lending authority of the federally chartered associ- 
ations is set by the provisions of the Homeowners Loan Act of 1933, as amended, 
and regulations of the Home Loan Bank Board. (See Rules and Regulations for 
the Federal Savings and Loan System, Federal Home Loan Bank Board.) The 
lending powers of the state associations vary somewhat from those of the Federal 


associations. 
A summary of the lending authority of federally chartered savings and 


loan associations follows: 
a. Federal associations may lend on the security of their own shares in amounts 


up to 100% of the value of the shares pledged; on the security of first hens on 
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homes or combinations of homes and business real estate, if the property is lo- 
cated within one hundred miles of the home office of the association and pro- 
vided that the loan principal does not exceed $35,000; associations may invest 
additional sums up to 20% of assets in improved nonresidential real estate and 
without regard to the $35,000 and one-hundred-mile limits; associations may lend 
up to 5% of assets on real estate located in any one of the standard metropolitan 
areas of the United States; associations may invest sums not to exceed 20% of 
assets without regard to the one-hundred-mile limitation by purchasing partici- 
pating interests of not more than 50% in loans made by other associations 
insured by the Federal Savings and Loan Insurance Corporation; the total of 
the loans made under the exceptions may not exceed 30% of the assets of the 
association. 


Percentage Distribution 


Savings Life Individuals Mutual 

and Loan Insurance Commercial and Savings 
December 31 Associations Companies Banks Others Banks F.N.M.A. Total 
L950 Dee heats caseht. 29.0 18.8 21.0 18.7 9.6 2.9 100.0 
I Sea aead aeU neers 28.7 20.5 19.9 WG 10.3 3.5 100.0 
1952) GREE 30.2 20.1 19.2 16.1 10.6 3.8 100.0 
TODS saree icciesteaaic erstaacke'= 31.8 20.0 18.2 15.3 tied 3.6 100.0 
1O54 a ras... nie.: Eee 33.0 20.0 17.6 14.4 11.9 3.1 100.0 
W058 oe csc ars oe cet 34.0 20.0 17.1 13.5 12.6 2.8 100.0 
L9SGLTEsE A) SEER. 34.4 20.3 16.4 12.9 13.1 2.9 100.0 
OGY eerie nororGoreG 35.3 19.9 15.2 13.0 13.1 3.5 100.0 
LO ep eee ee ore 36.5 19.0 15.0 13.2 13.3 3.0 100.0 
Us Meena qe onoanee ane 37.8 18.0 14.7 12.8 12.9 3.8 100.0 
1960 (oh. 6 oe KR See 39.2 17.6 13.6 12.7 13.0 3.9 100.0 
iG, shsatcosoneeoccn 41.1 16.8 13.1 12.4 13.1 3.5 100.0 
MCP ee aoe 42.5 16.0 13.1 12.1 13.2 3.1 100.0 


p—preliminary 


Fig. 2. Mortgage debt by type of lender—one- to four-family nonfarm homes. 
(Source: Federal Home Loan Bank Board.) 


b. Federal associations may grant loans insured by the Federal Housing Ad- 
ministration and loans insured or guaranteed by the Veterans Administration 
on the terms approved by the agencies. 

c. Property improvement loans not in excess of $3,500 and 5-year terms, 
F.H.A. Title I loans, and unsecured loans guaranteed by the Veterans Adminis- 
tration may be made, but the total of all such loans may not exceed 15% of 
assets. 

d. Associations with reserves and undivided profits in excess of 5% of with- 
drawable accounts may invest up to 5% of such accounts in land acquisition and 
development loans within the one-hundred-mile primary lending area. The loans 
may be for up to 70% of the value of the land plus 70% of development costs 
and may extend for up to 3 years. 

e. An association’s amortized real estate loans on one- to four-family prop- 
erties may extend for periods of not longer than 25 years and may be for 75% 
of the appraised value; this limit may be increased to 80% of appraised value if 
the membership of the association approves. 

f. An association may also grant a 30-year loan, provided the loan is made 
upon the security of a first lien upon real estate upon which there is located a 


26-4 REAL ESTATE FINANCE 


completed structure designed for residential use for one family. The principal 
obligation of the loan must not exceed $26,500, and the loan may be for 90% of 
the value of the real estate up to $25,000 plus 80% of the value in excess of 
$25,000. The loan contract must provide for monthly installments equivalent to 
one-twelfth of estimated annual taxes, assessments, and insurance premiums, as 
well as interest and principal on the loan. 

The state-chartered associations typically can make the same kinds of loans | 
on terms generally comparable to those of the Federal associations. In addition, 
some state-chartered associations are allowed to make equity investments in real 
estate. Federally chartered associations acquire equity interests in real estate 
ordinarily only through foreclosure proceedings. 

Of the loans made by savings and loan associations in 1963, 40% were for 
homes purchased, 28.5% were to finance construction of one- to four-family 
dwellings, and the remainder were divided among share-account loans, home 
improvement loans, loan participations, land acquisition and development loans, 
and loans on nonresidential real estate (see Fig. 3). Further details on savings 
and loan associations are given in Sec. 4 (Savings Institutions). 


Loans made Loans outstanding (end of period) 
New 

con- Home F.HA- V.A- Con- 

struc- pur- in- guar- ven- 
Period Total? tion chase Total? sured anteed tional? 

VOR T* tnrararte ooo eee 10,160 3,484 4,591 40,007 1,643 7,011 315353 
LOSS’ 266 Rae eee 12,182 4,050 5,172 45,627 2,206 7,077 36 344 
159)” eek oe ieraoetenis 15,151 5,201 6,613 53,141 2,995 7,186 42,960 
TOGO ie eschew eat ... 14,304 4,678 6,132 60,070 3,524 (222, 49 324 
GEN Lack ee ete 17,364 5,081 7,207 68834 4,167 7,152 57,515 
OG 2 eee keke eevee 20,754. 5,979 8,524 78,770 4,476 7,010 67,284 
W968 paca S ceo Ar arent 24,734 7,038 9,920 90,849 4,685 6,960 79,204 


* Includes loans for repairs, additions and alterations, refinancing, etc. not shown 
separately. 
* Beginning with 1958 includes shares pledged against mortgage loans. 


Fig. 3. Mortgage activity of savings and loan associations, 1957-1963 (in 
millions of dollars). (Source: Federal Reserve Bulletin, May 1964.) 


Commercial Banks. Commercial banks participate in real estate financing 
by making real estate mortgage loans, construction loans, and working capital 
loans to construction companies; providing lines of credit to mortgage companies; 
and warehousing mortgages for financial institutions seeking mortgage invest- 
ments but having temporarily inadequate investable funds. 

The real estate lending authority of national banks is established in Title 12 
of the United States Code (the Federal Reserve Act, §24), which gives national 
banks the authority to make mortgage loans secured by first liens on improved 
real estate. A loan may be for up to 75% of appraised value if the term does not 
exceed 20 years and the principal is to be fully amortized during the term of the 
loan. A loan may be for 663% of the value if at least 40% of the loan is to be 
amortized within 10 years. A loan contract that does not provide for principal 
reduction may not exceed 50% of value and a term of 5 years. 
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National banks may grant F.H.A. and V.A. loans according to the terms ap- 
ieee by the agencies. These loans are not subject to the limitations cited 
above. 

The real estate loans of a national bank may not at any time be greater than 
the amount of the capital stock of the bank plus its unimpaired surplus, or 60% 
of the amount of its time and savings deposits, whichever is the greater. 

National banks may lend to finance construction of industrial or commercial 
buildings. Such loans may have maturities not to exceed 18 months, provided 
there are arrangements for a regular mortgage loan to refinance the construction 
loan upon the completion of the building. Similar loans for the construction of 
residential or farm buildings may have maturities not to exceed 9 months. The 
construction loans need not be secured by the pledge of real estate but ordinarily 
they are also mortgage loans. The aggregate amount of construction loans may 
not exceed 100% of a bank’s paid-in and unimpaired capital and surplus. 

The lending powers of state-chartered banks vary from state to state, but on 
the whole they tend to be similar to those of national banks. 

In banking statistics only mortgage loans of banks are classified as real estate 
loans. All other loans to finance real estate activity, directly or indirectly, in- 
cluding construction loans, are classified as commercial and industrial loans. 
Real estate loans have comprised about 25% of the total loans of all commercial 
banks in recent years. Sixty-seven per cent of the bank-held mortgage loans at 
the end of 1963 were on residential real estate, and 62% of the home loans were 
of the conventional type (see Fig. 4). 


Residential 


FHA- V.A- Con- Other 


in- guar- ven- non- 

End of period Total Total sured anteed tional farm Farm 
ODT AEE Saben Fe hes 23,337 17,147 4,823 3,589 8,735 4,823 1,367 
LOSS ieee saan. ens ieels 25,523 18,591 5,476 3,335 9,780 5,461 1,471 
OS Oise at oR pocpohocey soon 28,145 20,320 6,122 3,161 11,037 6,237 1,588 
HUTS SRR tee soe oe 28,806 20,362 5,851 2,859 11,652 6,796 1,648 
TOGT AcetiOR ites. 30,442 21225 5,975 2,627 12,623 7,470 1,747 
NOG Die pitas Bech 34,476 23,482 6,520 2,654 14,308 8,972 2,022 
NOGS eer tics cr eeontee es 39,414 26,476 7,105 2,862 16,509 10,611 SPAT 


Fig. 4. Mortgage loans held by commercial banks, 1957-1963 (in millions of 
dollars). (Source: Federal Reserve Bulletin, May 1964.) 


In April 1964, the beginning of the construction season, construction loans of 
weekly reporting member banks constituted about 5% of their total commercial 
and industrial loans. 

Commercial banks are not only an important direct source of real estate and 
mortgage credit, but their role as a facilitator of real estate activity through 
loans to other financial institutions and construction companies and through 
construction loans is also significant. Banks were an especially important source of 
indirect real estate credit during the mid-1950’s when the demand for mortgage 
loans was very heavy relative to the available funds of savings institutions. Life 
insurance companies in particular resorted to “warehousing” arrangements 
with commercial banks under which the company would make a block of loans, 
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perhaps F.H.A. or V.A. loans, acceptable to the commercial bank. The loans in 
turn would be sold to the bank on a repurchase basis, with the insurance com- 
pany reacquiring the loans on a prearranged schedule. 


Mutual Savings Banks. At the end of 1962 mutual savings banks held 13% 
of the outstanding home mortgage loans on one- to four-family dwellings, and 
70% of their assets consisted of real estate mortgages. The lending authority of 
savings banks varies from state to state but the banks typically may grant loans 
ranging from 66% to 80% of value and extending from 20 to 25 years. 

Savings banks lend mostly on residential real estate. The savings banks held 
$36 billion in real estate loans at the end of 1963. Of these, 90% were residential 
loans divided fairly equally among conventional loans, V.A. loans, and F.H.A. 
loans (see Fig. 5). 


Residential 


FHA- V.A-= Con- Other 


in- guar- ven- non- 

End of period Total Total sured anteed tional farm Farm 
TOG AP REE OD, He 20. Bt 21,169 19,010 4,669 7,790 6,551 2,102 57 
LO5STH9N. HRMBIAOM. 3 23,263 20,935 5,501 8,360 7,073 2275 53 
1959 antec! ered or 24,992 22,486 6,276 8,589 7,622 2,451 55 
NOG) teres 2h 26,935 24,306 7,074 8,986 8,246 2,575 54 
10 GUM Pewee eto 29,145 26,341 8,045 9,267 9,028 2,753 51 
LOG DI e ac Reyne at 32,320 29,181 9,238 9,787 10,156 3,088 51 
LOGS ME Ara ecten tra teers 36,224 32,718 10,684 10,490 11,544 3,454 52 


Fig. 5. Mortgage loans held by mutual savings banks, 1957-1963 (in millions of 
dollars). (Source: Federal Reserve Bulletin, May 1964.) 


Mutual savings banks have been active investors in the post-World War II 
housing booms. F.H.A.-insured and V.A.-guaranteed loans have been particu- 
larly attractive investments for the savings banks because they permit the banks 
to participate in the financing of housing activity outside their own primary 
lending areas. (See further discussion in Sec. 4 on Savings Institutions.) 


Life Insurance Companies. Life insurance companies are both lenders and 
equity investors in real estate. Moreover, they hold mortgages on commercial, 
industrial, and institutional real estate, and multifamily units as well as on one- 
to four-family houses (see Figs. 6 and 7). 

At the end of 1962, insurance companies held 16% of the home mortgage loans 
outstanding on one- to four-family dwellings. (For details on life insurance com- 
pany investments, see Sec. 4, pp. 37-39.) Of their total mortgage holdings 
(including farm mortgages), nearly 43% were on properties other than one- to 
four-family units. 

In addition to mortgage holdings, life insurance companies held $4.3 billion 
in equity investments in real estate at the end of 1963. Mortgages constituted 
36% and equity investments 3% of their total assets at that time. Life insur- 
ance companies are chartered by the various states; their lending and investing 
powers vary from state to state. Life insurance companies typically are per- 
mitted to make residential loans ranging from 66%4 to 75-80% of value. The 
terms on residential real estate are ordinarily limited either by custom or prac- 


SOURCES OF REAL ESTATE FINANCING 26-7 


tice to 25 to 30 years. On multifamily and commercial real estate, mortgage 
terms more commonly fall between 60 and 70% of value and run for terms of 
15 to 20 and sometimes 25 years. 


Nonfarm 

V.A- 

F.H.A-  guar- 
Period Total Total insured anteed Other Farm 
On iaaeree ee 35,236 32652 6,751 7,721 18180 2,584 
LOD Saree eee cins Cee 37,062 34,395 7,443 7,433 19,519 2,667 
OS ORME tet rahe vnc cho Ey 39,197 36,370 8,273 7,086 21,011 2,827 
LOGOFRIEEITOS 1D: Aa Ae 41,771 38,789 9,032 6,901 22,856 2,982 
C2 se tS 44,203 41,033 9,665 6558 24815 3170 
NGO eae Sn APO Mca sm dy SEO 46,902 43,502 10,176 6,395 26,931 3,400 
OIE ea eerteaiitente is pet - a 50,543 46,753 10,790 6,411 29,552 3,790 


Fig. 6. Mortgage holdings of life insurance companies, 1957-1963 (in millions of 
dollars). (Source: Federal Reserve Bulletin, May 1964.) 


1to4 

December 31 Family Multifamily Commercial Total 
TOS ess CR erat 21,441 3,551 7,660 32,652 
1O58i-s Waliaeeetl «aecilaleros 22,374 3,547 8,474 34,395 
EOD Qberert.: Seesio ter ees aisha ose 23,583 3,666 9,121 36,370 
I QaDo <.a.deSesiekae rede ieee meds 24,879 3,865 10,045 38,789 
TOG eer eee LEAS ASAT 25,776 4,250 11,007 41,033 
SG 2 Bere sa doitgen co eee ee 26,984 4,670 11,928 43,582 


p—preliminary. ; 


Fig. 7. Nonfarm mortgage loans of life insurance companies held by type of 
property, 1957-1962 (in millions of dollars). (Source: Federal Home Loan Bank 
Board.) 


Of the real estate owned by life companies, about one-third represents com- 
pany-used property. The companies were particularly active in the real estate 
field in the late ’fifties and early ’sixties through their office building projects in 
both downtown and suburban areas. 

Life insurance companies also pioneered in large-scale apartment house devel- 
opments in the 1950’s. Only a tenth of life company equity investments was 
in residential properties at the end of 1962. Nearly three-fifths represented 
investments in commercial properties such as office buildings, department stores, 
factories, and shopping centers. Many of these holdings were acquired on a 
purchase and leaseback arrangement. 


NONFIDUCIARY ORGANIZATIONS. Of the nonfiduciary organiza- 
tions engaged in real estate financing, mortgage companies are by far the most 
important. Real estate investment corporations also played a prominent part in 
the post-World War II construction boom, particularly in commercial buildings. 
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The Mortgage Company. The mortgage company is typically a corporation 
whose principal activity is originating and servicing mortgage loans for institu- 
tional investors. It is chartered the same way as any other corporation, and since 
it is nonfiduciary in nature there is a minimum of Federal or state supervision. 
The mortgage company typically has a small equity investment relative to its 
volume of business and relies largely on commercial bank credit. 

Most mortgage companies engage in a number of activities related to the 
origination and servicing of mortgages, including real estate brokerage and man- 
agement, insurance, construction, and land development. Many operate pri- 
marily as correspondents of life insurance companies, mutual savings banks, 
savings and loan associations, pension funds, and other financial institutions, 
acting as intermediaries between borrowers and investors. (See Bryant, Mort- 
gage Lending.) 

Mortgage companies typically originate loans on the basis of commitments 
from institutional investors to purchase completed mortgages of given charac- 
teristics. Ordinarily they hold the loans in their own portfolios for a very short 
time before selling them to the ultimate investor. A significant and profitable 
part of their operations is loan servicing—that is, the collection of monthly 
payments on mortgage loans for the mortgagee. The standard fee for residential 
mortgage loans is ¥% of 1% of the outstanding balance of the loan. The fees for 
servicing loans on commercial and multifamily property are not standard, but 
usually range from 144% to 34% of the outstanding balance. (See Klaman, Occa- 
sional Paper 60, National Bureau of Economic Research.) 

Although mortgage companies originate conventional loans, the greater part 
of their business in the post-World War II years has been in the origination 
and servicing of F.H.A. and V.A. loans for institutional mvestors seeking to 
develop nationally diversified residential mortgage portfolios. Regulations con- 
cerning F.H.A. and V.A.-approved mortgagees represent the principal type of 
public regulation of the companies. In order to qualify as a F.H.A.-approved 
mortgagee, the mortgage company must have a minimum capital of $100,000, and 
$250,000 if the company is to operate in noncontiguous states. 

The mortgage company relies heavily on bank borrowings to finance its opera- 
tions. It is not unusual for a company to have total liabilities outstanding, 
largely bank credit, of six to eight times the size of the equity funds in the com- 
pany. Since it operates mainly on borrowed funds, it typically sells the mort- 
gages it makes as quickly as possible. The role of the mortgage companies 
(which account for the bulk of “other mortgagees”) in originating mortgage 
loans is illustrated in Fig. 8. 

In 1962, mortgage companies originated a larger percentage of nonfarm mort- 
gages than any other lender except savings and loan associations. Savings banks 
and insurance companies, which were relatively small-scale originators, acquired 
their loans mainly from the mortgage companies. Serving as intermediaries be- 
tween the geographically concentrated savings banks and life insurance com- 
panies and would-be home purchasers all over the country, the mortgage 
companies played a major role in developing the national market in F.H.A. and 
V.A. loans after World War II. Lending terms offered by the companies are 
essentially the same as those of the financial institutions to which the completed 
mortgage loans are sold. There were between 800 and 1,000 full-time private 
mortgage companies operating in the United States in 1963. 


The Federal National Mortgage Association. The F.N.M.A. (usually 
called Fanny Mae), a constituent of the Housing and Home Finance Agency, 
is a federally chartered mortgage company dealing only in F.H.A. and V.A. loans 
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made by private lenders. The principal activity of the F.N.M.A. is to provide 
a secondary market through the purchase and resale of government underwritten 
mortgages. At the end of 1963 its mortgage holdings totaled $4.7 billion. Most 
of its funds are supplied by the Federal government and the remainder is ob- 
tained through the sale of debentures to private investors. 


Savings 
and Loan Mutual Com- Other 
Associ- Savings mercial Insurance  Indi- Mort- 
Year ations Banks Banks Companies viduals gagees Total 
1950 31.3 6.6 20.8 10.0 14.2 lefzil 100.0 
1951 32'5 6.2 20.5 9.8 16.1 15.1 100.0 
1952 35.8 6.3 20.0 79 153 14.7 100.0 
1953 37.4 6.7 18.6 7.5 14.4 15.4 106.0 
1954 36.2 6.5 18.5 EL 12.5 18.6 100.0 
1955 36.7 6.5 19.7 68 11.8 18.5 100.0 
1956 Soe 6.7 20.2 6.6 13.1 18.2 100.0 
1957 38.0 5.9 176 6.1 14.7 17.7 100.0 
1958 38.4 6.0 19.0 aS 12%5 18.8 100.0 
1959 40.6 Sd) 18.1 4.7 12.2 18.9 100.0 
1960 41.4 5.3 15.4 45 13.6 19.8 100.0 
1961 43.8 5.6 16.0 3.7 ie 19.2 100.0 
1962 443 5.7 17 3.6 10.4 18.9 100.0 


Fig. 8. Nonfarm mortgage recordings, by type of lender, 1950-1962 (per- 
centage distribution based on dollar volume). (Source: Savings and Loan Fact 
Book, 1963.) 


The Real Estate Investment Corporation. The real estate investment cor- 
poration is typically a closely held company developed for the purpose of acquir- 
ing and holding a single property. Real estate corporations are frequently used 
in the development of shopping centers, office buildings, hotels, industrial dis- 
tricts, and large apartment buildings. The holding company system is sometimes 
used to develop a multicorporate real estate complex and occasionally to amplify 
the leverage opportunities in real estate investments. 

During the building boom of the 1920’s, the real estate investment corpora- 
tion, financed by the public flotation of real estate bonds, was very popular. 
(See Hoagland and Stone, Real Estate Finance.) The corporations and their 
bonds fell sharply from favor during the depression of the 1930’s, however, and 
did not return to popularity until the late 1950’s. The privately held corporations 
were a major influence in the nationwide post-World War II boom in shopping 
centers and office buildings. 

In contrast to the situation in the 1920’s, real estate investment corporations 
during the postwar period have for the most part sought equity capital from 
the security markets and relied on loans from financial institutions for real estate 
credit. 

Most real estate investment corporations are privately held. The stocks of al- 
most all the public corporations are traded in the over-the-counter markets. 
Perhaps a dozen of these corporations achieved prominence in the financial 
world between 1955 and 1964. Their reputations were built largely on spectacular 
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leverage situations or untaxed returns to equity holders made possible through 
the use of rapid depreciation plans authorized by the Internal Revenue Act of 
1954. Many of the publicly held companies participating in the New York office 
building boom of the late 1950’s, which combined high leverage with nontaxable 
capital returns, experienced serious financial problems and incurred public dis- 
favor between 1961 and 1963. 


Savings and Loan Holding Companies. A special type of real estate finan- 
cial corporation developed after World War II is the savings and loan holding 
company. During the latter half of the 1950’s many mutual savings and loan as- 
sociations were converted to stock companies in which stockholders have equity 
interests, in contrast to the semicreditor interest of the savings shareholders. 
An owner of capital stock can benefit from capital appreciation, whereas a holder 
of a savings account can accumulate only interest on his savings. 

Savings and loan holding stock companies have been established throughout 
the United States, but notably in California. Cash dividends to stockholders in 
the individual associations or in the holding companies have been infrequent, 
interest: in the stocks being based chiefly on hope of capital appreciation. A few 
of the holding companies are listed on organized exchanges, but for the most part 
the stocks of both the companies and the associations are traded over the 
counter or held privately. 


Real Estate Investment Trusts. The trust, long used in Massachusetts and 
Illinois as a form of organization allowing multiple ownership of real estate, 
acquired preferential tax status in 1960, effective 1961, through the Real Estate 
Investment Trust Act, an amendment to the Internal Revenue Code of 1954. 
The Act limits the tax lability of qualifying trusts that distribute 90% or more 
of their ordinary income. Qualifying requirements of the investment trusts are 
extensive, but a qualified trust has to pay the Federal corporate income tax only 
on its retained earnings. 

To qualify for this favorable tax treatment, a real estate investment trust must 
be (1) a legally unincorporated trust, (2) managed by trustees, (3) the type of 
organization that would be taxed as a corporation except for the provisions of 
the Real Estate Investment Trust Act, and (4) held by one hundred or more 
persons holding transferable shares or certificates of beneficial interest. It must 
be an investment organization and not an operating company holding property 
primarily for sale to customers. It must not be a personal holding company (that 
is, five or fewer individuals may not, directly or indirectly, own more than 50% 
of the trust). 

A qualifying trust must have at least 75% of its assets in real estate, cash, 
and government securities. Ninety per cent or more of its gross income must be ob- 
tained from rents from real property, dividends, interest on mortgages, gains 
from the sale of securities and real property, and abatements and refunds of 
taxes on real property. At least three-fourths of the trust income must be de- 
rived from real estate alone. Fewer than ten real estate investment trusts had 
attained prominence in the financial markets by 1964 (see also Sec. 12). 


Pension and Endowment Funds. The annual net acquisition of financial 
assets of noninsured pension funds increased from $3.2 billion in 1959 to $4 bil- 
lion in 1963. In 1947 the portfolios were mostly in government securities but 
since then they have been shifted heavily into bonds and stocks. Mortgage and 
real estate holdings of the pension funds are relatively small. (See Ricks, Re- 
search Report 23, and Sec. 19 on Pensions and Profit-Sharing Plans.) 
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Pension funds have traditionally been disinterested in real estate mortgages 
because of the origination and servicing problems. Only the managers of ‘very 
large funds are inclined to include real estate in their investment portfolios in 
order to increase yield and diversification. These investments are largely in 
the form of sale and leaseback contracts. The greater part of the investments 
of college and university endowment funds is in corporate securities. Rela- 
tively few endowment funds participate extensively in real estate investments. 
These funds deal almost exclusively in mortgages on commercial and industrial 
property, sales and leasebacks, and occasionally equity investments in com- 
mercial and office building properties. 

A few universities actively search for real estate investments. Stanford Uni- 
versity is one of the most aggressive investors. This school undertook a land 
development program in 1951 and has created an industrial park of about 400 
acres and a shopping center of 65 acres, and is developing an office building com- 
plex of another 65 acres. Columbia University owns Rockefeller Center in New 
York City, the University of Washington owns several blocks in the heart of 
downtown Seattle, and a number of other universities own large commercial and 
office properties. On the whole, however, the endowment funds are a relatively 
small source of real estate finance. Ricks (Research Report No. 23) found in a 
study of ten large university endowment funds that their total endowments 
amounted to approximately $21 billion in 1961 and that mortgages represented 
2.8% of their assets; long-term real estate, 3.9%; and operated real estate, 0.6%. 


INDIVIDUALS AND MISCELLANEOUS SOURCES. Although in- 
stitutional investors have taken an increasing share of the mortgage investments 
in the postwar years, individual investors have long been an important source of 
mortgage financing. At the end of 1963, the Home Loan Bank Board estimated 
that 11% of the one- to four-family nonfarm mortgage debt was held by “indi- 
viduals and others,” as against 28% in 1946. This category includes trust funds, 
mortgage companies, and individual investors, but the greater part of the debt is 
held by private individuals. The individual investor most often makes loans 
directly on the basis of private solicitation but sometimes buys loans through 
mortgage companies. The terms offered by individuals are not standardized and 
are adapted to meet particular borrowing situations. 


State and Community Development Commissions. The efforts of states 
and communities to develop the economies of their areas have resulted in the 
creation of organizations to promote business and industry through such in- 
centives as low-interest real estate loans, capital grants, long-term leases, gifts 
of buildings and sites, tax abatement, guarantees on loans obtained from financial 
institutions, and development of facilities available for purchase or lease. 
Manufacturing firms seeking new locations can often find appropriate sites and 
an opportunity of minimizing real estate development expenses through pro- 


grams of state or community development commissions. 


Syndicates. Syndicates are commonly used in the development of real es- 
tate subdivisions, housing projects, and the acquisition of single units of high- 
value property. A syndicate may be brought together through a corporation, a 
trust, a partnership, or simply through the holding of real estate in joint tenancy 
or tenancy in common. The designation of a group as a syndicate does not refer 
to the form of organization but is merely applied to investors brought together 
for one particular purpose. Whereas syndicates generally undertake projects 
that are to be completed in a relatively short span of time, real estate syndicates 
are not necessarily of the short-term variety. 
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Real Estate Financing Instruments 


THE NOTE AND MORTGAGE. The basic instruments of real estate 
finance are the note and the real estate mortgage. The note is evidence of a debt, 
and the mortgage pledges real property as security for the obligation. The note 
and the mortgage may be two separate instruments, or they may be merged | 
into one. 

The note and the mortgage do not have to be in any particular physical 
form. Standard arrangements typically contain the following: the mort- 
gagor’s (borrower’s) promise to pay a specific sum and the terms of repayment; 
what constitutes default and the consequences of default; a description of the 
pledged property; and details of covenants and contractual agreements be- 
tween the borrower and the lender (mortgagee). The note and the mortgage 
must be signed by the borrower. 

Ordinarily the real estate mortgage pledges property to secure a debt of one 
person to another person or single institution. In the case of the corporate mort- 
gage bond, in contrast, a single borrower pledges specific property for the pro- 
tection of multiple creditors (see discussion in Sec. 14). 


MORTGAGE LOAN REPAYMENT PLANS. Nearly all mortgage loans 
are now of the fully amortized variety, with straight-term and partial amortiza- 
tion loans being used in special situations. 


Straight-Term Loans. The oldest form of mortgage loan is the straight-term 
loan, written typically for 1 to 5 years. The contract ordinarily requires the 
payment of interest on the total debt outstanding—monthly, quarterly, or an- 
nually—with the entire debt coming due at the end of the loan term. Straight- 
term loans seldom run for more than 5 years and usually do not exceed 50 to 60% 
of the appraised value of the pledged property. The straight-term loan was 
used extensively in real estate finance before World War I and in the 1920’s, but 
gave way to partially and fully amortized loans.in the 1930’s and in the post- 
World War II period. The straight-term loan is now used principally for 
interim financing situations and represents only a small part of real estate 
mortgages. . 


Amortized Loans. The fully amortized loan was pioneered by savings and 
loan associations and achieved national prominence through its use by the 
Home Owners Loan Corporation during its lending period 1933 to 1936. In 
this plan periodic payments—usually monthly—cover interest on the unrepaid 
portion of the debt and full repayment of the debt within the contract term. The 
typical residential amortized mortgage loan is a level-payment monthly annuity. 
As the unpaid portion of the loan declines, the share of the monthly payment 
going to principal increases and that going to interest decreases. 


Partial Amortization Loans. In 1935 national banks received authority to 
make partial amortization loans, typically called “balloon payment” loans. 
Such loans are usually employed in situations in which refinancing of the un- 
amortized portion of the loan is contemplated. For example, if a loan were to 
extend for 10 years with amortization of 40% of the original principal, the 
unpaid 60% represents the balloon payment falling due at the end of the original 
term. The 60% might then be refinanced through a new loan. The balloon pay- 
ment loan is used in special circumstances and in situations when a fully amor- 
tized long-term loan acceptable to borrowers is not available. 
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MORTGAGE LIENS. Institutional mortgages invariably carry a first claim 
against the real estate pledged as security. There are many situations in real 
estate finance in which second and third mortgages are also used. 

Under a second mortgage the mortgagee’s claim to the property is sub- 
ordinated to a previously existing pledge. The second mortgage is common in 
commercial financing, but appears most often in the sale of houses by individuals 
when the price exceeds the combined amount of an available first mortgage loan 
and the buyer’s cash resources. In such instances, if the seller is willing to 
extend credit to the buyer, he frequently takes a second mortgage. Maturities of 
the notes are usually shorter than those of the first mortgage loan, commonly 
running from 3 to 5 or 10 years. 

Second and even third mortgages were prominent in real estate finance in the 
1920’s, but during the depression of the 1930’s the junior mortgage holders suf- 
fered severely. With the increased availability of low down-payment, fully 
amortized loans, the demand for second mortgages in residential financing has 
fallen sharply. 

The purchase money mortgage is used in a situation in which a purchaser 
buying property partly on credit from the seller pledges as security the property 
being purchased. The purchaser takes the property subject to the claim of the 
seller, which has priority over any other mortgage loan the buyer may subse- 
quently obtain. The purchase money mortgage is used most often in land 
acquisition and subdivision development projects. It is common for the seller to 
agree that his lien will be subordinated to a claim of an institutional lender 
supplying either land development or construction funds. 


MORTGAGE INSURANCE AND CONVENTIONAL LOANS. Loans 

made by lending institutions in which the risk of loss is borne by the institution 
without regard to insurance are called conventional loans. These comprise the 
bulk of all mortgages. 
_ Mortgage insurance was first developed in the 1920’s, but the depression of 
the 1930’s brought with it losses too great for private mortgage companies to 
absorb. In 1934 the Federal Housing Administration was created to develop a 
government-insured loan program. In 1944, with the passage of the Service- 
men’s Readjustment Act, there was created the Veterans Administration guar- 
anteed and insured loan program, originally only for veterans of World War II 
and subsequently extended to veterans of the Korean conflict. The F.H.A. and 
V.A. programs provide standards for loan terms and for properties eligible for 
security. Institutions making loans according to these standards are insured or 
guaranteed against lossses. 

The F.H.A. program calls for 100% insurance on each eligible loan, whereas 
the V.A. guarantee is for 60% of the loan, but not in excess of $7,500. In prac- 
tice, the Veterans Administration has been able to acquire properties from dis- 
tressed veteran borrowers and to reimburse lenders in full. The F.H.A. reim- 
burses lenders holding defaulted mortgages with 3-year debentures. 

Government-underwritten mortgages took their largest share of the market 
in 1950, when F.H.A. home loans accounted for 11% of nonfarm mortgage re- 
cordings and V.A. loans, 16%. Since 1960, conventional loans have accounted 
for over four-fifths of annual nonfarm mortgage recordings. 

With the development of a few small privately owned mortgage insurance 
companies, private mortgage insurance again became available in the latter part 
of the 1950’s. In 1957 the Mortgage Guaranty Insurance Company of Muil- 
waukee offered a program of mortgage insurance for qualified savings and loan 
associations. The company insures against loss the top 20% of a conventional 
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eligible loan. As of June 30, 1963, the company had insurance in force of nearly 
$1.2 billion. 


THE TRUST DEED. The trust deed has virtually supplanted the mort- 
gage in a few states, particularly California, and is commonly used throughout 
the United States in transactions involving substantial amounts of funds. (See 
Weimer and Hoyt, Principles of Real Estate.) The trust deed provides for the 
conveyance of the title of pledged property to a third party (the trustee) who 
holds it in trust as security for the payment of an obligation by a borrower toa 
lender (or beneficiary). Thus, in a trust deed situation there are three parties 
as compared to the two parties in an ordinary real estate mortgage transaction. 
In the event of a default, the trustee must protect the rights of the beneficiary 
either by selling the property or undertaking foreclosure proceedings. If the debt 
is repaid without default, the trustee is instructed to reconvey title to the debtor. 


SPECIAL FEATURES OF MORTGAGE FINANCING. The great 
majority of all real estate mortgages are written to secure a debt by the pledge 
of one specific piece of real property. Modifications in the standard mortgage 
arrangements are common in the financing of different phases of real estate ac- 
tivity. The most important ones are described below. 


Construction Loans. The most common type of construction financing is 
the construction loan, the proceeds of which are disbursed to the borrower as 
the building progresses. (Weimer and Hoyt, Principles of Real Estate.) The 
loan is evidenced by a note or a series of short-term notes drawn at intervals 
during the construction period. This interim financing is repaid from the pro- 
ceeds of the regular mortgage loan once the project is completed and may be an 
integral part of the long-term financing arrangements. 

Construction loan disbursement schedules are adapted to the particular sit- 
uations. Some loans permit payouts as specific phases of a project are com- 
pleted. For example, 25% may be paid out when the foundation is completed, 
25% when the structure is under roof and rough plumbing and wiring are in- 
stalled, 35% when the structure is completed and ready for occupancy, and 15% 
after the period for filing mechanics’ liens has elapsed. Other payout systems 
permit the borrower to draw loan funds in amounts equal to a certain percentage 
of the cost of the work completed for which payment has not already been made. 
The balance is disbursed after the project is completed and accepted. Some 
payout systems simply require the builder to submit bills to the lender for pay- 
ment as work on the project progresses. The borrower typically pays interest 
during the construction period and begins periodic repayments at the completion 
of construction or after some time span, such as 6 months, whichever first occurs. 

Construction loans are made by all types of real estate lenders, but primarily 
by commercial banks and savings and loan associations. Bank loans ordinarily 
are evidenced by short-term notes that require refinancing. Loans of the savings 
and loan associations tend to be longer term, with disbursements spaced during 
the construction period. 

The principal risks to the lenders in real estate financing are failure of project 
completion within a reasonable time and at a cost commensurate with the value 
of the completed property, and subservience of the mortgage lien to mechanics’ 
liens. The amount of analysis and supervision required for construction loans is 
greater than for the ordinary mortgage loan. Accordingly, it is customary for 
lenders to charge a special fee, which may range from 1% to 244% of the prin- 
cipal amount. In addition, interest rates on construction loans tend to run from 
W%% to ¥% higher than for a loan on a completed unit. 
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Land Development Financing. Subdivision developers typically are respon- 

sible for the installation of the necessary capital facilities, which are generally 
very costly and consequently require credit arrangements. The cost of con- 
verting a farm into a residential subdivision, for example, usually runs from 
three to six times the investment in the raw land. Most of the institutional 
lenders are permitted to grant loans for land development, federally chartered 
savings and loan associations and some state associations having specific au- 
thority to make such loans. 

The form of mortgage note most often used in land development financing of 
subdivisions is the blanket mortgage, which attaches to each lot in the subdi- 
vision. As the project is completed and the lots are ready for sale, an individual 
lot may be removed as security for the loan upon the payment of a stipulated 
sum. The release payments typically are set at such levels that the entire loan 
will be repaid before all of the pledged lots have been presented for release. 


Leasehold Mortgages. Leasehold mortgages are common in the financing of 
large-scale properties such as office buildings, shopping centers, and even some 
industrial properties. The leasehold mortgage figures in the following kind of 
transaction: A leases a tract of land to B on which B builds an office building. 
B, in turn, executes space leases with building tenants. As security for his mort- 
gage loan B pledges his rights as a lessee in the land and the rents due under the 
lease contracts with the tenants. 

Leasehold financing is very common in financing investment real estate. In 
effect, the real security for the mortgage is the credit standing of the tenants, 

The leasehold mortgage is often used in combination with other financing in 
the subdividing of property interests in a single unit of real estate. An outstand- 
ing example, described by McDonald in Fortune, is one in which William Zeck- 
endorf first acquired full interest in No. 2 Park Avenue, a Manhattan office 
building, in which the rentals netted $1 million annually and which had prospects 
for substantial rental increases. He then leased the entire property to an investor 
for (1) an initial payment of $1.5 million cash, (2) a note for $3.5 million secured 
by a pledge of the leases to the building’s tenants, and (3) an annual rental of 
$600,000. Zeckendorf, in turn, borrowed $6,750,000 secured by a pledge of his 
interest in the leased fee and reversion, and another $2,250,000 secured by a 
second mortgage on the leased fee. Subdivision of the interest in the property 
thus resulted in a cash flow to Zeckendorf of $10.5 million from the two mort- 
gages and the sale of the lease, a note for $3.5 million, and an equity valued at 
$1.2 million, for a total of $15.2 million. The property had a market value of 
$10 million before the interests were divided, the increased worth resulting from 
the fractionalization of the interests that began with the creation of the top 


leasehold estate. 


Open-End Mortgages. The open-end mortgage is an ordinary mortgage that 
includes provisions for securing future advances to the borrower (Weimer and 
Hoyt, Principles of Real Estate). If an additional advance is made, the lender 
need acquire only a note, since the advance is secured by the original mortgage, 
which stipulates that the mortgage is to secure the original debt plus additional 
advances that may be made. 

The open-end mortgage is used most often in residential financing. Although 
open-end advances could be used for any purpose, most lenders restrict them to 
the financing of improvement, expansion, or remodeling of the property covered 
by the original mortgage. The advance is evidenced by a note ordinarily repay- 
able over the unexpired term of the original note. 
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The lender must be certain that the additional advances are covered by the 
original mortgage. In a majority of states the mere inclusion of the open-end 
provision in the mortgage instrument protects future advances, but in some 
states the lender must determine that no intervening liens have been created that 
would rank ahead of his claim. 


Package Mortgages. A package mortgage is created when chattels (personal 
property) are converted to real property and are included along with the real 
estate as part of the security in a mortgage transaction. The package mortgage 
is frequently used in residential financing and commonly includes such items of 
equipment as plumbing accessories, air conditioning systems, awnings, blinds, 
cabinets and bookcases, dishwashers, fireplace accessories, floor coverings, gar- 
bage disposal units, laundry equipment, radiator covers, ranges, refrigerators, 
screens, and storm doors. The items to be covered are listed in the mortgage, 
which ordinarily also includes a covenant attaching a claim to replacements. 
Some lenders require on such equipment as washers, dryers, and stoves a certifi- 
cate reading, “This appliance or equipment has been installed here by the 
owner as a part of this real estate and is included in any mortgage or con- 
veyance.” 


Share Collateral Mortgages. The share collateral mortgage is a specialty 
of savings and loan associations that can lend not only upon the security of real 
estate but also on their own share accounts. Such loans are used only when a 
qualified borrower requires a loan in excess of 80% of appraised value. Associ- 
ations unwilling to grant 90% loans or F.H.A. and V.A. loans are frequently 
willing to make share collateral loans because of the extra protection made avail- 
able to the lending institution. The plan has been used in financing both single 
homes and tract houses. 

In an example described by Theobald (The Magazine of Prefabrication) the 
seller of a home had an offer for $10,500 with a down payment of $1,500. The 
First Federal Savings and Loan Association of Peoria appraised the property 
for $10,000 and was willing to make an $8,000 conventional loan to the buyer. 
The real estate broker involved suggested to the seller that he consummate the 
transaction by agreeing to put up as collateral a $1,000 First Federal savings 
account. The First Federal thus made a loan for $9,000, based upon 80% of 
the appraised value and 100% of the seller’s share account. The agreement 
provided that the $1,000 would be released to the seller when the loan was paid 
down to $7,500. Until such time he would collect dividends, or could sell the 
account to another investor who, of course, would be bound by the original col- 
lateral agreement. In such a sale, any appreciation over the face value would be 
taxable as a capital gain. 


Options, Escrows, and Land Trusts 


OPTIONS. An option is a contract in which a seller gives a buyer a specified 
period of time during which he has the right to call for the execution of a trans- 
action on some predetermined basis. The option is particularly useful in the 
acquisition of land for building or subdividing. Once the buyer has an option 
securing his right to complete the transaction, he is then free to undertake such 
actions as financing, obtaining zoning amendments, or processing a subdivision 
plot. 

According to Kratovil (Real Estate Law), “If, within the time specified in the 
option, the optionee gives the owner notice that he elects to exercise the option, 
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the option then ripens into a contract of sale. If the optionee lets the specified 
time go by without taking any action, he has no further rights in the land nor 
can he recover from the landowner the money paid for the option.” 


ESCROWS. An escrow is an arrangement in which a third party serves to 
protect the interests of two or more contracting parties while conditions upon 
which the contract is contingent are being fulfilled or after a default. It is not 
unusual in real estate transactions for the seller to be unable to satisfy his mort- 
gage until he receives the proceeds from the buyer. The buyer, in turn, or his 
mortgagee, will be unwilling to pay the full purchase price to the seller until the 
mortgage claim against the seller’s property has been satisfied. The escrow ar- 
rangement allows this impasse to be overcome. The escrow holder, a disinter- 
ested third party who is free to act only upon the instructions contained in the 
escrow agreement, may collect all the papers, releases, and monies necessary to 
the transaction and effect the exchanges with full protection to all parties. 

The escrow period may be a relatively short time, to allow for the completion 
of a title search or the arrangement of financing. It may, however, extend for 
months or years, during which a long-term contract for the purchase of land is 
fulfilled. (See Kratovil, Real Estate Law.) 


THE LAND TRUST. A land trust is created by a deed in trust under 
which the grantor conveys to a trustee, usually a corporate trustee, a title to 
property to be held for a specified beneficiary. The warranty deed conveying 
the title of property must be recorded in the public records, but the trust agree- 
ment need not be recorded and, accordingly, the identity of the beneficiary need 
not become public information. The beneficiary may be the creator of the trust. 

The land trust is used both for the holding of single properties and for the 
assembling of parcels of land. It permits privacy of ownership, limited lability 
for beneficiaries, and multiple ownership without the legal complexities of joint 
tenancies or tenancies in common. Interests in trusts may be conveyed simply 
by assignment of the beneficial interest. (See Garrett, Legal Aspects of Land 
Trusts.) . 


Long-Term Leases 


PURPOSES AND TYPES. A long-term lease is often used instead of 
mortgage financing by firms wishing to conserve working capital or even to free 
working capital invested in real estate. In some instances the deductibility of 
interest as an expense for income tax purposes makes leasing more economical 
for business firms than buying real property on a mortgage since interest is de- 
ductible as a business expense whereas principal repayments are not. Long-term 

real estate leases are of two types: net leases under which the tenant pays all 
charges of every description; and gross leases, under which the tenant pays a 
given rental to the owner, who assumes the entire burden of management. (See 
Kahn, Case, and Schimmel, Real Estate Appraisal and Investment.) 


NET LEASES. There are three standard forms of the net lease: (1) the 
ninety-nine-year lease, (2) the twenty-one-year lease, and (3) the long-term net 
lease. The ninety-nine-year lease is likely to appear to the owner of the real 
estate as a sale on an annuity basis. This type of lease is usually made on large 
pieces of valuable land and is typically regarded as a well-secured, long-term 
investment on a net basis. Frequently it results from the inability to sell the 
property because of complications with an estate, or a desire to avoid reinvest- 
ment of proceeds of the sale or to defer payment of a capital gains tax. 
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Ninety-nine-year leases are often used on prime commercial or office building 
sites. The lessee may agree to purchase for cash any buildings on the site and 
then replace them with a new building. The lessor receives a net rental—that is, 
the tenant pays in addition to the rent the taxes, water rates, insurance, and 
operating expenses of the building. Typically, ninety-nine-year leases made 
subsequent to 1945 include provisions for rental adjustments to combat in- 
flation. 

The twenty-one-year lease, characteristic of New York real estate, is basically 
a ground lease. It differs from the ninety-nine-year lease mainly in that under 
the ground lease, if there are improvements the tenant purchases the improve- 
ments, but is not obliged to erect a new building. If there are no improvements, 
or if the improvements are obsolete, the tenant may, at his option, erect a new 
structure. Additional characteristics follow: 


.. . The twenty-one-year lease usually gives the tenant one to three options to renew 
for additional terms of twenty-one years each. The rent paid is also net, the tenant 
paying all other charges. There may or may not be step-up provisions for the rentals. 
The renewal options provide that one or two years prior to the expiration of the 
original term the tenant must signify his intention to exercise his renewal privilege. 
The renewal options may specify that the rent be set at a percentage of the market 
value at the time of renewal or at a predetermined figure, but, in any event, the 
rental in the renewal period is hardly ever set at a figure below the amount paid in 
the preceding term. 

An exception to this general rule will occur where sales-leaseback transactions have 
been entered into. In these cases, particularly where insurance companies are in- 
volved, the initial rental is set at a figure sufficient to completely amortize the 
initial investment by the company with interest on the outstanding balances during 
the first term lease. The renewal options then call for sharply reduced rentals for 
the succeeding term. But sales-leaseback transactions are more in the nature of 
financial arrangements between insurance companies and substantial tenants than 
they are real estate transactions. In these cases, the credit rating of the tenants, the 
former owners, is at least as important as the value of the property as security for 
the lease. (See further discussion later in this Section.) (Kahn, Case, and Schimmel, 
Real Estate Appraisal and Investment.) 


In the long-term net lease, the lessee is typically the property user, who will 
occupy all or the greater portion of the building. The term of the lease is usu- 
ally for 20 years or longer and is written on a net rental basis. Ordinarily it is on 
improved property, and the lessee is not expected to erect a structure or provide 
improvements to it. 

Long-term net leases usually have the following provisions: (1) The landlord 
has no problem of management, the tenant relieving him of this burden and 
paying all operating charges. The landlord receives his monthly or quarterly 
rental and pays interest and amortization on the mortgage, if there is one. (2) 
The landlord is not obligated to make any repairs. In the event of fire or other 
casualty causing damage or destruction of the building, the tenant is obligated to 
repair or rebuild; and if the insurance proceeds are insufficient, the tenant makes 
up the deficiency. Rent does not cease for any reason. 


GROSS LEASES. Gross leases are the most common types of lease contracts 
and are typical of rental situations involving ordinary properties. Normally they 
contain no provision for periodic rent adjustments, and there are no standard 
arrangements regarding renewals. 

The tenant pays a given rental to the owner, who has the burden of manage- 
ment. The leases sometimes require the lessee to pay the real estate taxes in 
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excess of a certain stipulated amount. Tenants may also be assessed for operat- 
ing expenses of certain types, such as snow removal, and institutional advertising 
and grounds care in the ease of shopping centers. : 

On commercial properties the rent is frequently based upon gross revenues of 
the tenant, with a stipulated minimum below which rents may not fall. A sum- 
mary of percentage lease rates on selected types of properties is given in Per- 
centage Leases (The National Institute of Real Estate Brokers) . i 


TYPICAL PROVISION OF LEASES. The essential parts of the real 
estate lease are the names of the parties, the extent and boundaries of the 
properties, the term of the lease, the amount of the rent, and the time of pay- 
ment and execution by the parties. (Levinson, The University of Illinois Law 
Forum.) 

In addition, there are many topics that typically are covered in detailed 
leases. According to Levinson (The University of Illinois Law Forum), these in- 
clude the following: (1) description of the premises, including detailed descrip- 
tion of the building; (2) the rental term, including form, timing, and place of 
payment; (3) details on the payment of taxes, including provision for lessee to 
contest taxes; (4) maintenance and care of buildings, including indemnity to 
owner for loss and damages, repairs to be made by lessee, and prohibition against 
using the premises for unlawful purposes; (5) repairs and insurance—the lessee’s 
obligation to keep buildings in good repair and to insure the property up to a 
certain percentage of value, with directions on the loss payable; (6) covenants 
regarding liens; (7) covenants regarding waste (changing the premises, deliber- 
ate destruction, or failing to repair damage); (8) construction of a new building, 
including a specified time limit, character of construction, architectural and en- 
gineering details, evidence of availability of financing and financial feasibility of 
construction, protection of lessor with respect to expense and mechanics’ liens, 
and limitation on the removal of buildings; (9) deposits and application of 
security; (10) rebuilding in the event of injury or destruction; (11) alterations 
and improvements, including conditions under which improvements and _ re- 
building should take place; (12) vesting in the lessor of buildings built by the 
lessee; (13) limitation on right of lessor to mortgage; (14) lessee’s rights for the 
assignment of the lease; (15) lessee’s rights for mortgaging the leasehold; (16) 
limitations on subleases; (17) purchase options on behalf of the lessee; (18) 
provision for adjustment of rights of lessee and lessor in the event of condemna- 
tion of premises; and (19) controls on party-wall agreements. 


VARIABLE RENT LEASES. The longer the term of the lease, the 
greater the possibility that the real flow of rent to the lessor will be diminished 
by inflation, rising taxes, or changes in the productive capacity of the property. 
Several devices have been used to alter lease payments to meet changed condi- 
tions. Among such variable leases are the expense-participating lease, the step-up 
or step-down lease, the reappraisal lease, the percentage lease, and leases based 
upon a cost-of-living index. (See Denz, The University of Illinois Law Forum.) 

Step-up or step-down leases and reappraisal leases are likely to be burden- 
some to one or the other of the parties and difficult to administer. The generally ac- 
cepted minimum period between reappraisals is 2 years, and the generally 
accepted maximum is 5 years. With regard to the reappraisal lease, Denz states: 


As a practical matter, it is not infallible and there are several significant dis- 
advantages. The parties do not have a firm lease the entire term because the rent 
to be paid during certain periods of the term of the lease will be determined by 
strangers to the contract. The uncertainty attendant upon this situation is a mental 
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hazard to both the landlord and the tenant and a hindrance to the sale of the 
building, as well as to the sale of the business . . . 

In addition to objecting to the uncertainty attending appraisals, the parties often 
object to the inconvenience and expense incident to the process. It appears that if 
the appraisal accomplishes its purpose, the inconvenience and expense are amply 
justified by the result. 


Leases adjusted according to changes in some price index, such as the Con- 
sumers’ Price Index, may frustrate as well as protect the parties to a lease. Tc 
guard against too frequent readjustment, the leases usually prohibit an adjust: 
ment more frequently than once a year, and then only if the index has changed 
by not less than a stipulated percentage. 

The percentage lease is the most common of all the variable leases. Inasmuch 
as the rent payment is expressed as a percentage of gross sales, such a lease auto- 
matically takes into account inflation, changes in the productivity of the site 
and variable performances by the tenant. Current operating data provide the 
basis for rent determination without the necessity for special calculations o1 
reviews. 


Real Estate Valuation and Investment Analysis 


INVESTMENT FEATURES OF REAL ESTATE. The features of rea 
estate of major interest to both lenders and equity investors are value stability 
and investment safety; investment yield, in terms of both certainty and stability 
marketability or investment liquidity; capital appreciation; protection from in 
flation; and tax minimization opportunities. Real estate, however, cannot bi 
rated as a homogeneous investment area. Different types of real estate have 
different investment attributes. In Fig. 9 Kahn, Case, and Schimmel classify 
the principal types of real estate according to their investment qualities. 


RISK CHARACTERISTICS. The risks inherent in any particular rea 
estate Investment may arise from the following factors: (1) environmental anc 
physical characteristics of the real estate, (2) the type of property, (3) marke 
trends, (4) the nature of the property rights involved, and de) the financing ar 
rangements of the investor. 


Environmental and Physical Characteristics. The physical characteristic 
of real estate obviously determine its capacity to produce useful services. 

One of the most significant criteria is the functional character of the design 
which may influence the profitability of operations of a business using the struc 
ture, maintenance costs, and, of course, the rents that can be obtained from th 
property. Other important physical attributes are quality of construction, con 
vertibility, architectural style, and adaptation of the structure to the site. 

The quality of construction should be measured in terms of whether or no 
the building will be capable of performing its functions satisfactorily during th 
entire economic life of the structure. Another test is whether or not the physica 
qualities will require unusually heavy maintenance expense. 

The architectural style and the adaptation of the structure to the site ar 
largely esthetic considerations. But each may influence the uses to which th 
building may be put as well as the efficiency with which the property can be usec 

Very few individual pieces of real estate are important enough to alter th 
character of a neighborhood or district. To a great extent, the value character 
istics of real estate are determined by the attributes of the neighborhood, district 
or the immediate environment of the property. 
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Type of Property. The investment characteristics of real estate are influ- 
enced by the type of property involved. All other things being equal, certain 
types of realty have more safety than others. While drawing attention to the 
dangers of generalizations, Kahn, Case, and Schimmel point out: 


_. . Usually, safe realty investments include middle-income apartment houses, well- 
rented office buildings, retail property with choice occupancy, and industrial buildings 
and gas stations with national tenants under long-term leases. Motels, hotels, bowling 
alleys, theaters, nursing homes, and similar properties are considered risky because 
they are not actually realty investments. They involve the operation of a business 
on realty premises. It is true that the business may be thought of as the renting of 
bed space, alley space, motel unit space, or theater seat space, any of which can be 
compared with store, office, or apartment space; nevertheless, it is a highly special- 
ized form of operation. The returns should include a realty return, a business man- 
agement return, and an entrepreneurial risk return. (Kahn, Case, and Schimmel, Real 
Estate Appraisal and Investments.) 


The degree to which a structure is a special purpose building influences its 
investment attributes. Obviously, the greater number of uses to which a building 
may be put, the lower the investment risk. 


Market Trends. The investment quality of real estate is, of course, influenced 
by national business trends, regional economic developments, and especially the 
strength of the economic base of the area in which the property is located. 

Rights in some kinds of properties, such as office buildings, shopping centers, 
supermarkets, and industrial parks, are traded nationally, whereas other parcels 
of real estate are traded strictly within the immediate vicinity of the property. 
Whether the investment market is large or small, the fundamental strength of the 
property lies in the economic conditions in the area in which the property offers 
its services. 


Nature of Property Rights. The totality of rights in real property is repre- 
sented by fee ownership. However, the fee may be fractionalized, with many 
different strata of rights being involved in the accounting for the full ownership. 
The character of the rights held by a particular investor influences the risk 
characteristics of the investment. 

The safest realty investment, according to Kahn, Case, and Schimmel (Real 
Estate Appraisal and Investment), is the ownership of land under a large mod- 
ern building that is well designed and a proper improvement for the land. If the 
rent is not paid on the ground lease, the land owner typically has the right to 
acquire the building placed upon the land. Consequently, the builder and any 
mortgagees of the building will do everything possible to see that rent payments 
are made according to the lease. 

The most hazardous period for the owner of the leased land fee will be the 
period of construction until the building is rented. Usually the ground owner 
will require a security deposit and/or a completion bond to protect himself until 
the building is actually completed and rented. 

Prudently created first mortgages are another low-risk realty investment. 
Mortgage risks are generally related to the amount of equity of the borrower, 
the anticipated relationship of property net income to debt service, and the 
amount of the debt relative to the anticipated income and value stability of the 
property. In residential real estate, the ratio of the loan to the appraised value of 
the property is considered very important. In investment real estate, greater 
emphasis is put on the relationship between net property income and mortgage 
interest and amortization charges. Depending upon the expected stability of in- 
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come of the property, mortgage lenders may require a net earnings stream antici- 
pated to be from 14% to 2% times the annual debt charges. In the financing of 
shopping centers and office buildings, lenders sometimes limit a loan to a magni- 
tude that will permit the debt service to be covered from the rents paid by the 
principal tenants (those with the highest credit ratings) less operating expenses 
for the entire project. 

Although loan-to-value ratios are also given consideration on loans to invest- 
ment property, the loan-to-value test is not nearly as significant as the income- 
to-debt service test. In fact, the two relationships are interrelated since the 
value of investment property is usually determined from anticipated property 
net income. 


FINANCING ARRANGEMENTS. The investment character of a fee in- 
terest in improved property is directly related to the financial obligations in- 
volved. A leaseholder’s interest may have risk characteristics comparable to 
those of a fee holder, depending upon the position of the leasehold and whether 
or not the leaseholder is an investor in improvements. The greater the number 
of mortgage commitments and subleases a leaseholder has, the greater the risks 
of the leasehold position tend to be. 


Influence of Leverage. The amount of leverage involved in either a fee or a 
leasehold situation may be a factor that, determines whether a particular pro- 
gram represents an investment or a speculation. An example taken from Kahn, 
Case, and Schimmel (Real Estate Appraisal and Investment), illustrates the 
hazards and advantages of leverage. 


A property was purchased, free and clear, for $80,000, and there is a net return, 
before depreciation, of $10,000, or 1244 per cent. 

A $50,000 first mortgage is placed against the realty, with annual payments of 
$3,750 including interest charges of 54% per cent. The net cash flow is reduced to 
$6,250, but now the owner’s cash investment is reduced to $30,000. The return is now 
°20.8 per cent. 

If he now obtains $15,000 against a second mortgage and pays $1,650 per annum, 
including 8 per cent interest, the net cash flow is reduced to $4,600 but he will only 
have an investment of $15,000 and the return will be over 30 per cent. 

These mortgages are not obtained without cost, and this will reduce the return to 
the investor, for his investment will be somewhat higher than that stated in this 
example. However, the results will be nearly as effective as shown. 

The investor who has $80,000 cash can repeat this same process in the purchase of 
about five properties, and, instead of being satisfied with a cash flow of $10,000, he 
will actually have about $23,000. In addition, amortization is the repayment of the 
mortgage indebtedness, and he will be increasing his portion of the property owner- 
ship with each payment. He will also be able to reduce his income-tax lability be- 
_ cause the mortgage interest is an expense against his earnings. 

Obviously, such a fine situation must also have some negative factors. First of all, 
it must be understood that the mortgage interest rate on the first mortgage was stated 
to be 5% per cent and that on the second mortgage, 8 per cent. Why are these 
mortgage investors willing to take a lower return than the over-all rate of 12% per 
cent available to the realty? The reason is obvious. They are taking the safer por- 
tion of the investment. 

Property values would have to decline more than 33% per cent before it would be 
possible for the first mortgage holder to lose any of its money. (Since its mortgage is 
being decreased by the regular amortization payments, the actual decrease in value 
would have to be greater.) Even then, only a portion of its investment would be lost. 
However, a loss in value of 20 per cent would wipe out the property owner com- 
pletely, and the second mortgagee would lose a little, unless the amortization had 


reduced the mortgage sufficiently. 
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Another way of showing this is to indicate that, before mortgage financing, $10,000 
a year was available to the owner but that, after the two mortgages were placed 
against it, debt charges totaled $5,400, leaving only $4,600 to the owner. Now let us 
suppose that a combination of a rent loss and an operating increase occurred. A 
total income loss of $5,000 would leave the property owner with a deficit of $400. He 
would, therefore, have to pay to own this realty. He would have a negative return on 
his investment. If he had not mortgaged the realty, his return would still be $5,000 
on an $80,000 investment, or over 6 per cent. 

The speculative investor can also show that a $5,000 increase in rental return would 
give the free and clear investor $15,000 net income on an $80,000 investment, or a 
return of a bit under 19 per cent, while, with the mortgages stated above, the thin 
equity holder would have a return of $9,600 on an investment of $15,000, or 64 per 
cent. 

The figures given in this example are not indicative of market conditions affecting 
any particular investment but are offered to indicate clearly potentialities of leverage. 
Typically, the most skilled professional investors utilize this system. They have even 
devised additional methods of investing and applying leverage by separating the fee 
from the leasehold and also trading in leasehold positions. 


Depreciation and Tax Factors. The investment characteristics of the equity 
position in a high leverage situation are strongly influenced by the relationship 
of principal repayments on a mortgage and depreciation allowances deductible 
from income subject to the Federal income tax. Real estate is sometimes thought 
of as a tax shelter because of the depreciation allowances, but the tax allowances 
are not without disadvantages. 

Suppose that an investor acquired a property at a market price of $250,000, 
with a first mortgage for $170,000, having annual mortgage payments of $12,000. 
The investor chose to depreciate his property for Federal income tax purposes 
over a period of 3343 years on the declining-balance method, which allows de- 
preciation to be 200% of that which would be allowed under the straight-line 
method of depreciation. Suppose in this instance that the depreciable part of the 
investment—the building—represented $200,000. Further assume that the annual 
net income from the property remains stable at $15,000 and that the first year’s 
mortgage payment of $12,000 consists of $8,400 interest and $3,600 principal. 
On the basis of a 33%-year life, the depreciation allowance would be 6% of 
$200,000, or $12,000; the second year, 6% of $188,000, or $11,280; the third 
year, 6% of $176,720, or about $10,603; and so on. Exhibit 1 shows the cash 
flow and the income tax liability at the end of the first year. 


Exhibit 1 
Net Income, from Property. Abe eee eee eee $15,000 
Mortgage Payment 
Interest | n:,7.e te eo. 2 Se eee ee $8,400 
Principal ©. Page, S208, Oe GEN ari. Meee 3,600 
12,000 
Cashin. Hand... tient ned So ae $ 3,000 
Income Tax Liability 
Income! 25. cua oe Ghee acs Le ee $15,000 
IhesssDepreciationuerecn uit ace ae $12,000 
Interest von Mortgages. 42 014s 8.400 20,400 
TAXABLE INCOME $—5,400 


Thus, at the end of the first year the investor has cash in hand of $3,000 that 


is not subject to an income tax liability, and a tax offset against other income of 
$5,400. 
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The investor’s position will be reversed in some future year. Assume that the 
$15,000 net imcome continues and that at some point the division between prin- 
cipal and interest in the mortgage payment is reversed, with interest amounting 
to $3,600 and principal, $8,400. Inasmuch as the depreciation allowance con- 
tinues at 6% of a declining amount, it declines each year. Assume that in the 
year under consideration it has fallen to $2,400. Exhibit 2 shows the cash flow 
and the taxable income in the assumed year. 


Exhibit 2 
INET MuCOMmen Tome Lroperty, setter en aac ete $15,000 
Mortgage Payment 
Interest See perience eee porn nite MRT TEASED Sei 88 2 $3,600 
I ATOVOTHOR NIL Sencar nn See 8 SGML cement ae MEERA ater 8,400 
12,000 
SFIS) ON) DULG a> she mente Oy peng eo btenn oer es SAE A DA $ 3,000 
Income Tax Liability 
MMCOM ey, ee oe AT. TOSI. See tea net) $15,000 
WesstrDepreciationw meager e. ate ee ei aeeere.. $2,400 
TTERESTIP eet eee eT Nera et ke SL Te otters ees Bee 3,600 
6,000 
axablewlncomels. .ta trees wut hn: , ee, $ 9,000 
Cash Available from Investment .................. $ 3,000 


The taxable income to the investor is $9,000, whereas cash available is only 
$3,000. If the investor is in a 30% or higher tax bracket, his cash flow from the 
project will no more than equal and possibly be less than the tax due. 

In addition to the declining balance method of depreciation, the Internal 
Revenue Service permits the sum-of-the-digits approach. By assuming that the 
anticipated life of the property is 10 years, an investor would determine the sum 
of the integers from 1 through 10 (total: 55). The depreciation for the first year 
would be.10/55 of the depreciable investment, in the second year 9/55, and so on. 

The rapid depreciation plans, if used wisely, can give a high-leverage investor 
an unusually large return on his equity. It is not uncommon for an investor 
using a rapid write-off plan to dispose of the property when the depreciation 
allowance approximately equals the principal repayment portion of the mortgage 
loan. The differential between the sales price and the undepreciated balance of 
the investment in the property would be treated as a capital gain or loss. 


REAL ESTATE VALUATION. Appraisals made for mortgage lenders 
differ little from analyses made for equity investors. The mortgage lender seeks 
- to determine the probability that the debt will be satisfied according to schedule 
and that, in the event of default, the property value will be large enough to cover 
the outstanding loan balance. The equity investor seeks essentially the same 
information since the probable rate of return on his equity is closely related to 
the value of the property and the mortgage terms. He is also interested in de- 
preciation allowances, in the property’s value stability, and especially in the 
prospects for capital gains. 

Three standard approaches to value analysis are in use: (1) market com- 
parison, (2) income capitalization, and (3) cost of replacement. Each of the 
methods seeks to determine the present worth of the future benefits to be de- 
rived from the property. It is rare that data are available that permit the satis- 
factory use of all three methods in a single value analysis. 


26-26 REAL ESTATE FINANCE 


Market Comparison Approach. Whenever a property is of a type actually 
traded in the real estate markets, the appraiser or analyst will endeavor to 
ascertain what the consensus of the market would be as to the present worth of 
the future benefits of the subject property, as determined by what. has been paid 
for similar properties. The basic technique of the market comparison method is 
to find evidence of sales of properties that took place under market conditions 
comparable to those at the given time. The comparison units should be proper- 
ties with physical, legal, environmental, and financing characteristics similar to 
those of the property being evaluated. To find truly comparable situations is the 
most difficult part of market comparison appraising. This method is used in the 
valuation of all kinds of property and is employed whenever possible, even 
though other appraisal methods may also be used in the analysis. 


Income Capitalization Analysis. The capitalization of income approach is 
used whenever it is possible to estimate the net income stream of the property. 
The value analysis of investment property almost always involves income capl- 
talization appraising. The basic objective is to estimate a reasonable net income 
stream for the economic life of the property and to translate this into a present 
worth estimate, frequently through the use of annuity factors. This requires 
estimating the remaining economic life of the property, gross income potentials, 
and probable operating expenses. 

Market comparison techniques also come into play in the income capitalization 
analysis, since the process involves the application of appropriate capitalization 
rates to the projected net income. The rates selected must be close to those 
being earned by investors in properties of comparable risks. 


Cost of Replacement Approach. Certain kinds of real property are not read- 
ily traded in the market and produce no measurable money income. Ordinarily, 
special purpose amenity producing properties are valued or analyzed on a cost 
of replacement basis. In an effort to determine the value of a nonmarket, non- 
income-producing property, the question is posed: What would it cost to replace 
the present property with a newly created unit of real estate that would offer a 
totality of future services similar to those of the property under consideration? 

Since a new structure would embody technological advances in the given field, 
the analysis technique is divided essentially into two parts: (1) estimation of 
the cost to replace the subject structure with new facilities that would render 
comparable services, and (2) measurement of the differences in productivity be- 
tween the subject property and the hypothetical replacement. In other words, 
the estimated cost must reflect the productivity differences between the real 
subject and the compared replacement. The differential is called depreciation or 
penalty, so that the method of valuation is called either the “replacement cost 
less depreciation” method or the “penalized cost of replacement” approach. 

The replacement cost method is extremely difficult to employ and is used in- 
frequently. Cost estimates made without regard to depreciation or penalties are 
commonly used in investment program analysis. (See Kahn, Case, and Schimmel, 
Real Estate Appraisal and Investment.) 


Financing Selected Real Estate Projects 


SALES AND LEASEBACKS. A sale and leaseback arrangement is one in 
which the owner of real estate sells it to an investor under an agreement in which 
the seller leases the property for a stipulated period. Properties most often in- 
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volved in sales and leasebacks are office buildings, retail outlets, shopping centers, 
and industrial properties. 

Occasionally, an apartment building is involved in a sale and leaseback trans- 
action. The investor is frequently a life insurance company or a university 
endowment fund. The transaction usually involves either fully developed prop- 
erty, or vacant land sold to an investor who agrees to build a structure according 
to the specifications of the leaseback tenant. 

Sales and leasebacks became popular during the late 1940’s and have been used 
extensively in the post-World War II plant expansion and real estate investment 
booms. They have been favored by industrial companies that desire to improve 
their working capital position by recapturing their investment in real estate. 
Inasmuch as rent is deductible for income tax purposes when a, lease involves 
property used for business or investment, some companies sell their property and 
lease it back in order to improve their current operating position. 

Financial institutions and endowment funds investing in leasebacks have 
considerable leeway with respect to the terms and have been able to effect ad- 
vantageous deals. The transactions usually involve large sums of money and 
therefore relatively low investment management costs. The leaseback tenants 
are typically highly rated corporations with great financial strength. The pur- 
chaser is also in a position to realize gains from capital appreciation, should such 
occur. Most institutional investors acquiring leasebacks recover their invest- 
ment in the property during the first term of the lease unless the term is unusu- 
ally short so that the residual value of the property will be unusually high. 

Sale and leaseback transactions, although conceptually simple, may be very 
complicated in detail, especially if they involve the construction of a building 
to meet the needs of a particular user. The leases are typically written for terms 
of 21 to 25 years, with renewal periods that will give the selling corporation the 
right to use the property for varying periods, but frequently as long as 100 years. 

The price at which the property is sold to an institutional investor is not nec- 

-essarily the same as the current market price. The purchaser might be willing 
to pay a premium price that would be reflected in the higher rents received under 
the lease. The selling corporation, in turn, would have a gain taxable at capital 
gains rates while the higher rents would be tax-deductible as operating expenses. 

There is no standard relationship between interest rates charged on mort- 
gages and yields required on sale and leaseback transactions. According to Ricks 
(Research Report 23), the yields required on leaseback versus mortgages differ 
among insurance companies depending on the standards they set up for lease- 
backs and their investment objectives. In instances where the company looks 
upon the deal as a partial inflation hedge, the leaseback yield may be lower than 
mortgage rates. 


Illustration of a Sale and Leaseback. Kahn, Case, and Schimmel (Real 
Estate Appraisal and Investment) describe the essentials of a sale and leaseback 
transaction, involving a well-known multitenant office building sold to and 
leased back from a life insurance company: 


A group of investors purchased the property at an all-cash price of $8,750,000 and 
simultaneously sold it to the insurance company for $7,000,000. The investors also 
had to invest approximately $250,000 additional cash for working capital and organiza- 
tional cost. They also had to borrow funds from a bank for building modernization. 

The lease rental was $525,000 for ten years and $456,000 for about fourteen years. 
It can be seen that the insurance company’s return, on the $7,000,000, was 7% per 
cent for the initial period and then was reduced to about 6% per cent. This income 
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is completely net to the insurance company, with the operating group paying all 
charges against the realty. However, the imsurance company did not consider the 
rental to be all income. As is usually done, it credited part to interest income and 
the balance to working off the investment. 

The lease called for three twenty-one-year renewal terms at a rental of $210,000 
each. At the end of the three renewal terms, the realty became the unencumbered 
property of the insurance company. 

The insurance company received a very advantageous deal that has worked out 
very well. The tenant-investors have also done very well. Their financing was in a 
larger amount than is available in normal mortgage financing. In addition, the 
entire rental payment was tax-deductible. They were also able to use the difference 
between the original cost and the sales price (about $2,000,000) as a tax base for the 
leasehold investment. Naturally, they were not entitled to normal building deprecia- 
tion, as the building was insurance-company property. However, all leasehold im- 
provements could be written off during the term of the original twenty-four-year 
lease. j; 


OFFICE BUILDINGS. The corporate symbol office building has become 
prominent in recent years with the construction of the New York office buildings 
of Seagram’s, Lever Brothers, and Union Carbide; the Inland Steel Building im 
Chicago; and the Humble Oil Building in Houston. Insurance companies have 
also built notable office buildings carrying the company names. Although the 
prestige buildings attract the most public attention, the greater part of office 
space, however, is in the competitive rental buildings in which the principal tenant 
may occupy 380% or less of the building space. It is not unusual for a multi- 
tenant building to carry the name of the chief tenant if that company occupies 
as much as 25 to 30% of the space. Quite often it is the completion of a lease 
with an A.A.A. tenant for 25 to 30% of the building space that allows the 
project developer to proceed with the program. 

The value of an office building is, of course, dependent upon the net earnings 
available to cover debt service and returns on the equity. The greater the share 
of the building space under quality leases, the easier the financing is. 


The Competitive Office Building. The competitive office building can be 
found both in central business districts and in outlying shopping centers and 
commercial clusters. The smaller the community, the more likely the building is 
part of a structure in which the principal occupant is a bank, a department 
store, or a specialized retail outlet. 

Kahn, Case, and Schimmel describe commercial office buildings as follows 
(Real Estate Appraisal and Investment) : 


The commercial rental buildings will be created for main, regional, or local offices 
of commercial firms; service organizations such as insurance companies, realtors, and 
accountants; legal, medical, and dental offices; and some sales and showrooms. 

In larger communities, buildings will be created to serve specific groups. In a city 
like Chicago or New York, separate office and showroom buildings tend to be centers 
for such specialized tenants as lawyers; realtors; toy showrooms; shippers; boys’ or 
men’s clothiers; buyers’ offices; manufacturers of cotton, woolen, or silk textiles; 
securities dealers; insurance agents or companies; produce dealers (with different 
buildings for different types of products) ; advertisers; furniture companies; fine-arts 
dealers; dealers in gifts; and numerous other categories. Furthermore, certain build- 
ings will cater to one type of merchandise within a specific price range. 

Buildings which become highly specialized can often retain their economic strength 
for a longer period than either the age of the structure or the suitability of the 
neighborhood might indicate. This is due to the benefits of the business being con- 


centrated under one roof. In this way, the firm’s customers find it easier to deal 
with it. 
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Commercial office buildings in the United States are sometimes divided into 
two classes: those built and occupied before 1932, and those constructed since 
1947. The post-World War II office boom started in New York in 1947 with the 
conversion of apartments to office buildings. By the mid-1950’s, office develop- 
ments were going on in all major United States cities. 

The older class of office buildings were often financed with mortgage bonds 
and multiple traditional mortgages, frequently with a very small equity base, 
narrowly held. The postwar speculative buildings have been financed for the 
most part with mortgage loans from insurance companies that run for 20 to 25 
years and are based upon the credit strength of tenants who have signed long- 
term leases. Construction money is usually dependent on a mortgage loan com- 
mitment, but in some instances builders have been able to finance construction 
on the basis of a lease commitment from a principal high-credit tenant. 

The speculative office building is one in which there is likely to be not only 
high capital but also high operating leverage. The operating expenses of an 
office building, including management and administration but excluding financial 
charges, may range from 40 to 60% of the total rent collections. The expenses 
for a given building tend to be relatively stable so that a rise in gross collections, 
either from rent increases or a reduction in vacancies, tends to exceed the rate of 
increase in operating expenses. Accordingly, net income available to equity 
holders will expand more than proportionately with the increases in gross revenue. 

The breakdown of expenses varies widely from building to building. The 
summary on page 30 of a recent financial statement for a 21-story office build- 
ing built in the 1920’s in a choice location in New York, with about 330,000 
square feet of rentable space, manually operated elevators, and almost complete 
air conditioning composed of several systems, is representative of office building 
accounts. 


Professional Buildings. Since the end of World War II, the relatively small 
_ professional office building has become prominent. Medical-dental buildings in 
particular have been developed outside of central business districts in many 
cities. 

The medical-dental buildings are often owned by the building’s tenants. Such 
buildings are expensive to construct and operating costs are typically high. Ac- 
cordingly, investment in them may be advantageous to a tenant-owner but not 
necessarily attractive to an outside investor. 

The professional building is typically financed by an amortized mortgage loan. 
The mortgages usually require that leases be arranged in advance, and they gen- 
erally favor situations where owner-investors are also tenants. 


Shopping Centers. A few shopping centers were developed in outlying areas 
prior to World War II, but the real boom occurred between 1947 and 1960. So 
many centers were developed in the latter part of the 1950’s that in metropolitan 
areas the keenest competition was not so much between the shopping centers 
and downtown areas as among the new shopping centers themselves. 

Insurance companies have been the principal investors in shopping centers, 
although all types of institutional lenders and endowment funds have supplied 
mortgage loans to developers. The demise of a few centers and the poor financial 
performance of many others have led mortgage lenders to be increasingly severe 
in providing financing. 

A long-term mortgage commitment is the key to the development. Mort- 
gage lenders typically require center developers to have signed leases with major 
tenants with suitable credit ratings and to have a sufficient number of these 
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INCOME 


(Per Square Foot per Annum) 


Basic rent collections = $5 05 
Store overage = 22 
Total collections = $5.27 = 100% 
Expenses 
Operating = $ 92 
Repairs and maintenance = ‘14 
Taxes and insurance = 1.01 
Management and administration = ae 
$2.31 = 44% 
Tenant and building alterations = $ 14 
$2.45 = 46% 
Net income free and clear = $2.82 = 54% 


EXPENSE BREAKDOWN 
(Per Square Foot per Annum) 


Fixed Charges 


Real estate taxes = $.96 
General insurance = 048 
(net including employees) 


Operating Expenses 


Payroll = Hf} 
Payroll surcharges = 07 
Heat = 08 
Miscellaneous = .06 


Repair and Maintenance 


Supplies = 03 
Painting = 05 
Repairs = 06 
Management and Administration 
Management commissions = 08 
Leasing commissions, averaged = hs 
Legal, accounting, advertising, 
administration, etc. = 07 


leases so that the income from the principal tenants alone could cover operating 
expenses and debt service. The principal tenants are usually a department store, 
a variety store, or a supermarket, depending upon the size of the center. 

Loan terms are ordinarily for 15 to 20 and sometimes 25 years. Although the 
relationship between projected earnings and debt service is the key factor, the 
loan-to-value ratio test is also important. The shopping center loan is rarely for 
more than 65 to 70% of the appraised value of the property. 

Several factors present difficulties for shopping center development and 
financing. It is now almost impossible to find a site that is not already within 
the trading area of an existing center or will probably not be encroached upon 
by another newly developed center. Since the financing is so dependent upon 
anticipation of good tenants with high credit standings, the first-rate tenants are 
actively sought and are ordinarily in a position to bargain to their advantage. 
Many center developers have given break-even arrangements or even subsidized 
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positions to attract name tenants, only to discover that other tenants could not 
be attracted on less favorable terms—or, even worse, that the small tenants 
could not generate sufficient sales to produce enough rent to cover operating ex- 
penses, debt service, and a return on the equity. 

_The following are the principal investment criteria used in evaluating a shop- 
ping center. (See Kahn, Case, and Schimmel, Real Estate Appraisal and In- 
vestment.) 


1. Mortgage lenders will expect about 70% of the rental income of the center to 
be derived from tenants having a net worth of over $1,000,000. The income 
from the prime tenants alone must be sufficient to meet operating expenses, 
real estate taxes, and debt charges. Only minimum guaranteed rents are 
included in the calculation. Lenders typically will not include in a mortgage 
analysis projected rents over and above the minimum guarantee of a per- 
centage lease. 

2. The mortgage should have a maturity of not less than 10 years and preferably 
an amortization schedule of 15 to 20 years. 

3. While secondary financing with junior mortgages is common in shopping cen- 
ter projects, junior financing should be avoided whenever possible. 

4. A complete analysis of the shopping center market and its growth potential 
are prerequisites to investment. The long-run potential for gross sales in- 
creases and, therefore, rent increases from percentage leases should be de- 
termined. 

5. Equity investors in shopping centers ordinarily expect a return on equity of 
from 10-12% to 18-20%. 


A Shopping Center Case Analysis. The following review of a shopping cen- 
ter investment is adapted from Kahn, Case, and Schimmel (Real Estate Appraisal 
and Investment). This midwestern shopping center is well located, with access 
on two roads. It covers 35 acres on the fringe of a large city and in a residential 
growth area. 

The center was built with 175,000 square feet of ground floor stores and an- 
other 70,000 square feet of basement and mezzanine. The development costs 
included land and improvements, $105,000; parking lot, $275,000; buildings, 
$2,662,000; leasehold improvements for tenants, $187,000; total, $3,229,000. 

The development costs represent about $16 per square foot of ground floor 
area for buildings (including tenant improvements) and about $1.60 per square 
foot for parking lot improvements. Land costs were 60 cents per square foot. 
The total project thus cost about $18.20 per square foot of ground floor area. 

Income and expense data for 1961 are presented in Exhibit 3. 

The total income for the center in 1961 amounted to less than $2 per square 
foot of ground floor area. Rental income at the rate of $2.50 or more per square 
foot would be necessary to produce a minimum satisfactory return on the total 
investment in the center. The net operating income of about $228,000 is only 
about 7% return on the total capital investment of $3,229,000, well below the 
desired minimum, which is usually 12%. It must be noted that this return in- 
cludes depreciation and is before debt service. Moreover, $90,000 of the net 
operating income is based on tenant sales and is not a firm obligation. Finally, 
no allowance is made for possible vacancies. 

The developer obtained unusually favorable mortgage financing. In this in- 
stance the loan totaled $2,600,000, which represented about 80% of the total cost 
and over 90% of the estimated value of the center. (A mortgage loan on a center 
ordinarily would not exceed two-thirds of value. The favorable loan was ap- 
parently available because 70% of the space was to be occupied by highly rated 
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EXHIBIT 3 
Income 
Guaranteed rental: 
Fixed, imimunt okt se cae ee ce cae cer See eee $249,060 
Straightepercenbage: Gao) mimpm UM) s see pes tees sehen 34,953 
Percentages excess) teres arse rie eto Tore reer 55,189 
Uitilitiesand! maintenance aaa artes 4,156 
Taxes ANd ANSUTANCE <2. fo5 4 eet eee ee eee nae 1,844 
(OA a\ =) gee Weil cca Sheree tener Runes cod eoN GeO __ 1,629 
Total Sin Ome ee ccs ecoe coker anes es ooo eee aoa $346,800 * 
Expenses—Operating 
Advertisme! Sete oie PO. TUE reed ten reat raat ae eee ees $ 3,600 
Measing’ commissions eae eee oc ce eco eeee 959 
TASUPANCEs sie avila orca Reins One Ree Pea De Cee rere 10,223 
Janitors’ salanies?% 44 ees. Boh Bee ae) eens © ae ee eae 3,930 
Janitors’ supplies... scac seh 5e one Ate ee oe eae 27 
Management fee paid local representative ................. 8,596 
Repairs and maintenance: 
Binldings ot 2) See Se Perch e aM semteees eee. Lee eres 2,248 
Parking lot. 22.38 eee AE ee etre he Oe on 642 
Utilities VO Pe SL PN EE, IS, Shae eee 5,179 
Taxes: 
Property S00. ee ee eee), Be $76,863 
State income: tax... acueten neeete eee 5,118 81,981 
Lidgal and audite ce. cee cree tere one ee eee ee 1,778 
Total cash operating Expenseses meee e eee $119,100 * 
Net operating income (before capital charges and depreciation) . $227,700 
Capital Charges 
Interest: OM Mortgage: eset ee en ene eee CE $123 888 
AMOrtiIZatloneOl MOntCaces menses ni eer ent ieee ene 66,752 
$190,640 
Net income to equity (before depreciation): ................ $ 37,000 


* Note: Last two figures have been dropped in income and expense totals. 


tenants.) The operating costs for the center are about 68 cents per square foot 
of ground floor space, of which 44 cents are for real estate taxes and 24 cents for 
general operation. The $3,600 spent for advertising is abnormally low for a 
center of this size. It would not be unusual to see an annual expenditure for 
advertising for this type of center of at least $20,000 per year. The low promo- 
tional budget was probably a factor in the relatively small rental income. 

At this time the mortgage had been paid down to about $2,230,000. If an 
investor were interested in buying this shopping center to earn at a rate of about 
12% on his investment, he would pay no more than about $300,000 above the 


$37,000 ‘ : : 
mortgage ee . This would bring the total price to about $2,500,000, 


which is approximately $700,000 less than the original investment in the center. 
On this basis the developer would suffer a substantial loss. 
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seCTION D/ 


MATHEMATICS OF FINANCE 


Types of Interest 


DEFINITIONS. Interest is ordinarily defined as consideration paid for the 
use of money. To the borrower it represents the cost of the loan, to the lender it 
is a source of income. The amount of interest depends on three factors: 


1. Principal. 
2. Rate. 
3.) lume: 


Principal. The principal is any sum of money upon which interest is to be 
computed. It may represent invested capital, as in the instance of partnership 
equities, or a loan in the form of notes or the more formal bond indentures. 


Rate. The interest rate is usually expressed as a percentage of the principal 
per unit of time; for example, 4% per annum, 3% semi-annually, ete. 


Time. The time refers to the period for which interest is to be calculated. 
Unless otherwise stated, interest formulas use the year as a unit. 


BASIC TYPES OF INTEREST. There are two basic types of interest, 
simple and compound. These may be represented as follows: 


1. Simple interest. 
a. Ordinary. 
b. Exact—commercial practice. 
c. Exact—government securities. 
2. Compound. 


Simple interest refers to interest that is always computed on the original prin- 
cipal. If the interest is not paid when due, it is not added to the principal. Thus 
the amount of interest is always proportional to the time. 

Ordinary interest represents a type of simple interest computed on a 360-day 
year, commonly referred to as the commercial year. Under this method the 
year is divided into 12 months of 30 days each. Although the method is used in 
many commercial transactions, modifications are often introduced. For example, 
in discounting commercial paper, ordinary interest is calculated, but it is based 
upon the exact number of days in the discount period. 

Exact interest is interest based on a 365-day year, or 366 days in leap years. 
It is generally employed by banks in allowing interest on daily balances, also in 
governmental calculations other than interest on government securities. In the 
latter instance special tables are available from which the accrued interest may be 


read. 
Compound Interest. See presentation later in this Section (pages 20-29). 
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COMPUTING ELAPSED TIME IN DAYS. The most common method 
in computing the number of days between two dates is either to include the first 
day and exclude the last or vice versa. Thus, to find the number of days between 
July 12 and October 23, proceed as follows: 

Excluding July 12, there are in 


ASOD geen are a eee en PER clorioeen MoRince b-oickS O10 19 days 
iAucuste cm 2 Pacis oe een 31 days 
September Mi. i L258... Nas cairn ob eonedtt teeta Sia 30 days 
QCbODED | 6 visss clersrousdesoes oa soe oe eee oe 23 days 

TOG Seis Sante eee fhe te eee ere 103 days 


Use of Tables. Figure 1 shows a convenient table for use in computing the 
elapsed number of days. The days in the calendar, beginning with January 1, 
are numbered consecutively from 1 to 365. Hence, to find the number of days 


NUMBER oF EKACH DAY OF YEAR FROM JANUARY 1 


Days | Jan. Feb. Mar. Apr. May June/July Aug. Sep. Oct. Nov. Dec. 


1 1 32 60 91 121 152 | 182 213 - 244 274 - 305.) 335 
2 2 33 61 92 122 153" | 183° 214 245" 275) 306 336 
3 3 34 62 93 123 154/184 215 246 276 307 337 
4 4 35 63 94 124 155 | 185 216 247 277 308 338 

5 5 36 64 95 125 156) 186 217 248 278 309 339 
6 6 37 65 96am 126 Vilo7 Si 2iSsei249 279 310 340 
7 7 38 66 97 127 158 | 188 219) 200 280 moll 341 
8 8 39 67 98 128° 159 | 189 220 251 281 312 342 
9 9 40 68 CE) AY) 160) 1905) 221 252 282 313 343 
10 10 4] 69 100 130 =©161 | 191 222 253 «6283 33140 33.44 
1 ve 42 70 101 131 162 | 192 223 254 284 315 345 
12 12 43 7p 102 132 163, |, 193) 224 2255) 285 BGR os6 
13 13 44 T2103 “133 164 S|S1948. 5225 SD56Gee 286 & SIF 347 
14 14 45 73 104 1384 165, | 95 22649 257, 287 = 318 348 
15 15 46 74 105 135 166)196 227 258 288 319 349 
16 16 47 75 106 136 167 | 197 228 259 289 320 350 
17 17 48 16m LOT Vie 168' | 198 229) 260) 290m set 351 
18 18 49 77 108 =138 169) (1992302 Ol 291 322, 352 
19 19 50 78 109 139 L7i0)|S2005 5 23% 262 292 323 353 
20 20 51 79 110 140 yA i ADIL 232-263. 293-324 = 3354 
21 21 52 80 =61ll 141 172° | 202," 233) 92647 129432555 S55 
22 22 53 81 112 142 173, | 203 234 265 295 326 356 
23 23 54 82. 113° «148 174) | 2045992355 ~§2667 82961 91327 357 
24 24 55 83 114 144 LTO 205 05 23600 267 eel 328 358 
25 25 56 84 115 145 176 | 206 237 268 298 329 359 
26 26 57 85 116 4146. 77 207 2385 269 299s 330n oO 
27 27 58 SOr wl 1a V7 Sale 08 eS oe OMe O OMe 361 
28 28 59 87 118 148 79} | 8209 eee 240 eel 301 332 362 
29 29 5d 88 119 149 180 | 210 241 22) S02. e835 9) 305 
30 30 sic 89 120 150 181) 211 242 273 303 334 #« #364 
31 31 ve 90 gat 151 wesg |) Sle to ces 304 ees 365 


* For leap years the number of the day is one greater than the tabulated number after February 28. 


Fig. 1. The number of each day of the year counting from January 1. 


between any two calendar dates, simply look up in the table the numbers corre- 
sponding to these dates and subtract the lower from the higher. The illustra- 
tions below are taken from Lang and Schlauch (Tables for Mathematics of 
Business and Finance). 
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Example 1. Find the elapsed time from May 14 to September 22. From Fig. 1, 
September 22 


SU a LMS ARTENTOEE. Ce ects Geese 265 days 
IA a IAIN See ath ar Oe nn ae ee eee Se 134 days 
Hla Se stint 6 MR acc i toi ek eee 131 days 


Example 2. Find the elapsed time from October 28, 1963, to March 10, 1964. 
From October 28 to the end of the year, there are 


365 — 301 = 64 days 
From December 31 to March 10 (adding an extra 
day, because 1964 is a leap year) = 70 days 


Elapsed time . = 134 days 


_ The table shown in Fig. 2 represents another method for figuring elapsed 
time that is sometimes more convenient. The table shows the number of days 


From 
Any 
Day 
of |Jan.| Feb.|Mar.| Apr.| May|June| July|Aug.|Sept.| Oct.| Nov.| Dec. 


To the Same Day of the Next 


Jan..| 365 31 59 90 | 120 | 151 | 181 | 212 | 243 | 273 | 304 | 334 
Feb..| 334 | 365 28 59 89 | 120 | 150 | 181 | 212 | 242 | 273 | 303 
Mar.| 306 | 337 | 365 31 61 92 | 122 | 153 | 184 | 214 | 245 | 275 
Apr..| 275 | 306 | 334 | 365 30 61 91 | 122 | 153 | 183.) 214 | 244 
May.| 245 | 276 | 304 | 335 | 365 30 61 92 | 123 | 153 | 184 | 214 
June} 214 | 245 | 273 | 304 | 334 | 365 30 61 92 ) 122 | 153 | 183 
July.| 184 | 215 | 243 | 274 | 304 | 335 | 365 31 62 92° |. 123 | 153 
Aug.| 153 | 184 | 212 | 248 | 273 | 304 | 334 | 365 31 61 92 | 122 
Sept.| 122 | 153 | 181 | 212 | 242 | 273 | 303 | 334 | 365 30 61 91 
Oct 92 | 123 | 151 | 182 | 212 | 243 | 273 | 304 | 335 | 365 31 61 


Nov.| 61 92 | 120 | 151 | 181 | 212 | 242 | 273 | 304 | 334 | 365 30 
Dec.| 31 62 90 | 121 | 151 | 182 | 212 | 243 | 274 | 304 | 335 365 | 


Fig. 2. Exact number of days in loan period. 


between any day of one month to the same day in another month. Using the 
same illustrations as above, the following calculations show how the method 
works. 


Example 1. Using Fig. 2, find May in the left-hand column and follow it across 
the page to the column headed September; the number is 123. This means that 


From May 14 to September 14 represents .............. 123 days 
rom ‘seprember, J4acon 22) equalsie eae recto. co = __8 days 
FS VAD SEC xti10 Cippare tags gates Re oss nane a see nti, sla e os 131 days 


Example 2. In Fig. 2 follow the October line across the page to the March column. 
The table reads 151, meaning that from October 28, 1963, to March 28 of the next 
year equals 151 days. Since 1964 is a leap year and the time interval contains Feb- 
ruary 29, 


@nerday issadcded. nesUlbuaemi ela mee eer icicle ofousio ke 152 days 
Next, count back from March 28 to March 10 .......... _18 days 
lDevorsel “ah soe cedo cea coats ib5bs 6uann boa be Mone owe 134 days 


Accruing Interest on Bonds. See discussion later in this Section under “Bond 
Valuation.” 
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Ordinary Interest 


BASIC FORMULA. Ordinary interest is the product of the principal, the 
rate, and the time: 
4= prt 
where 2 = Amount of interest 
p = Principal 
r= Rate 
t = Time expressed in years 
For example, to find the ordinary interest on $12,148.72 for 153 days at 4% 
(per year), the formula yields: 
4 153 


12,148.72 X Too x 360 ~ $206.53 


This is the basic method, but for computation purposes it is somewhat awkward. 
Fortunately, a number of short-cuts are available. 


SHORT-CUT METHODS FOR COMPUTING ORDINARY INTER- 
EST. Interest rates of 4%, 444%, and 6% lend themselves to short-cut methods 
of computation. These consist of finding the number of days required to produce 
decimal equivalents of the principal. The decimals most commonly used are 1% 
and .1%, thus making computation possible through a mere shifting of the decimal 
point. The first step required is to divide the 360-day year by the given interest 
rate to determine the number of days required to produce 1%. Thus, 6% a year 
is equivalent to 1% in 60 days (i.e., 360 divided by 6), etc. The short-cut for- 
mulas may then be tabulated as follows: 


6%: 
For 60 days, point off two decimals in principal. 
For 6 days, point off three decimals in principal. 
For 1 day, point off three decimals and divide by 6. 


4IZ%: 

For 80 days, point off two decimals in principal. 

For 8 days, point off three decimals in principal. 

For 1 day, point off three decimals and divide by 8. 
4%: : 


For 90 days, point off two decimals in principal. 
For 9 days, point off three decimals in principal. 
For 1 day, point off three decimals and divide by 9. 


Examples. Find the interest on the following: Answer: 
1. $1,513.82 9 days 4% per annum $ 1.51 
2. $6,818.71 80 days 444% per annum $68.19 
3. $4,253.64 1 day 6% per annum Doe al 


BREAKING UP THE TIME ELEMENT. To find the interest for periods 
other than the key days mentioned above, the best procedure is to break up the 
time element so as to yield the key days or aliquot parts thereof. By an aliquot 
part is meant a fraction containing the number 1 in the numerator (e.g., one- 
third, one-fifth, etc.). The examples below serve to illustrate the method. 


Examples. Find the interest for the following: 


$1,628.39 at 6% for 72 days. 
$2,839.27 at 446% for 88 days. 
$3,102.15 at 4% for 140 days. 
. $2,825.17 at 444% for 23 days. 
. $4,031.73 at 6% for 53 days. 


RON 
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Solutions: 1, (80) GENS con sde vous $16.284 
12” Seat Tat-eee. 3.257 (1% of 60 days) 
TL, High bh iota $19.54 
2. 80 days i EY ae Ye $28 .393 
SE eee 2.839 (Ao of 80 days) 
BsniT), . ANOLE... $31.28 
ome JURday Sit See cee $31.022 
45 ‘ Seat SRE 15.511 (4% of 90 days) 
ee 5 eer is 1.723 (% of 45 days) 
Tay cemetery $48.26 
ae aye ee. $ 7.063 (14 of 80 days) 
2 eee 106 (40 of 20 days) 
feseG louse em Reece 353 (1% of 2 days) 
23 Sy ORR Fe $ 8.12 
Shales) Poh Cerna tee $20.159 (1% of 60 days) 
DO Sere re. 13.489 (% of 60 days) 
68 Be &, AGES... 2.016 (440 of 30 days) 
BRON. See a $35.61 


In those instances where the interest rates represent aliquot parts or mulziples 
of the basic rates, calculation is most easily effected by using the base rate and 
dividing or multiplying by the appropriate factor. 


Examples. Find ordinary interest on the following: 
1. $7,385.29 at 2% for 161 days. 
2. $6,428.17 at 3% for 117 days. 
3. $5,047.82 at 9% for 57 days. 


Solutions: 1. 4% Base: 
OOS days =... ease. $ 73.853 
aes << 54 <5 See de 24618 (4% of 90 days) 
S0r0fkS yovediecd ies 24618 (4% of 90 days) 
LO FA wel ebiiiee sett ocd 8.206 (4% of 30 days) 
WlAGAy eesti seed “4 821 (%o of 10 days) 
161 days at 4% ........ $132.116 
gaining 74itAl, ohT, eh $ 66.06 (14 of 4%) 
2. 6% Base: 
1200 Gay snes seetahet ees $128.563 (Twice 60 days) 
BS! tie telet ycevetot 3.214 (4% of 6 days) 
117 days at 6%......... $125.35 
3% $ 62.68 
3. 414% Base: 
ADMGAYS* ses te RO A $ 25.239 
Sage neh As. TOR LI 5.048 
Si osivih, brs soonin fo 5.048 
pels CaN Re ee ec ee 631 
57 days at 42% ...... $ 35.966 
OOS 5. YR AS $ 7193 (Twice 444%) 


ODD INTEREST RATES. Interest calculations other than those men- 
tioned above are best handled by assuming a convenient base and adding or 
subtracting the necessary fraction to yield the desired interest rate. Thus, if 
interest is to be calculated at 544%, proceed with a base of 6% and subtract 


1/12 of the total (44% equals 1/12 of 6%). 


27-6 


MATHEMATICS OF FINANCE 


Examples. Find ordinary interest on the following: 


1. $1,648.97 at 644% for 157 days. 
2. $1,642.83 at 444% for 13 days. 
3. $3,807.28 at 214% for 73 days. 


Solutions: 1. Base 6% 
120 days sinc oe aes: $32.979 
80: ccna eaters 8.245 
i ED cis sien Ae 1.649 
I Nadal te Si 88 Ses su RT D5 
TOC al OU cree $43.148 
Add V2 of 6% 3.596 
64% $46.74 

2. Base 4% 
Qu days enacd hee $ 1.643 
a eee er re 548 
taleh Made Sty ‘Gopi. 183 
BS (haben g.<. $ 2.374 
Add Y%e6 of 4% 148 
4X, Yo Suga 

3. Base 6% 
60' days’... spleen ae $38.073 
12” Shee eh ee on eo 7.615 
Sf Oh 6c 635 
93 “0 Ola U Go eee es $46.323 
3% $23.162 
Less ¥% of 3% 3.860 
244% $19.30 


(Twice 60 days) 
(4% of 60 days) 


(4% of 9 days) 
(% of 3 days) 


(4 of 60 days) 


(% of 6%) 


ONE-DAY RULE. Another short-cut method for calculating simple inter- 
est consists of multiplying the principal by the number of days and calculating 
interest for one day on the product. The basis for this method lies in the inter- 
change of principal and days. Thus the interest on $2,500 for 10 days is the 
same as the interest on $25,000 for 1 day. The latter principal is obtained by 
multiplying $2,500 by 10. This method is particularly apt where the number of 
days represents an aliquot part of 100 or 1,000. 


Examples. Find ordinary interest on the following: 


1. $2,439.55 at 316% for 125 days. 
2. $3,347.24 at 544% for 25 days. 


Solutions: 1. 8) 2439550 (125 = % of 1000) 
304943.75 Principal for 1 day 
$33.883 Interest for 1 day at 4% 
(Point off 3 places and divide by 9) 
—4 235 Less 44 of 4% 
$29.65 Interest at 344% 
2. 4) 334724 (25 = % of 100) 
83681 Principal for 1 day 
$13.947 Interest for 1 day at 6% 
18162 Less Yo of 6% 
$12.79 Interest at 544% 
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Exact Interest 


NATURE OF EXACT INTEREST. A given amount of principal earns in 
365 days as much exact interest as the same principal earns in 360 days at ordi- 
nary interest. For 360 days therefore the exact interest, is only 360/365 of the 
amount of ordinary interest. For practical purposes it is easier to compute ordi- 
nary interest first and then to adjust the result to get exact interest. 


Since 360/365 = 72/73 


it is evident that exact interest is 72/73 of ordinary interest; therefore to calcu- 
late exact interest, figure ordinary interest and subtract 1/73. 


Finding the Value of 1/73. After calculating ordinary interest, the quickest 
way to figure 1/73, according to Schlauch and Lang (Mathematics of Business 
and Finance) is by use of an empirical formula as follows: 

1. Take 1% of the figure representing ordinary interest. 

2. Add one-third of the above. 

3. Add one-tenth of Step 2. 

4. Add one-tenth of Step 3. 

5. The total of steps 1, 2, 3, 4 is an excellent approximation of 1/73. 

Example 1. Find the exact interest on $27,345.69 for 114 days at 314%. 

Ordinary interest, 4% Base: 


OO RdaySss «Ride oct. neh $273.457 
Sgt cae eer. tee 54691 (Twice 9, or % of 90) 
(GaP (Liana Roh eee Bhd te 18.230 (4% of 18) 
4073 ld. | Ama. pon...| ee $346 .378 
Less % of 4% 43.297 
34%, ordinary $303.081 
Less 1/73: 
1% $3.030 
1/3% 1.010 
101 
.010 eat lol 
Exact interest $298.93 


Example 2. Municipal taxes in the town of X are due November 1 and may be 
paid without penalty up to and including November 30. Thereafter an interest 
penalty is charged at 7% per annum from the first due date (November 1). For a 
tax bill of $4,850, find the total paid to the town, if payment is made on December 
11 of the same year. 


Solution: 
a. Elapsed time November 1 to December 11 (Fig. 1), 40 days 
b. Ordinary interest, 6% base 


SO. daysueresctukeniticcentedats $ 2425 (% of 60) 
OME ‘ho tepasii tenes seed 8.083 (4% of 30) 
AQ Tait O96 etree $ 32.333 
INGAItG OH Oo. Ha ant tee 5.389 
To, SOLGINaNy &. nae See eee $ 37722 
Wessk WATS te. SS. BL thane =i wily 
Hixact’ interest, 7% :....... $ 3721 
AmountMoii bill! ae eee oe 4,850.00 


Mpa ORid pied (hE. Sante $4,887.21 
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OPWONE 


6 
7 
8 
9 
0 


Fig. 3. Illustrative page of interest tables; exact interest on $100 of principal. 


Use of Exact Interest Tables. Figure 3 shows a page from a specially pre- 
pared exact interest table, taken from Schlauch and Lang (Mathematics of 
Business and Finance). The interest shown is for $100 of principal. By com- 
bining the number of days and interest rates, and adjusting for the principal, the 
interest on any amount for any number of days can be figured. 


Example. Find the exact interest on $5,732.48 for 163 days at 2%%. 
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Solution (Fig. 3): 


Total per 
Y% 1% 2% Hundred Dollars 
1O0™ CAV Sens tree aeeees 109589 219178 876712 
ne GAYS. he oir ics 002055 004110 016438 
168 bdaysh vedo 111644 223288 893150 $1.228082 


Interest on $5,732.48 is therefore 
57.3248 X 1.228082 = $70.40 


To shorten the work involved, expanded tables may be constructed showing 
exact Interest computations for a larger number of interest rates and a variety 
of principal amounts. 


INTEREST ON UNITED STATES GOVERNMENT SECURITIES. 
Interest on bonds or notes issued by the United States government is computed 
on the basis of exact interest for the exact number of days falling within the 
interest period. Figure 4 shows that the length of an interest period may vary 


Ending Dates Ordinary Year Leap Year 
Ueno ienayn Ime hes: 4 a haetionn aioe 184 184 
iebrianyel\ (Oreo)... neee rence 184 184 
March loop lr. deys8iat, leciats 181 182 
Aprile Lor Lb pnnart .tosase thy as 182 183 
IN eis trope ay stage ebkapteh screen en 181 182 
Al Rot avene 1 Toya yy gees ceacs caeeet Oa 182 183 
Oil vel gone) AeeRe ht + batt 181 182 
AU SUSt le OLS OAY 22 poten its 181 182 
September sO on ace eis. 184 184 
Octoberele Otel Ome .s.ereiia-m eae 183 183 
INoveniber LODO” meter ee 184 184 
December 71 0r°15'. 0. Po 183 183 


Fig. 4. Exact number of days in 6-month interest period. 


from 181 days to 184 days. Consequently a table may be constructed showing 
the daily accrual of interest based upon the varying lengths of the interest 
periods. Part of such a table is shown in Fig. 5. This table has been constructed 
to conform with rules of the Treasury Department in computing interest on secu- 
rities issued by the United States government. 

To compute the interest accrual on a government security, Figs. 4 and 5 must 
be used together. First determine the number of days in the interest period by 
reference to Fig, 4. Then select the appropriate column in Fig. 5 to obtain the 


LENGTH or Ppriop IN Days 


Rate per 
Annum 
% 184 183 182 181 
2 $.05434783 $.05464481 $.05494505 $.05524862 
2u% 06793478 ° .06830601 06868132 .06906077 
254 .07472826 07513661 07554945 .07596685 


Fig. 5. Interest for 1 day on $1,000 at different rates and periods, 
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daily accrual per $1,000. Finally adjust the latter figure for the number of days 
to be accrued and for the principal amount. To illustrate: 


Example 1. Find the accrued interest on November 12, 1967, on $10,000 of United 
States Treasury 244s, interest dates March 15 and September 15. 


Solution: November 12 falls in the 6-month period between September 15 and the 
following March 15. Reference to Fig. 4 shows that the period ending March 15 has 
182 days (since 1968 is a leap year). Figure 5 shows a daily accrual per $1,000 of 
$.06868132 for a 244% bond during a 182-day period. 

From September 15 to November 12 represents 58 days (see Fig. 1). 

Hence the final calculation is: 


10 X $.06868132 X 58 = $39.84 
Example 2. Find the accrued interest on May 12, 1966, on $10,000 of United States 
Treasury 24%4% bonds, interest dates March 15 and September 15. 


Solution: 
1. Period ending September 15 (Fig. 4) ............. 184 days 
2. Daily accrual pen sl,000s( Bigs) mane caer eer $.06793478 
3. Number of days to be accrued, March 15 to May 
PEL Cat 3) Ne ees bat ali ten gt ts OIG Oey LY ROS biG 58 days 
4-102 RUCTIBLTS. OS — aera eo ete enero e eens $39.40 


Note that in both illustrations, the principal, interest rate, and accrual period 
are the same, but the amounts accrued are different because the interest periods 
differ in length. 


ANTICIPATION. This is a customary term used in connection with pur- 
chase invoices that have extra dating where interest is allowed if payment is made 
before the expiration of the final due date of the invoice. The effect of the extra 
dating is to extend the time within which a proffered cash discount may be taken. 
Thus, if merchandise is purchased at 2%, 10 days, 90 days extra, with anticipa- 
tion at 6%, a discount of 2% is allowed for payment any time within 100 days. 
In addition, the purchaser may deduct interest for the number of days before the 
final due date. The exact procedure is first to find the amount payable on the 
last day of the discount period. From this amount is deducted exact interest 
at the stipulated anticipation rate for the number of days anticipated. 


Example. An invoice is dated April 12, 1966, for $5,653.75, terms 2%, 10 days, 60 
days extra, f.o.b. destination, anticipation at 6%. The purchaser paid $45.60 freight. 
What was the amount due if payment was made on May 22, 1966? 

The number of days from April 12 to May 22 is 40. Hence payment is anticipated 
30 days. The calculation appears as follows: 


INVOICE © aces. fe .cele s SRE ee canis ee ene ee eee $5,653.75 
ess“ treight paid: st acces siete tines eee 45.60 
NietsIMVvOice eniugamiie aioli eae Bt Se $5,608.15 
Juess.2 9... dis COUN tae eeereakre tren eee eer 112.16 
Balance subject to anticipation ....................- $5,495.99 
Anticipation for 30 days at 6% per annum (exact).. 27.10 
Amount payable on May 22, 1966 .................. $5,468.89 


It is the custom with some stores to compute the discount on the face of the 
invoice and the anticipation on the net amount after deducting the discount, 
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ANTICIPATION RaTES AND PERCENTAGES 


100 X Per Annum Rate xX Days ofective 


PER ANNUM RATES 


Days 
1% 8% 9% 10% 

1 01644 .01918 .02192 .02466 .02740 
2 -03288 .03836 .04384 .04932 .05479 
3 -04932 .05753 .06575 .07397 .08219 
4 -06575 .07671 -08767 .09863 .10959 
5 -08219 .09589 .10959 .12329 .13699 
6 -09863 .11507 .13151 -14795 =.16438 
qT .11507 .13425 .15342 .17260 .19178 
8 ploLol loss © licot  elI26. .2t9T8 
9 -14795 .17260 .19726 .22192 .24658 
10 -16438 .19178  .21918  .24658  .27397 
11 718082" .21096 §°.24110' 527123." 30137 
12 .19726 .23014 .26301 .29589  .32877 
13 .21370 .24932 .28493 .32055  .35616 
14 .23014 .26349 -80685 .34521 38356 
15 .24658 .28767 .32877 .36986 .41096 
16 -26301 .30685 .35068  .39452 .43836 
17 .27945 .32603 .37260 .41918 -46575 
18 .29589 .34521 .39452 .44384 .49315 
19 .31233 .36438 .41644 .46849 .52055 
20 -32877 .38356 .43836 .49315 .54795 
21 .84521 .40274 .46027 .51781 .57534 
22 .36164 .42192 .48219 .54247 .60274 
23 .37808 .44110 .50411 .56712 .63014 
24 .389452 .46027 .52603 .59178  .65753 
25 .41096 .47945 .54795 .61644 .68493 
26 .42740 .49863 .56986 .64110 .71233 
27 -44384 .51781 -59178 266575) 973973 
28 -46027 .53699 .61370 .69041 -76712 
29 -47671 .55616 .63562 .71507 .79452 
30 .49315 .57534 .65753 .73973 .82192 
31 -50959 .59452 -67945 .76438  .84932 
32 .52603 .61370 .70137 .78904 .87671 
33 .54247 .63288 .72329 .81370 .90411 
34 .55890 .65205 .74521 -83836 .93151 
35 .57534 .67123 .76712 .86301 .95890 
36 -59178 .69041 -78904 .88767 -98630 
37 -60822 .70959 -81096 .91233 1.01370 
38 -62466 .72877 .83288 .93699 1.04110 
39 64110 .74795 .85479 .96164 1.06849 
40 -65753 .76712 .87671 -98630 1.09589 
41 .67397 .78630 .89863 1.01096 1.12329 
42 -69041 .80548 .92055 1.03562 1.15068 
43 -70685 .82466 .94247 1.06027 1.17808 
44 .72329 .84384 .96438 1.08493 1.20548 
45 .73973 .86301 -98630 1.10959 1.23288 
46 -75616 .88219 1.00822 1.13425 1.26027 
47 -77260 .90137 1.03014 1.15890 1.28767 
48 .78904 .92055 1.05205 1.18356 1.31507 
49 .80548 .93973 1.07397 1.20822 1.34247 
50 .82192 .95890 1.09589 1.23288 1.36986 


Fig. 6. Exact interest per $100 of principal (basis 365-day year) at indicated 
time and rates. 
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finally deducting the freight charges. This plan, which favors the purchaser, is 
illustrated below: 


In V0iGe-4 siiekkiceczro Se omomerne orev cena ones es $5,653.75 
AHeSS 2 oe CISCOUMIL cpeye esesie pple «1 eee On esetereeene ete 113.08 
Balance -secaree eee Pee eae ees $5,540.67 
Anticipation for 30 days at 6% per annum .......... 27.33 
Balancers... is RE08G.s PAREG. Gos PITT « AONE. RED RRL. ok $5,513.34 
ess freight paid... 02682...) .. MEA. .RSiee. . Reeeae. ak 45.60 
Armount.of  checkean.cnsarn «is oayeaae 1 Steeoos nascent $5,467.74 


In computing anticipation on invoices, Fig. 6, adapted from publications of 
the Controllers’ Congress of the National Retail Dry Goods Association (now 
called the National Retail Merchants Association), may be used. This table 
shows the exact interest (based on a 365-day year) on $100 of principal for the 
indicated time and rates. Thus, the interest for 30 days per $100 at 6% is 
$.49315. Using the first illustration above, 


54.9599 X $.49315 = $27.11 


In the second illustration the calculation is as follows: 
55.4067 < $4.9315 = $27.32 


Extra dating is sometimes secured by stores as a result of certain trade cus- 
toms. Invoices are frequently dated, say, 2%, 10 days, e.om. (end of month). 
This means that if an invoice is dated June 17, it is due 10 days after the end of 
June, i.e., July 10. Both discount and anticipation would then be allowed if pay- 
ment is made before July 10. 

Again, purchase orders sometimes contain conditional clauses in which “the 
seller agrees that merchandise shipped on or after the twenty-fifth of a month, 
will be billed as of the first of the following month.” Thus, merchandise shipped 
on April 26, terms 2%, 10 days, is billed as of May 1, with discount and anticipa- 
tion available until May 10. Ordinarily the anticipation may not amount to much 
because of the short time. However, if the above quoted clause is coupled with 
e.o.m. dating, the effect is to secure an extra month’s dating. In short, if goods 
are shipped on April 26, terms 2%, 10 days, e.o.m., and the purchase order con- 
tains the above billing clause, the invoice becomes due on June 10, that is, 10 
days after the first of the month in which the invoice would otherwise fall due. 


Bank Discount 


LOANS AND DISCOUNTS DEFINED. One of the important functions 
of a commercial bank is the making of loans. These loans produce a source of 
income for the bank and fulfill a necessary function in the economic life of the 
community served by the bank. Technically loans are distinguished from dis- 
counts chiefly by the fact that, in the case of loans, interest is paid periodically, 
during the existence of the loan or at its maturity, whereas in the case of dis- 
counts the interest or “discount” is deducted at the time the advance is made. 
Thus, in the case of a $1,000 loan at 6% for 6 months, the borrower receives 
$1,000 and pays back $1,030 at the end of 6 months. On the other hand, if he 
discounts a $1,000 note at 6%, he receives $970 and pays back $1,000 at the end 
of the 6-month term. In short, bank discount is the consideration deducted by 
the bank from the face of a note or draft prior to its maturity date. 

In recent years finance companies and banks have been making long-term 
loans, especially in the field of home financing. These loans are usually amortized, 
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principal and interest, through equal monthly payments. They are dealt with 
later in this Section in connection with annuities, 


Ee HS OF NOTES. Notes may be variously classified, but for computa- 
tion purposes it is necessary only to know whether a note is interest-bearing or 
noninterest-bearing (Figs. 7 and 8). 


$ 3400 00 New York April 2 19—_ 


Two (2) months AFTER DATE J _ PROMISE TO PAY TO 
THE ORDER OF Barrow & Co. 
Thirty-four hundred and oo DoLiars 
AT Irving Trust Co. with interest @ 5% 


VALUE RECEIVED 


No. 1 Dus June? 19— 


Fig. 7. Interest-bearing promissory note. 


In discounting a note, the bank pays only what the note is worth at the time 
of discount, Thus, a noninterest-bearing note is worth its face value at maturity 
and not before. Hence, any time before maturity the note is valued at less than 
face value by the amount of interest the bank charges. An interest-bearing note, 
however, provided the interest and discount rates are the same, is worth approxi- 
mately its face value on the date of issue and thereafter increases in value each 
day by the amount of interest earned until maturity. 


$ 500 00 Sui New York May 16 19— 


Twenty (20) days AFTER DATE I] PROMISE TOPAY TO 


THE ORDER OF J. Doe 
Five hundred and 100 DoLiars 


AT Irving Trust Co. 


VALUE RECEIVED 


No. 273 


Fig. 8. Noninterest-bearing promissory note. 


The amount that a bank pays for a note or that it credits to a borrower’s 
account is called the proceeds of the note. 

BASIS FOR CALCULATING PROCEEDS. Ordinarily, banks use the 
actual number of days in figuring the discount period on short-term notes, but 
interest or discount is computed on the basis of a 360-day year (ordinary inter- 
est). In the case of the Federal Reserve system, exact interest 1s used. 


DUE DATE OF NOTES. Promissory notes are payable at a stated number 
of either days or months after date. In the case of drafts, a draft may be pay- 
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able so many days after date or after sight. If days are specified, the exaet 
number of days is counted. Thus, if the note states “sixty days after date . . ue 
and is dated May 14, it is due July 13 (see Fig. 1). However, when months are 
specified, the note falls due in the month of maturity on the same date as is 
specified in the date of the note. For example, a note dated May 14 due in 2 
months is due on July 14. 

If a note is dated on the last day of a 31-day month, and falls due in a 30-day 
month, the due date would be the last day of the 30-day month. To illustrate, 
a note dated May 31, due in four months, matures on September 30. But a note 
dated May 31, due in 120 days, is payable September 28. 

COMPUTING PROCEEDS AND DISCOUNT ON NONINTEREST-— 
BEARING PAPER. Three steps are necessary to calculate the proceeds or 
deposit credit: 

1. Calculate the time from the discount date to maturity. 

2. Compute the interest to maturity for the time computed in Step 1. This is the 


discount. 
3. Deduct the discount from the face value. 


Example 1. Find the proceeds or deposit credit on a note for $1,875, dated July 5, 
for 30 days, discounted at 4% per annum on the date of issue. 


The note is due August 4, that is, 30 days from July 5. 


Pace. value *ofp note) otasocmins aut ichas fone $1,875.00 
Discount,.30 davis~e47o. Oniples (Oem em eee eens O20) 
Proceeds: 4s. Yuan actinic ten Re eh Cee $1,868.75 


Example 2. Find the proceeds on a note for $2,863.79 dated February 8, 1966, due 
in 60 days, discounted on March 2 at 444% per annum. 


Maturity datenjs. 22 pean eee ee April 9, 1966 
Time to maturity (March 2 to April 9)......... 38 days 
ace (aluethi< fei qein. ct. ave aa terre $2,863.79 
Discount on above for 38 days at 444%: 

ADT AAV SOR cock cis, hae REM oe erie $14.319 

2 daysi@auoigS dais) aera seein SHA 

38 AC AS Smeewar toncnerate matin wer reatrar cava cena aN RE ITO —13.60 
Proceeds! 1s. cacmeananmneniieenvenne itweionen nian en aen aa * $2,850.19 


DISCOUNTING INTEREST-BEARING PAPER. The general rule in 
discounting interest-bearing paper is to compute the maturity value and then to 
discount the maturity value. In calculating the maturity value, the interest 
from the date of the note to maturity is added to the face value. Next the dis- 
count is computed for the discount period and deducted from the maturity value. 


Example. Find the proceeds on a 5% note for $5,350, dated August 12, 1966, due in 
3 months, and discounted on September 27, 1966, at 4%. 


Maturity; date, fi.teet) te: eh: ee See November 12, 1966 
Maturity value: 
ly Pace. value os cect oe te ee eee $5,350.00 
2. Interest August 12 to November 12 .......... — 68.36 
(92 days on $5,350 at 5%) 
Maturity" value e228 2. ie ee eee $5,418 36 
Discount from September 27 to November 12 (46 
days.) (4.70) ues. Pieter eres tcincn meee ee nee ee — 27.69 


Proceeds) «ast agi anion sen eeite ee ee $5,390.67 
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FINDING PRINCIPAL TO YIELD GIVEN PROCEEDS. Oceea- 
sionally it becomes necessary to reverse the above process; that is, a debtor 
wishes to borrow enough so that the proceeds will exactly cover the net amount 
of an invoice that is to be paid. Thus the face value of the note is unknown. If 
the note is noninterest-bearing, the face value to yield the given proceeds is 
found by dividing the given proceeds by the proceeds of $1. The expression 
“proceeds of one dollar” means one dollar minus the interest or discount on $1. 


Example. A merchant arranges to pay for a shipment by borrowing the exact 
amount required to pay the invoice. The net amount of the invoice is $5,960.34 and 
the bank agrees to discount the merchant’s note at 4% for 120 days. 


I. Proceeds of $1 for 120 days at 4% = $1 — $.0114 = $.98% 
Given proceeds _ $5,960.34 _ $17,881.02 
Proceeds of $1 98% 2.96 Sonor 
Proof: 
AC CMV AIG RM Sets eee ee ered eee ED CN .. akclne alard ene $6,040.89 
Interest 120 days at 4%: 


CO ayis* ee eEks SOLA LO MAE RRA $60.409 
SORCA VS ee Vea Geo cae skies et REI: 20.136 80.55 


Proceed siesie coo sero cae eee an oats a ee a $5,960.34 


COMPUTATION OF INTEREST UNDER PARTIAL PAYMENT 
PLANS. When a short-term indebtedness is reduced through periodic payments, 
the interest is computed upon either one of two bases. The basis used commonly 
among business men is known as the “Merchant’s Rule.” This method gives the 
results more quickly but not as accurately as the computation under the other, 
the “United States Rule.” 


The Merchant’s Rule. In following the Merchant’s Rule, the interest is 
computed upon the total indebtedness from the date of inception to the date of 
maturity, and from this total is deducted the interest earned from the date that 
each partial payment is made to the date of maturity of the debt. 


Example. The following payments were made on a $16,500, 6% note, dated June 
22, 1966, due in 6 months: 


@ctobers20ANG6G wane mk te $ 300 
November 15,1966... 2.0... 2055 00 3,500 


What is the amount due at maturity? 


Solution: 
June 22 aC ae VlUG mn acpeaeierarsis sioapechirs esr org. os cue sae tetone oherarearn ei $16,500.00 
Decemher 22 Interest at 6% on above, June 22 to December 
DDE IS SHCAYS). soatatanhiee oa tery Ties saa ae es ae ea 503.25 
Miatunitys Valtle gol 0 bee teermsters tate ie ete ehh. decierae eit $17,003.25 
October 20 irst) payineniteiies ah. Sache see. t cade ae $ 300.00 
Interest on above October 20 to December 
D2 OOROAV SEE Cee en Seon ones 3.15 
November 15me seconds payimMentaee a. .ccret ees sss or © 3,500.00 
Interest on above November 15 to December 
DOE 3 MOAN SETA ns ee ees 21.58 
GDYGRBETL WOUIESE muchevor ty Ob oe OGIO SUE PRCNORT CRI Ot ERROR ete ne 3,824.73 


Decemben 2c laburityes balancesdUcmeamemnciciiece 2 see wees sean $13,178.52 
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The United States Rule. Under the United States Rule, each installment is 
first applied against the interest due at the date the partial payment 1s made, 
and the balance of the installment is then applied to reduce the principal. 
Interest is always computed upon the reduced principal. In the event that a 
partial payment is insufficient to cover the accrued interest, it is held in suspense. 
There is no reduction of principal until the suspended payment together with 
subsequent payments exceeds the accrued interest. Using the same figures as in 
the example for the Merchant’s Rule, the solution appears as follows: 


June 22 Facey ovale lo. dasnnsens. deeomabe «ten tistitic ashes tarda tad erased $16,500.00 
October 20 First? payin. ns cts ee ce siete crete rarstenatcte $ 300.00 
Interest on $16,500 for 120 days (June 22 to 
October | 20) eR tatacerss set cetera: hovers oteterees 330.00 
Redwetion? of -primenpalls xe cow ggecpe ees cere roarereceransroy erormrenenive ak —0— 
Novemberil59 «Second apayimienity errseies cr erecta triarrtyet iy .. $3,500.00 
Addfirsty payments Wan soms Sten Ochi Sapien 300.00 
EDO all: was worarealola rend oe ae es eee eae $3,800.00 
Interest on $16,500 for 146 days (June 22 to 
Nawenlier. 15) aacatacsontcnenierse oes crease eee 401.50 
Reductions of yorincipallQ 5. ace ii cite cia eee tak kote erat 3,398.50 
alan COC Ors 0: deresetevaceed eect nated Be ters aera ee $13,101.50 


December 22. Maturity 
Interest on $13,101.50 for 37 days (November 15 to 
Decembet! 22)icc\ag.ci. sept ath ata ek bles fe gees 80.79 


Balancefdue:.223l VA ID. SR TOGA RISEES, FRESE. aoe $13,182.29 


BANK DISCOUNT VS. TRUE DISCOUNT. In a discounting operation, 
the interest charge, as in the case of noninterest-bearing notes, is taken out in 
advance. Thus the borrower receives the maturity value minus the discount. He 
is paying interest calculated on the maturity value for the use of a smaller sum, 
the proceeds. A 60-day note for $1,000, discounted at 6%, yields $990 proceeds. 
The borrower pays $10 for the use of $990; which is therefore more than 6%. 
The discount calculated as above is called bank discount. So-called true dis- 
count is an interest charge based on the present value of the note, that is, on a 
sum that at the discount rate would produce the face value of the note. To find 
the present value of a note, it is necessary merely to divide the maturity value 
by the amount of $1 (at the given rate and for the given time). The “amount 
of $1” means one dollar plus the interest on $1. 


Example. Find the proceeds and present value of a note for $5,632.50, dated June 
22, 1966, due in 90 days, and discounted at 444% per annum on July 27, 1966. 


I. Proceeds 
The note is due September 20, 1966 (Fig. 1) 


Maturity value (since this is a noninterest-bearing note).............. $5,632.50 
Discount at 444% for 55 days; i.e., from July 27 to September 20 (Fig. 2): 

AQ! DAY Satan es Oe ee ee $28.163 (44 of 80 days) 

10. days on. ene) oe mn er ee 7.041 (4% of 40 days) 

_5 daye yyy. eet tee Renee Caen eke 3.520 (44 of 10 days) 

BD CGB gaye nae: ae en ee ae $38.72 

38.72 

Proceeds 


CeCe ST NO ORO Soro ne eco wot eehousvock $5,593.78 
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II. Present Value 


Py PAL UR MOR AMIE) tas ob eens has. Sine vin nustes Ae doecmnsis name's NS awe $5,632.50 
2. Amount of $1 at 444% per annum for 55 days: 


(Using one-day rule, find the interest on $55 for 1 day at 414%) 


055 28 S. “arread ehh arnietAHt. Biola ead ae Ree 006% 
PNGUG LS cn ctuict ale ARSE AES Cee eR IRE A aa Sie PA in ee $1.000 
PATO OUTRO LGM ys 6,2 CON cA RET crc ud Ads «SRS obec 1.006% 
3. Present value $5,632.50 + 1.006% = 45,060 + 8.055 ................. $5,594.04 


_In the above problem the bank discount is $38.72; the true discount is $38.46 
(1.e., $5,632.50 — $5,594.04). This means that if $5,594.04 is invested for 55 days 
at 444% per annum it should produce $5,632.50. 


Proor: 
IBnesehitesval Gis. bers cpt. AN whe ewe ee een hese: aston se oe $5,594.04 


AUP cice Bet att GOODS Lowe LS TES eee nan wh rss $27.970 
UC Oye RORSERS Sco ane ey i Ee ae Pr xe 6.993 


eis ene nai ey a eA BE TAA. 38.46 
AEG UI ENC ae Vault Caper pees een pee Caen he dips osue Reuss omer rey $5,632.50 


Relation of Bank Discount Rate to True Discount Rate. Since the bank 
discount is based on a larger sum than the borrower receives, he evidently pays 
more than the indicated rate of interest. To discover the true interest rate, it 1s 
necessary to express the bank discount as a percentage of the proceeds, assuming 
the loan ran for one year. Actually, the time a loan runs and the amount are im- 
material, since the calculation can be put on a unit dollar basis. The illustration 
below is taken from Schlauch and Lang (Mathematics of Business and Finance). 


Example. A note for $10,000, due in 4 months, is discounted at 6% per annum. 
What is the equivalent annual interest charge? 


Solution: (a) Here it is necessary to compute the annual discount, that is, treat the 
note as if it had one year to run; thus: 


Mia CURT Sie aC ee alos ey Poe tae eae $10,000.00 
DiscountiOlo ONG Veale. ctci. care cote nace 600.00 
Proceeds ts > tata snes: pea ssp sd am ete $ 9,400.00 


The borrower, in effect, pays $600 for the use of $9,400 for a year. Hence the interest 
rate 1s 
600. 
9,400 
Solution: (b) By putting the calculation on a unit dollar basis a general formula 
may be derived as follows: 


= 0683 = 6.383% 


IVES tUETEY e ValUe! aciaeter erates ta)s, alsiousas eierareriais wee $1.00 
DISCOUNT .2 ios ee eee ne ot, SRE Cee. 06 
IPTOCCCUS = MEN es ae ee. cones ee ects $ 94 


Interest rate = a = 06383 = 6.383% 


Let d = Discount rate; this will also equal the 
amount of discount in one year 
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Then 1 — d = Proceeds of $1 due in one year 
r = Interest rate 


u Stree 
ence t= 7G 
In the above problem, substitution in the formula yields 
06 
"of = 6.383% 


‘Thus a discount rate of 6% per annum is equal to an annual interest charge of 
6.383% approximately. To convert one into the other, it is not necessary to know 
anything about a particular loan transaction except the discount rate. 


Chain Discounts 


DEFINITION OF CHAIN DISCOUNT. Chain discounts are two or 
more discounts that are applied in succession to a quoted price. The latter is 
usually referred to as the list price, that is, the price at which the item is listed 
in the manufacturer’s or jobber’s catalog. Each discount is applied to the net 
amount remaining after the previous discount has been taken. For example, an 
article quoted at $25 less 30 and 10 means $25 less 30%, and then less 10% on 
the diminished amount. 


List. price® -Re PAR. Fatt eee Ae $25.00 
Less) firstidiscount—o07% ae. sees eee eee 7.50 
Balancer. Saas Cee OS... 2) Meee ke dh ar ian ee $17.50 
Messtsecond? discount=109e asm eet ee eee Les 
Nets priceit) hls A189) BEL Bake. «anne ea heed Ee ae $15.75 


If many chain discounts are involved in connection with a given list price, the 
above method may be cumbersome. An alternative method is to multiply the list 
price by the net cost factors, that is, the percentage remaining after deducting 
the chain discount from 100%. Thus, in the above example, the purchaser pays 


$25 X 70% X 90% = 25 X 63 = $15.75. 


FINDING EQUIVALENT SINGLE DISCOUNT. It is often con- 
venient to convert chain discounts into equivalent single discounts. According 
to Schlauch and Lang (Mathematics of Business and Finance), to find an equiva- 
lent single discount rate equal to two chain discounts, add the discounts and 
subtract their product. 


Examples. Find single discounts equal to chain discounts of: 


1. 40 and 30 4. 20 and 5 
2. 20 and 20 5. 10 and 5 
3. 15 and 10 
Solutions: 

i 240 Py 1040) Bh <cllts Ae 220) Is. 10 
+.30 + 20 +10 1105 +.05 
70 AO 5 25 15 
— 12 — 04 — 015 —01 — .005 
58 36 235 24 145 


58% 36% 23.5% 24% 145% 
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10% 121.4% 15% 1624% 


Net -900 000 87 000 -850 000 833 


And 214 -877 500 5 125 828 750 812 
And 5 -855 900 0 250 -807 500 791 
5 and 21% -833 625 5 469 787 312 OL 
5 and 5 812 250 é 687 67 125 752 
5,5, and 244 YON é 945 TAT 


And 71% .832 3 375 -786 
TY and 21, S811 3 141 -766 
71, and 5 -790 3 906 -746 


And 10 -810 : 500 -765 
10 and 24% 789 . 812 745 
10 and 5 -769 < 125 -726 
10,5, and 21% -750 422 -708 
10 and 10 729 é 750 -688 


10,10, and 2% -710 4 031 671 
10, 10, and 5 -692 A 312 -654 
10, 10, 5, and 2% .675 : 480 -637 
10, 10, and 10 -656 é 875 -619 


Net 


And 214 
And 5 

5 and 214 

5 and 5 

5,5, and 21%~ 


And 74% 
7 and 21% 
Ty, and 5 


And 10 

10 and 2% 

10 and 5 
10,5, and 2%4 
10 and 10 


10, 10, and 2% 
10, 10, and 5 

10, 10, 5, and 2% 
10, 10, and 10 


Fig. 9. Typical page of a net cost factor table. 


In practice, the decimal points are not put in, in order to speed up the work. 
Thus problem 5 above would be solved: 10+5=15, minus .5= 14.5%. In 
fact, these problems can and should be done mentally. 

The same rule may be applied to three or more chain discounts, provided only 
two discounts are taken at a time. The order in which the discounts are taken 
is immaterial. 
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Examples. Find equivalent single discounts for the following: 


6. 40, 20, and 10 8. 20, 5, and 5 
V femers} (pe A O)eaur= oo lr) Oreo and, 
Solutions: 
6. 40 We 30 8. 20 9. 15 
+20 +H10 +5 +5 
~ 60 40 25 20 
= = & Sl — 315 
52 BT 24 19.25 
+10 +5 +5 +2 
82 42 29 21.25 
— = 1S aie == Stele 
56.8%, 40.15% 27 8% 20.865 % 


NET COST FACTOR TABLES. Tables showing net cost factors resulting 
from the application of chain discounts are sometimes available. No such table 
can be complete, since the variety and combinations of discounts are infinite. As 
a matter of fact, each concern may construct its own tables based upon the most 
common combinations of discounts encountered by it. Figure 9, taken from 
Lang and Schlauch (Tables for Mathematics of Business and Finance), repre- 
sents a sample page of such a table. Its application is illustrated below. 

Example 1. Find the net cost of an article listed at $64.50 subject to discounts 
of 15, 10, and 5%. 

In Fig. 9, run down the 15% column to a point opposite 10 and 5. The net cost 
factor is .726750. Hence the net cost of the article is 


$64.50 X .726750 = $46.88 
Example 2. Find the net cost of an article listed at $83.25 less 20, 15, and 10%. 
Fig. 9 does not show this particular combination of discounts. From the 15% 
column, the 15 and 10 combination may be used as a first step, or the 20 and 10 
combination may be used from the 20% column. Using the latter the net cost for 20 
and 10 is .720. Hence, 


$83.25 X .72 = $59.94 
This amount is subject to a further discount of 15% or a net cost factor of 85%. 
$59.94 * 85 = $50.95 


Note that the order in which the discounts are taken is immaterial, 


Compound Interest 


COMPOUND INTEREST DEFINITIONS. In compound interest calcu- 
lations, the interest is computed at the end of each fiscal period and added to 
the principal at the beginning, the total representing the new principal on the 
basis of which a new interest calculation is made. Compound interest may there- 
fore be defined as that form of interest in which the interest for each period is 
added to the principal. Because of the fact that interest is added to the principal, 
and interest for the next period is calculated on the new total, interest is said to 
be converted into principal. 

The time for which interest is calculated and converted is known as the con- 
version period. It represents the elapsed time between two successive interest 
dates. The time—that is, the conversion period—may be a month, or a quarterly, 
semi-annual, or annual period, or any other convenient time period. 
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The conversion period is sometimes referred to as an accumulation period 
because the principal accumulates—that is, it increases by the amount of interest 
added to the principal. No such term was necessary in the instance of simple 
interest, because the interest was not converted but always computed on the 
original principal. But in compound interest, the interest is computed on an 
ever-increasing amount, because of the repeated addition to the existing principal. 


FINDING THE COMPOUND AMOUNT. Several methods are available 
for finding the compound amount. 


1. By arithmetic. 
2. By formula. 


Arithmetical Solution. Find the compound amount on $1,500 for 3 years at 
6% per annum, compounded semi-annually (or at 3% per 6 months). 


TRAV CStI ON Lawton. e cE hc RETaeh on einonnin eg sctxnacrmns ae tenioagey $1,500.00 
InterestaGrmonthsr $1 500WA So yen inseam SO ek 2c ES Ts AIOE 45.00 
AMoUNtea | ends Ol MrsteOumMO (NS taneaads er «keane . othenmraios an canpanennn $1,545.00 
IngerestiGrmonthish. S545 vatcS%on aeeen aoe § en REO EROS. A. LAER TSTART, 46.35 
INOUNE Aen eoisSeCONGabsmMa ONLNSieracsn qa okicinsarit ce ecinoeendards s temioe cen $1,591.35 
Imierestiommonths..olesGlcokat oon. soa: oe eb nena mele. fice cin ecihe sates 47.74 
PRMOUMT eAtLenOsOts Eindy OMMMONTOS peeaaaagie a: peareccinece colaatmunes ae ateman nates $1,639.09 
Imterest¢6ynion ths}: $l639:09 rat S7omHacek ss slaN teh ELIE Te eS ERS 49.17 
AIMOUMEPAt RCNA eOim LOULL MOR Olt Sumas po choneapiea po-.-lecmendine ae Lomees bier $1,688.26 
Interest.iG months, $1688 26 rat 37omenese4. see. <- hec heise Ae a SRRTISERS 50.65 
AIMOUNGEATLON CMON dl thwO mI OM LNShicessan 4 cdasccarha im olasnmakea do tenance, $1,738.91 
dnterestiG nionghse. $1788 Oleatis Poteet a: ene I. < EMMIS. A>. < LRM S ORE 52.17 
Compoundsamountratrend olro yiearsins Geeks sn sc cccine ooo sic eras o aac $1,791.08 


Solution by Formula. If the principal amount is reduced to unity, say $1, 
the above can be restated as follows: 


1 SOR ASSISTED ON a Srenes cheery space Sone cata OCR COPE RRC hr ar IRE cr ICED oie iby A $1.00 
interestsG months: bl ateovo OP. ssnaniics +. aecriaat - <1. aeranancd soo ona sia 03 
ANMOUNUEALECN CE TOL TT SteOsTmOon Gas nra. seiitre cet eterna ere een $1.03 
MMEKEStTOMMONUNS el Uo UE Ol eet arieis ce tersiterstetenehers ire oe clare rnicneha rans tetanees .0309 
IUMOUNLEACEENCEOL SeCONd NOE ON thom «ee meer ema an, ener Se ee enn ee $1.0609 
Interest.6 months) $1.0609) ab So paaeacsc oe «donne. f+ wee ova ale bye easton 031827 
ATMOUntPAvICH GEOL, ChirdaOmnmOMbnsan areas © aeiatn ethrs eo ebonncd seks aw Meee $1.092727 
Ingerest 16 months: G1. 092/2 iat SoOerrcsa one edeeciensrt a + strserestt 2) jaenekae 032782 
TOUT beA CHEN CaO L TOUTtDR OTIDON UNS sere een ernie een eeercntcte rasta crys ee uemetets $1.125509 
Eaterest:6) months, Gl A25509 nat. SGorscane aa-stpperssr a » tasrarcerdop - 4) how iann 033765 
AUMOUNUSATECNG OL tibia OMmMOlMUhs= mee ce cost Sete ees Nee eae sae ee $1.159274 
Inberestu6: months, $l 15927Awat 3 7om anes gos tepianeas € >, 0 a gmaridet «4a eens 034778 
@ompoundpamonunteaueendor to Wears. ste ee ate ected aneete Ns $1.194052 


It is obvious therefore that if the rate of interest per period is represented by 
i, the statement immediately above may be recast as follows: 


Compound amount at end of first 6 months $1.03 =(1+2) 
ss sf Ct ae eecondn6 “ 1.0609 =(1+7)? 
as cf SF AG tT avigol 0 (al meg 1.092727 = (1+2)* 
ed “ SST OUrtONO | 1.125509 = (1 + 1)? 
x ST i Gayot. A Chea 1.159274 = (1 +2)° 


ee oe eS sixtheeOa! 1.194052 = (1 + 7)® 
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AMOUNT OF 1 AT 


Periods 1 1/2% 2 1/4% 2 1/2% 
0 a i 1, a 
1 108 1.015 1.0225 1.025 
2 1.0201 1.030225 1.04550625 1.050625 

3 1.030301 1.04567838 1.05342411 1.06903014 1.07689063 
4 1.04060401 1.06136355 1.07185903 1 1.09308332 1.10381289 
5 1.05101005 1.07728400 1.09061656 1.10408080 1.11767769 1.13140821 
6 1.06152015 1.09344326 1.10970235 1.12616242 1.14282544 1.15969342 
7 1,07213535 1.10984491 1.12912215 1.14868567 1.16853901 1.18868575 
8 1.08285671 1.12649259 1.14888178 1.17165938 1.19483114 1.21840290 
9 1.09368527 1.14338998 1,16898721 1.19509257 1.22171484 1.24886297 
10 1.10462213 1.16054083 1.18944449 1.21899442 1.24920343 1.280084 54 
11 1.11566835 1.17794894 1.21025977 1.24337431 1.27731050 1.31208666 
12 1.12682503 1.19561817 1.23143931 1.26824179 1.30604999 1.34488882 
13 1.13809328 1.21355244 1.25298950 1.29360663 1.33543611 1.37851104 
14 1.14947421 1.23175573 1.27491682 1.31947876 1.36548343 1.41297382 
15 1.16096896 1.25023207 1.29722786 1.34586834 1.39620680 1.44829817 
16 1.17257864 1.26898555 1.31992935 1.37278571 1.42762146 1.48450562 
17 1.18430443 1.28802033 1.34302811 1.40024142 1.45974294 1.52161826 
18 1.19614748 1.30734064 1.36653111 1.42824625 1.49258716 1.55965872 
19 1,20810895 1.32695075 1.39044540 1.45681117 1.52617037 1.59865019 
20 1.22019004 1.34685501 1.41477820 1.48594740 1.56050920 1.63861644 
21 1.23239194 1.36705783 1.43953681 1.51566634 1.59562066 1.67958185 
22 1.24471586 1.38756370 1.46472871 1.54597967 1.63152212 1.72157140 
23 1.25716302 1.40837715 1.49036146 1.57689926 1.66823137 1.76461068 
24 1.26973465 1.42950281 1.51644279 1.60843725 1.70576658 1.80872595 
25 1.28243200 1.45094535 1.54298054 1.64060599 1.74414632 1.85394410 
26 1.29525631 1.47270953 1.56998269 1.67341811 1.78338962 1.90029270 
27 1.30820888 1.49480018 1.59745739 1.70688648 1.82351588 1.94780002 
28 1.32129097 1.51722218 1.62541290 1.74102421 1.86454499 1.99649502 
29 1.33450388 1.53998051 1.65385762 1.77584469 1.90649725 2.04640739 
30 1.34784892 .45161336 1.56308022 1.68280013 1.81136158 1.94939344 2.09756758 
31 1.36132740 -46975853 1.58652642 1.71224913 1.84758882 1.99325479 2.15000677 
32 1.37494068 -48813051 1.61032432 1.74221349 1.88454059 2.03810303 2.20375694 
33 1.38869009 -50673214 1.63447918 1.77270223 1.92223140 2.08396034 2.25885086 
34 1.40257699 -52556629 1.65899637 1.80372452 1.96067603 2.13084945 2.31532213 
35 1.41660276 - 54463587 1.68388132 1.83528970 1.99988955] 2.17879356 2.37320519 
36 1.43076878 - 56394382 1.70913954 1.86740727 2.03988734 2.22781642 2.43253532 
37 1.44507647 - 58349312 1.73477663 1.90008689 2.08068509 2.27794229 2.49334870 
38 1.45952724 1.76079828 1.93333841 2,12229879 2.32919599 2.55568242 
39 1.47412251 1.78721025 1.96717184 2.16474477 2.38160290: 2.61957448 
40 1.48886373 1.81401841 2.00159734 2.20803966 2.43518897 2.68506384 
41 1.50375237 1.66416471 1.84122868 2.03662530 2.25220046 2.48998072 2.75219043 
42 1.51878989 1.68496677 1.86884712 2.07226624 2.29724447 2.54600528 2.82099520 
43 1.53397779 1.70602885 1.89687982 2.10853090 2.34318936 2.60329040 2.89152008 
44 1.54931757 1.72735421 1.92533302 2.14543019 2.39005314 2.66186444 2.96380808 
45 1.56481075 1.74894614 1.95421301 2.18297522 2.43785421 2.72175639 3.03790328 
46 1.58045885 1.98352621 2.22117728 2.48661129 2.78299590 3.11385086 
47 1.59626344 2.01327910 2.26004789 2.53634351 2.84561331 3.19169713 
48 1.61222608 2.04347829 2.29959872 2.58707039 2.90963961 3.27148956 
49 1.62834834 2.07413046 2.33984170 2.63881179 2.97510650 3.35327680 
50 1.64463182 2.10524242 2.38078893 2.69158803 3.04204640 3.43710872 
8) 1.728524 57 2.26794398 2.59652785 2.97173067 3.40002740 3.88877303 
60 1.81669670 2.44321978 2.83181628 3.28103079 3.80013479 4.39978975 
65 1.90936649 2.63204158 3.08842574 3.62252311 4.24732588 4.97795826 
70 2.00676337 2.83545629 3.36828827 3.99955822| 4.74714140 5.63210286 
15 2.10912847 3.05459171 3.67351098 4.41583546 5.30577405 6.37220743 
80 2.21671522 3.29066279 4.00639192 4.87543916 5.93014530 7.20956782 
85 2.32978997 3.54497838] 4.36943740 5.38287878 6.62799112 8.15696424 
90 2.44863267 3.81894851 4.76538080 §.94313313 7.40795782 9,.22885633 
95 2.57353755 4.11409214 5.19720324 6.56169920 8.27970921| 10.44160385 
100 2.70481383 4.43204565 5.66815594 7.24464612 9.25404630} 11.81371635 


Fig. 10. Compound interest table 


Compounp INTEREST 


COMPOUND INTEREST 


16 
1.03 
1.0609 
1.092727 
1.12550881 
1.15927407 
1.19405230 
1.22987387 
1.26677008 
1.30477318 


1.34391638] 


1.38423387 
1.42576089 
1.46853371 
1.51258972 
1.55796742 
1.60470644 
1.65284763 
1.70243306 
1.75350605 
1.80611123 


1.86029457 
1.91610341 
1.97358651 
2.03279411 
2.09377793 
2.15659127 
2.22128901 
2.13742682| 2.28792768 
2.19620606} 2.35656551 
2.25660173| 2.42726247 


2.50008035 
2.57508276 
2.65233524 
2.73190530 
2.81386245 
2.89827833 
2.98522668 
3.07478348 
3.16702698 
3.26203779 


3.35989893 
3.46069589 
3.56451677 
3.67145227 
3.78159584 
3.89504372 
4.01189503 
4.13225188 
4.25621944 
4.38390602 


5.08214859 
5.89160310 
6.82998273 
7.91782191 
9.17892567 


10.64089056 | 


12.33570855 
14.30046711 
13.16054584|) 16.57816077 
15.07242234) 19.21863198 


1.071225 

1.10871788 
1.14752300 
1.18768631 
1.22925533 
1.27227926 
1.31680904 
1.36289735 
1.41059876 


1.45996972 
1.51106866 
1.56395606 
1.618694 52 
1.67534883 
1.73398604 
1.79467555 
1.85748920 
1.92250132 
1.98978886 


2.05943147 
2.13151158 
2.20611448 
2.28332849 
2.36324498 
2.44595856 
2.53156711 
2.62017196 
2.711877398 
2.80679370 


2.90503148 
3.00670759 
3.11194235 
3.22086033 
3.33359045 
3.45026611 
3.57102543 
3.69601132 
3.82537171 
3.95925972 


4.09783381 
4.24125799 
4.38970202 
4.54334160 
4.70235855 
4.86694110 
5.03728404 
5.21358898 
5.396064 59 
5.58492686 


6.63314114 

7.87809090 

9.35670068 
11.11282526 
13.19855038 
15.67573754 
18.61785881 
22.11217595 
26.26232856 
31.19140798 


giving accumulated amounts. 


1.16985856 
1,21665290 
1.26531902 
1.31593178 
1.36856905 
1.42331181 
1.48024428 


1.53945406 
1.60103222 
1.66507351 
1.73167645 
1.80094351 
1.87298125 
1.94790050 
2.02581652 
2.10684918 
2.19112314 


2.27876807 
2.36991879 
2.46471554 
2.56330416 
2.66583633 
2.77246978 
2.88336858 
2.99870332 
3.11865145 
3.24339751 


3.37313341 
3.50805875 
3.64838110 
3.79431634 
3.94608899 
4.10393255 
4.26808986 
4.43881345 
4.61636599 
4.80102063 


4.99306145 
5.19278391 
5.40049527 
5.61651508 
5.84117568 
6.07482271 
6.31781562 
6.57052824 
6.83334937 
7.10668335 


8.64636692 
10.51962741 
12.79873522 
15.57161835 
18.94525466 
23.04979907 
28.04360494 
34.11933334 
41.51138594 
50.50494818 


1.092025 

1.14116613 
1.19251860 
1.24618194 
1.30226012 
1.36086183 
1.42210061 
1.48609514 
1,55296942 


1.62285305 
169588143 
1.77219610 
1.85194492 
1.93528244 
2.02237015 
2.11337681 
2.20847877 
2.30786031 
2.41171402 


2.52024116 
2.63365201 
2.75216635 
2.87601383 
3.00543446 
3.14067901 
3.28200956 
3.42969999 
3.58403649 
3.74531813 


3.91385745 
4.08998104 
4.27403018 
4.46636154 
4.66734781 
4.87737846 
5.09686049 
5.32621921 
5.56589908 
5.81636454 


6.07810094 
6.35161548 
6.63743818 
6.93612290 
7.24824843 
7.57441961 
7.91526849 
8.27145557 
8.64367107 
9.032636 27 


11.25630817 
14.02740793 
17.48070239 
21.78413558 
27,14699629 
33,83009643 
42.15845513 
52.53710530 
65.47079168 
81.58851803 


1, 

1.05 
1.1025 
1.157625 
1.21550625 
1.27628156 
1.34009564 
1.40710042 
1.47745544 
1.55132822 
1.62889463 


1.71033936 
1.79585633 
1.88564914 
1.97993160 
2.07892818 
2.18287459 
2.29201832 
2.40661923 
2.52695020 
2.65329771 


2.78596259 
2.92526072 
3.07152376 
3.22509994 
3.38635494 
3.55567269 
3.73345632 
3.92012914 
4.11613560 
4.32194238 


4.53803949 
4.76494147 
5.00318854 
5.25334797 
5.51601537 
5.79181614 
6.08140694 
6.38547729 
6.70475115 
7.03998871 


7.39198815 
7.76158756 
8.14966693 
8.55715028 
8.98500779 
9.43425818 
9.90597109 
10.40126965 
10.92133313 
11.46739979 


14.63563092 
18.67918589 
23.83990056 
30.42642554 
38.83268592 
49.56144107 
63.25435344 
80.73036505 
103.03467645 
131.50125785 


i 
1.06 
1.1236 
1.191016 
1.26247696 
1,33822558 
1.41851911 
1.50363026 
1.59384807 
1.68947896 
1.79084770 


1.89829856 
2.01219647 
2.13292826 
2.26090396 
2.39655819 
2.54035168 
2.69277279 
2.85433915 
3.02559950 
3.20713547 


3.39956360 
3.60353742 
3.81974966 
4.04893464 
4.29187072 
4.54938296 
4.82234594 
5.11168670 
5.41838790 
5.74349117 


6.08810064 
6.45338668 
6.84058988 
7.25102528 
7.68608679 
8.14725200 
8.63608712 
9.15425235 
9.70350749 
10.28571794 


10.90286101 
11.55703267 
12.25045463 
12.98548191 
13.76461083 
14,59048748 
15.46591673 
16.39387173 
17.37750403 
18.42015427 


* 24.65032159 


32,.98769085 
44.14497165 
59.07593018 
79.05692079 
105.79599348 
141.57890449 
189.46451123 
253.54625498 
339.30208351 


27-24 MATHEMATICS OF FINANCE 


Thus the compound amount of $1,500 for 3 years at 6%, converted semi- 
annually, is 


$1,500 X 1.194052 = $1,791.08 


The difference between the compound amount and the original principal is the 
compound interest. 


Compound amount, end of 3 years ............ $1,791.08 
Principal -at, beginning a rracois ohare arse one 1,500.00 
Céinpound) sinteresh: 15. Leese eae eee eters aise $ 291.08 


Similarly for n periods the compound amount for $1 is s= (1+ 7)”. In this 
formula 


s = Compound amount of $1 
i = Interest rate 
n = Number of periods 


The compound amount of any given number of dollars can then be found 
easily by multiplying the principal by the value of (1+ 72)”. In general terms, 


A=P(1-+-2)? 
where A = Compound amount of any number of dollars 
P = Any principal, i.e., initial investment 


Value of (1+ i)” from Prepared Tables. The arithmetical method for find- 
ing the compound amount is obviously too cumbersome. The formula may be 
solved either through the use of prepared tables or by logarithms. Fig. 10 gives 
the compound amount of $1 for periods from one to 100, for various interest 
rates. The use of the table is illustrated below. 


Example. Find the compound amount of $2,634.56 for 12 years at 342% annually. 


A= Ip x (bse a) 
= $2,634.56 X 1.0357? 


Locate the 342% column in Fig. 10; run down the column to the twelfth period. 


The figure on that line represents the compound amount of $1 for 12 years at 
342%; in short, 1.03512. Hence, 


A = $2,634.56 X 1.51106866 
= $3,981 


Value of (1+ i)” by Logarithms. There are many occasions when prepared 
tables cannot be used. This condition occurs when the time for which the com- 
pound amount is to be found is beyond the table limits, in this case, 50 interest 
periods. Again the given interest rate may be one not found in the tables. In 
both instances, the best solution is through the use of logarithms. 


Example. Find the compound amount of $4,950 for 5 years at 6% per annum, 
converted monthly. 


This is equivalent to compounding at %% for 60 interest periods. Hence, 


A = 4,950 X (1.005)®° 
log A = log 4950 + 60 log 1.005. 


COMPOUND INTEREST 27-25 


; This may be solved through the use of any standard logarithm table. The follow- 
ae anti is based on Lang and Schlauch (Tables for Mathematics of Business and 
inance). 


log 4950 = 3.694605 
log 1.005 = .00216606 

x 60 129964 
log A = 3.824569 
A = 


$6,676.80 


(For an explanation of logarithms, see the latter part of this Section.) 


DEFINITION OF PRESENT VALUE. The general formula A= 
P(1 +1)" may be used to. find any of the variables contained in it. The most 
common converse case is finding the present value (P). This is the value at the 
present moment of money due at a future time. It is the reciprocal of the com- 
pound amount, and may also be defined as that sum of money that, when placed 
at compound interest for the full number of periods involved, will amount to 
the given sum. 


Example. $1,500 at compound interest for 6 periods at 3% per period will amount 
to $1,791.08. Hence the present worth of $1,791.08 due 6 periods hence at 3% per 
period compounded is $1,500. 

The formula for the present value of $1 is: 


y= Vea in which 
v” = Present value of $1 
4 = Interest rate 

n = Number of periods 


The formula for the present value of any number of dollars is: 


P=AX 


1 
Se IS HAO 
Gpan be» Av 
' This formula is used whenever prepared present value tables are available. When, 


because of table limitations, logarithms must be used, the formula is more con- 
venient for computation when written in the form 


A 
le oe 


Yo Meo 


In these formulas 


A = Given sum; ie., the compound amount, the end value after n conversion periods 
P = Present value, the initial investment 


FINDING PRESENT VALUE FROM TABLES. Figure 11 shows the 
present value of $1 for a number of interest rates for every period from 1 to 50 
and at greater intervals thereafter. The use of the table is illustrated below. 


Example. Find the present value of $6,975 for 6 years at 2% per annum. 
Fig. 11 shows the present value of $1 for 6 periods (v®) at 2% is $.88797138. 
P=A X v8 at 2% 
P = 6,975 X 88797138 = $6,193.60 
The difference between the present value and the given compound amount is 
called the compound discount. In the above illustration, the compound discount is 


$6,975 — $6,193.60 = $781.40 


The compound discount represents the amount of interest that $6,913.60 would earn 
in 6 years at 2% per annum. 


27 -26 MATHEMATICS OF FINANCE 
v= ee = (1 + pas 
(+ 7%)” PRESENT VALUE OF 
Periods 1% 1 1/4% 1 1/2% 1 3/4% 2% 2 1/4% 2 1/2% 

0 1. fie 1. 1 Ne 1: 1. 
1 0.99009901] 0.98765432| 0.98522167| 0.98280098] 0.98039216] 0.97799511| 0.97560976 
2 0.98029605| 0.97546106| 0.97066175| 0.96589777| 0.96116878]} 0.95647444] 0.95181440 
3 0.97059015| 0.96341833] 0.95631699] 0.94928528] 0.94232233| 0.93542732| 0.92859941 
4 0.96098034| 0.95152428] 0.94218423] 0.93295851] 0.92384543] 0.91484335] 0.90595064 
5 0.95146569| 0.93977706| 0.92826033] 0.91691254] 0.90573081| 0.89471232] 0.88385429 
6 0.94204524| 0.92817488] 0.91454219] 0.90114254] 0.88797138| 0.87502427| 0.86229687 
7 0.93271805| 0.91671593} 0.90102679| 0.88564378] 0.87056018] 0.85576946] 0.84126524 
8 0.92348322] 0.90539845] 0.88771112| 0.87041157] 0.85349037] 0.83693835] 0.82074657 
9 0.91433982] 0.89422069| 0.87459224| 0.85544135] 0.83675527] 0.81852161] 0.80072836 
10 0.90528695] 0.88318093| 0.86166723| 0.84072860| 0.82034830} 0.80051013] 0.78119840 
11 0.89632372| 0.87227746] 0.84893323| 0.82626889| 0.80426304] 0.78289499] 0.76214478 
12 0.88744923] 0.86150860| 0.83638742] 0.81205788] 0.78849318 0.74355589 
13 0.87866260| 0.85087269] 0.82402702] 0.79809128] 0.77303253 0.72542038 
14 0.86996297| 0.84036809] 0.81184928| 0.78436490] 0.75787502 0.70772720 
15 0.86134947] 0.82999318] 0.79985150] 0.77087459| 0.74301473 0.69046556 
16 0.85282126] 0.81974635| 0.78803104] 0.75761631| 0.72844581 0.67362493 
17 0.84437749] 0.80962602] 0.77638526] 0.74458605| 0.71416256] 0.68505212] 0.65719506 
18 0.83601731| 0.79963064] 0.76491159] 0.73177990| 0.70015937| 0.66997763| 0.64116591 
19 0.82773992] 0.78975866] 0.75360747| 0.71919401] 0.68643076] 0.65523484] 0.62552772 
20 0.81954447| 0.78000855} 0.74247042] 0.70682458] 0.67297133] 0.64081647] 0.61027094 
21 0.81143017| 0.77037881] 0.73149795] 0.69466789] 0.65977582] 0.62671538| 0.59538629 
22 0.80339621| 0.76086796] 0.72068763| 0.68272028|] 0.64683904| 0.61292457] 0.58086467 
23 0.79544179] . 0.75147453| 0.71003708] 0.67097817| 0.63415592} 0.59943724] 0.56669724 
24 0.78756613] 0.74219707| 0.69954392] 0.65943800| 0.62172149} 0.58624668| 0.55287535 
25 0.77976844| 0.73303414| 0.68920583] 0.64809632| 0.60953087| 0.57334639] 0.53939059 
26 0.77204796| 0.72398434] 0.67902052] 0.63694970| 0.59757928| 0.56072997| 0.52623472 
27 0.76440392| 0.71504626] 0.66898574} 0.62599479| 0.58586204| 0.54839117| 0.51339973 
28 0.75683557| 0.70621853] 0.65909925] 0.61522829| 0.57437455| 0.53632388| 0.50087778 
29 0.74934215| 0.69749978] 0.64935887] 0.60464697| 0.56311231| 0.52452213| 0.48866125 
30 0.74192292| 0.68888867| 0.63976243 0.55207089| 0.51298008]  0.47674269 

é * 

31 0.73457715| 0.68038387| 0.63030781 0.54124597| 0.50169201] 0.46511481 
32 0.72730411| 0.67198407| 0.62099292] 0.57398247| 0.53063330 0.45377055 
33 0.72010307] 0.66368797| 0.61181568] 0.56411053| 0.52022873 0.44270298 
34 0.71297334| 0.65549429] 0.60277407] 0.55440839] 0.51002817 0.43190534 
35 0.70591420] 0.64740177] 0.59386608| 0.54487311) 0.50002761 0.42137107 
36 0.69892495| 0.63940916] 0.58508974 0.49022315 0.41109372 
37 0.69200490] 0.63151522] 0.57644309 0.48061093 0.40106705 
(38 0.68515337] 0.62371873] 0.56792423 0.47118719 0.39128492 
39 0.67836967| 0.61601850| 0.55953126 0.46194822| 0.41988528] 0.38174139 
40 0.67165314] 0.60841334] 0.55126232 0.45289042| 0.41064575} 0.37243062 
41 0.66500311| 0.60090206] 0.54311559| 0.49100834| 0.44401021 0.36334695 
42 0.65841892} 0.59348352] 0.53508925] 0.48256348] 0.43530413 0.35448483 
43 0.65189992] 0.58615656] 0.52718153| 0.47426386| 0.42676875 0.34583886 
44 0.64544546] 0.57892006] 0.51939067] 0.46610699| 0.41840074 0.33740376 
45 0.63905492| 0.57177290| 0.51171494] 0.45809040| 0.41019680 0.32917440 
46 0.63272764| 0.56471397| 0.50415265 0.40215373 0.32114576 
47 0.62646301| 0.55774219| 0.49670212 0.39426836 0.31331294 
48 0.62026041| 0.55085649] 0.48936170 0.38653761 0.30567116 
49 0.61411921] 0.54405579] 0.48212975 0.37895844! 0.29821576 
50 0.60803882| 0.53733905} 0.47500468 0.37152788 0.29094221 
55 0.57852808| 0.50497892] 0.44092800 0.33650425| 0.25715052 
60 0.55044962| 0.47456760| 0.40929597 0.30478227 0.22728359 
65 0.52373392| 0.44598775] 0.37993321 0.27605069 0.20088557 
70 0.49831486] 0.41912905| 0.35267692 0.25002761 0.17755358 
15 0.47412949| 0.39388787| 0.32737599 0.22645771 0.15693149 
80 0.45111794| 0.37016679] 0.30389015 0.20510973 0.13870457 
85 0.42922324| 0.34787426] 0.28208917] 0.22886242| 0.18577420) 0.12259463 
90 0.40839119| 0.32692425| 0.26185218] 0.20984682] 0.16826142! 0.10835579 
95 0.38857020] 0.30723591| 0.24306699] 0.19241118| 0.15239955) 0.09477073 
100 0.36971121| 0.28873326| 0.22562944] 0.17642422! 0.13803297 0.08464737 


r 


Fig. 11. Compound interest table 


COMPOUND INTEREST 27-27 
wait aati 
1 at Compounp INTEREST eC 42) * 
Bie en = OE a a 
2 3/4% 3% 3 1/2% 4% 41/2% 5% 6% 
1. 1. il i 1. 1. fe 

0.97323601] 0.97087379| 0.96618357| 0.96153846| 0.95693780| 0.95238095| 0.94339623 
0.94718833] 0.94259591| -0.93351070| 0.92455621| 0.91572995| 0.90702948| 0.88999644 
0.92183779] 0.91514166| 0.90194271| 0.88899636] 0.87629660| 0.86383760| 0.83961928 
0.89716573] 0.88848705]. 0.87144223| 0.85480419| 0.83856134| 0.82270247| 0.79209366 
0.87315400] 0.86260878] 0.84197317| 0.82192711] 0.80245105| 0.78352617| 0.74725817 
0.84978491| 0.83748426 0.79031453| 0.76789574| 0.74621540| 0.70496054 
0.82704128| 0.81309151 0.75991781| 0.73482846] 0.71068133] 0.66505711 
0.80490635| 0.78940923 0.73069021! 0.70318513| 0.67683936| 0.62741237 
0.78336385| 0.76641673| 0.73373097| 0.70258674| 0.67290443| 0.64460892| 0.59189846 
0.76239791| 0.74409391] 0.70891881| 0.67556417| 0.64392768| 0.61391325| 0.55839478 
0.74199310] 0.72242128] 0.68494571| 0.64958093| 0.61619874| 0.58467929| 0.52678753 
0.72213440| 0.70137988| 0.66178330 0.58966386| 0.55683742| 0.49696936 
0.70280720| 0.68095134| 0.63940415 0.56427164| 0.53032135| 0.46883902 
0.68399728| 0.66111781| 0.61778179 0.53997286] 0.50506795| 0.44230096 
0.66569078] 0.64186195| 0.59689062 0.51672044| 0.48101710| 0.41726506 
0.64787424| 0.62316694| 0.57670591 0.49446932| 0.45811152] 0.39364628 
0.63053454| 0.60501645| 0.55720378 0.47317639| 0.43629669| 0.37136442 
0.61365892| 0.58739461| 0.53836114| 0.49362812| 0.45280037| 0.41552065| 0.35034379 
0.59723496| 0.57028603| 0.52015569| 0.47464242| 0.43330179| 0.39573396| 0.33051301 
0.58125057| 0.55367575| 0.50256588| 0.45638695| 0.41464286| 0.37688948| 0.31180473 
0.56569398] 0.53754928] 0.48557090| 0.43883360| 0.39678743] 0.35894236| 0.29415540 
0.55055375| 0.52189250| 0.46915063| 0.42195539| 0.37970089| 0.34184987| 0.27750510 
0.53581874| 0.50669175] 0.45328563| 0.40572633} 0.36335013| 0.32557131| 0.26179726 
0.52147809] 0.49193374| 0.43795713| 0.39012147| 0.34770347| 0.31006791| 0.24697855 
0.50752126| 0.47760557| 0.42314699] 0.37511680| 0.33273060| 0.29530277| 0.23299863 
0.49393796| 0.46369473/ 0.40883767| 0.36068923| 0.31840248| 0.28124073| 0.21981003 
0.48071821| 0.45018906 0.34681657| 0.30469137| 0.26784832| 0.20736795 
0.46785227| 0.43707675 0.33347747| 0.29157069| 0.25509364| 0.19563014 
0.45533068| 0.42434636 0.32065141| 0.27901502| 0.24294632| 0.18455674 
0.44314421| 0.41198676| 0.35627841 0.26700002| 0.23137745| 0.17411013 
0.43128391| 0.39998715] 0.34423035 0.25550241] 0.22035947] 0.16425484 
0.41974103| 0.38833703/ 0.33258971 0.24449991] 0.20986617] 0.15495740 
0.40850708| 0.37702625| 0.32134271] 0.27409417| 0.23397121| 0.19987254| 0.14618622 
0.39757380| 0.36604490| 0.31047605| 0.26355209| 0.22389589| 0.19035480| 0.13791153 
0.38693314| 0.35538340| 0.29997686| 0.25341547| 0.21425444/ 0.18129029| 0.13010522 
0.37657727| 0.34503243| 0.28983272 0.20502817| 0.17265741| 0.12274077 
0.36649856| 0.33498294| 0.28003161 0.19619921] 0.16443563| 0.11579318 
0.35668959| 0.32522615| 0.27056194 0.18775044| 0.15660536| 0.10923885 
0.34714316| 0.31575355| 0.26141250| 0.21662061| 0.17966549| 0.14914797| 0.10305552 
40 0.33785222| 0.30655684 0.20828904| 0.17192870| 0.14204568| 0.09722219 
41 0.32880995| 0.29762800 0.20027793| 0.16452507] 0.13528160] 0.09171905 
42 0.32000968] 0.28895922 0.19257493| 0.15744026| 0.12883962] 0.08652740 
43 0.31144495] 0.28054294 0.15066054| 0.12270440| 0.08162962 
44 0.30310944| 0.27237178| 0.22010231 0.14417276| 0.11686133] 0.07700908 
45 0.29499702| 0.26443862| 0.21265924 0.13796437| 0.11129651| 0.07265007 
46 0.28710172| 0.25673653| 0.20546787 0.13202332] 0.10599668} 0.06853781 
47 0.27941773| 0.24925876 0.12633810| 0.10094921] 0.06465831 
48 0.27193940] 0.24199880 0.12089771} 0.09614211| 0.06099840 
49 0.26466122] 0.23495029 0.11569158| 0.09156391] 0.05754566 
50 0.25757783| 0.22810708| 0.17905337 0.11070965] 0.08720373] 0.05428836 
55 0.22490511] 0.19676717] 0.15075814 0.08883907] 0.06832640| 0.04056742 
60 0.19637679| 0.16973309| 0.12693431 0.07128901] 0.05353552| 0.03031434 
65 0.17146718|] 0.14641325 0.05720594| 0.04194648] 0.02265264 
70 0.14971726| 0.12629736 0.04590497| 0.03286617] 0.01692737 
15 0.13072622| 0.10894521 0.03683649| 0.02575150| 0.01264911 
80 0.11414412| 0.09397710 0.02955948| 0.02017698} 0.00945215 
85 0.09966540| 0.08106547 0.02372003| 0.01580919| 0.00706320 
90 0.08702324] 0.06992779 0.01903417| 0.01238691| 0.00527803 
95 0.07598469| 0.06032032 0.01527399| 0.00970547| 0.00394405 
100 0.06634634| 0.05203284| 0.03206011 0.01225663| 0.00760449| 0.00294723 


giving present value. 


27-28 MATHEMATICS OF FINANCE 


FINDING PRESENT VALUES BY LOGS. If the number of periods or 
the interest rate is not given by the table, logarithms may be used to find the 
present value, as in the example below. 


Example. Find the present value of $7,418 at %4% quarterly for 10 years. 
Ten years are equivalent to 40 interest periods. 


7418 

P= @0025)* 
log P = log 7418 — 40 log 1.0025 
log 7418 = 3.870287 
log 1.0025 = 00108438 

x 40 043375 

log P = 3.826912 

P = 


$6,712.90 


OTHER CONVERSE CASES. Occasionally it becomes necessary to find 
how long it will take for a given sum to amount to another sum at some future 
time; or what interest rate is being realized on a given principal. In short, the 
problem is to find n or 7 in the general formula. These may be found either by 
interpolation in a table or by logarithms. 


Finding Value of n. The example below illustrates two methods for finding n. 


Example. How long will it take for $765 to amount to $1,350 if money is worth 
344% per annum. 


By logarithms: 


A =P) xX (1-14)? 
1350 = 765 X 1.035” 
log 1350 = log 765 + n log 1.035 


nm log 1.035 = log 1350 — log 765 
__ log 1350 — log 765 


3 log 1.035 
a ra 3.130334 — 2.883661 
.014940 
.246673 
n = 014940 = 165 years 


A general formula based on the above demonstration can be worked out as follows: 


a log A — log P 
log (1 +7) 
By interpolation: 
A =P Xa)” 
1350 = 765 X 1.035” 
1.035" = 5? = 1.7647 


765 
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_ Now consult Fig. 10, and locate in the 314% column a value just above and one 
just below the value given above. The procedure is as follows: 


(1) (2) (3) 
Years Tabular Difference Given Difference 
16 1.7340 1.7340 
%6 1.7647 
17 1.7947 
307 0607 0307 
607 


Hence n = 16+ 5= 16.5 years 


Finding Value of i. The logarithmic method and also the solution by interpo- 
lation are illustrated below. 


Example. Find the yield on United States government bonds sold at $18.75 re- 
deemable in 10 years for $25. 
By logarithms: These are not coupon bonds, but bonds sold on a discount basis. 


A =P) (Ay) 
25 == 1 Sasol y)ao 
25 4 
-\10 SS Se a 
Qe) Asis 3 
10 log (1 +7) = log 4—log3 
! _ log 4 — log 3 
log (1 +72) = 10 
_ 602060 — 477121 
=i 10 
124939 
skis | ial 012494 
Litt = 1.0292 
D = 0292 = 2.92% 


By interpolation: Proceed as in the previous solution. 
(1+ 1)? = 4/3 = 1.3333 


Now look in Fig. 10 on the tenth line and find values on that line just above and 
below 1.3333. The value is evidently between 2°4% and 3%. The computation is as 
follows: 


Rate Tabular Difference Given Difference 
254% 1.3117 1.3117 
? 1.3333 
3% 1.34389 
25% 0322 .0216 


A jump in the table of 4% increases the compound amount by roughly $.03. 
Hence the change in rate for the difference in column (3) is: 


0216 
“0322 xX 25% 


216 
== Tr iL 
399 x .0025 0017 7% 


Hence i = 2.75% + 17% = 2.92% 
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Annuities 


DEFINITIONS. An annuity is the payment of a fixed sum of money at 
uniform intervals of time. An example of an annuity is rent on the use of prop- 
erty. Payments of annuities are commonly called rents. 


Ordinary Annuity. An ordinary annuity is a series of equal payments each of 
which is made at the end of a period of time. 


Annuity Due. An annuity due is one in which the payments are due at ne 
beginning of each payment period. 

A life insurance premium is an example of an annuity due since such premiums 
are always payable in advance. 


Deferred Annuity. A deferred annuity is one in which payments are due after 
a number of periods have elapsed. 


Amount or Final Value of Annuity. The total of all annuity payments made, 
together with the interest earned by these payments, is the amount of an an- 
nuity. It is technically referred to as the final value of an annuity. 


Perpetuity. An annuity in which the payments continue without end is a 
perpetuity. An example of this type is to be found in the payments made from 
endowment funds. 


Life Annuity. An annuity whose duration depends on the life expectancy of 
one or more persons is called a contingent or life annuity. 


Annuity Certain. This is an annuity that has a definite number of periods to 
Tun. 


Example. A mortgage on a piece of property is to be paid off through 20 equal 
periodic payments beginning 4 years from the present time. This is an ordinary 
annuity certain deferred 4 years; it is certain, because it runs for 5 years, once it be- 
comes effective. 


FINAL VALUE OF ORDINARY ANNUITY. The total accumulation 
of an annuity may be found by two methods. In the first or arithmetical method, 
the interest is computed on the accumulations to date and added to the principal 
together with the new payment. The second method compounds each payment 
from the date of the payment to the end of the annuity series. The arithmetical 
method is illustrated below: 


Example. 

Paymenteend: of fistny.calee. cst eee ee eee $ 200.00 
Interestmsecond ay.car(490) era ee eee eee ere 8.00 
Payment, ead = ot secondecy.car ta aati tine eee eee 200.00 

Totalyend® offsecond year a. cst eee eee eee $ 408.00 
Interest: third “years seen set ee eee eee 16.32 
Payment ‘end¥or thirdsy.car ies. eee eee ee 200.00 

Movalvend of sthindasyearee sce mere ei ee eee eee $ 624.32 
Entereststourth: year s.y06cae. ano s.r ee ee 24.97 
Payment end of fourth. years. 50-5. eee eee eee 200.00 

Total end of fourth=year nee. aoe eee $ 849.29 
Interest fifth year ........5 PE SRT ci’ SE os ene 33.97 
Payment end ‘of siitthinyeanes:1 mae ere eee 200.00 
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In effect, the final value of an annuity is the sum of the compound amounts of 
the individual payments. Thus in the diagram below, the first payment made at 
the end of the first year bears interest for 4 years, the second for 3 years. 


1967 1968 1969 1970 1971 
Payments (end of each year). $1 $1 $1 Cae = G3 
Compound Amount (end of 
LOT 2. es Ao e, BOR. 1.044 1.04% 1.04? O41 
RotaleeValieeee we. kee 1.16985856 + 1.124864 + 1.0816 + 1.04 + 1 = $5.41632256 


Assuming money is worth 4%, the compound amount of each $1 payment is 
shown underneath the payments in the diagram. When the values are totaled, it 
is found that an ordinary annuity of $1 per year annually for 5 years at 4% 
amounts to $5.41632256. For an annuity of $200 under these conditions, the final 
amount is 


200 < 5.41632256 = $1,083.26. 


Instead of laboriously calculating the compound amount of each payment, re- 
course may be had to prepared annuity tables, Fig. 12. Thus in the illustration 
above, the answer may be found directly in the 4% column on line 5 in Fig. 12. 


Final Value Formula. The symbol for the final value of an ordinary annuity 
of $1 per annum is ar (read italic s sub n at 1%). The formula is 
nt 
sas Glam Oy” = il 


eis a 
nt 


in which 2 = Interest rate 
n = Number of periods 
The numerator of the fraction is evidently the compound interest. 


Compound interest 
Interest rate 


Hence,s = 


The final value for any number of dollars is expressed by the following formula: 


IN, Jie 3 
ni 
in which A = The final value of the annuity 
Rk = Amount of each payment (rent) 


Example. Find the amount of an annuity of $2,000 received semi-annually for 10 
years when invested at 4% per annum. 


Ap, ==, 2X & 
ni 
Ax = 2,000 X s 
20].02 
= 2,000 x 242973698 (Fig. 12) 
Aoy = $48,594.74 


Note that interest is at 2% per period for 20 periods; hence look for the value in 
the 2% column, line 20 of Fig. 12. 


Computation of Final Value by Logarithms. If the interest rate or the num- 
ber of conversion periods is not found in the table, recourse must be had to solu- 
tion by logarithms. The example below illustrates the method. 
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Periods 


ite 
2.01 
3.0301 
4.060401 
5.10100501 


6.15201506 
7.21353521 
8.28567056 
9.36852727 
10.46221254 


11.56683467 
12.68250301 
13.80932804 
14.94742132 
16.09689554 


17.25786449 
18.43044314 
19.61474757 
20.81089504 
22.01900399 


23.23919403 
24.47158598 
25.71630183 
26.97346485 
28.24319950 


29.52563150 
30.82088781 
32.12909669 
33.45038766 
34.78489153 


36.13274045 
37.49406785 
38.86900853 
40.25769862 
41.66027560 


43.07687836 
44.50764714 
45.95272361 
47.41225085 
48.88637336 


50.37523709 
51.87898946 
53.39777936 
54.93175715 
56.48107472 


58.04588547 
59.62634432 
61.22260777 
62.83483385 
64.46318218 


72.85245735 
81.66966986 
90.93664882 
100.67633684 


1: 

2.0125 
3.03765625 
4.07562695 
5.12657229 


6.19065444 
7.26803762 
8.35888809 
9.46337420 
10.58166637 


11.71393720 
12.86036142 
14.02111594 
15.19637988 
16.38633463 


17.59116382 
18.81105336 
20.04619153 
21.29676893 
22.56297854 


23.84501577 
25.14307847 
26.45736695 
27.78808403 
29.13543508 


30.49962802 
31.88087337 
33.27938429 
34.69537659 
36.12906880 


37.58068216 
39.05044069 
40.53857120 
42.04530334 
43.57086963 


45.11550550 
46.67944932 
4826294243 
49.86622921 
51.48955708 


53.13317654 
54.79734125 
56.48230801 
58.18833687 
59.91569108 


61.66463721 
63.43544518 
65.22838824 
67.04374310 
68.88178989 


78.42245562 
88.57450776 
99.37712526 
110.87199776 


AMouUNT oF ANNUITY 


ie 

2.015 
3.045225 
4.09090338 
5.15226693 


6.22955093 
7.32299419 
8.43283911 
9.55933169 
10.70272167 


11.86326249 
13.04121143 
14.23682960 
15.45038205 
16.68213778 


17.93236984 
19.20135539 
20.48937572 
21.79671636 
23.12366710 


24.47052211 
25.83757994 
27.22514364 
28.63352080 
30.06302361 


31.51396896 
32.98667850 
34.48147867 
35.99870085 
37.53868137 


39.10176159 
40.68828801 
42.29861233 
43.93309152 
45.59208789 


47.27596921 
48.98510874 
50.71988538 
52.48068366 
54.26789391 


56.08191232 
57.92314100 
59.79198812 
61.68886794 
63.61420096 


65.56841398 
67.55194018 
69.56521929 
71.60869758 
73.68282804 


84.52959893 
96.21465171 
108.80277215 
122.36375295 


5.17808939 


6.26870596 
7.37840831 
8.50753045 
9.65641224 
10.82539945 


12.01484394 
13.22510371 
14.45654303 
15.70953253 
16.98444935 


18.28167721 
19.60160656 
20.94463468 
22.31116578 
23.70161119 


25.11638938 
26.55592620 
28.02065490 
29.51101637 
31.02745915 


32.57043969 
34.14042238 
35.73787977 
37.36329267 
39.01715029 


40.69995042 
42.41219955 
44.15441305 
45.92711527 
47.73083979 


59.23573124 
61.27235654 
63.34462278 
65.45315367 
67.59858386 


69.78155908 


104.67521588 
119.33861370 
135.33075826 


1. 

2.02 

3.0604 
4.121608 
5.20404016 


6.30812096 
7.43428338 
8.58296905 
9.75462843 
10.94972100 


12.16871542 
13.41208973 
14.68033152 
15.97393815 
17.29341692 


18.63928525 
20.01207096 
21.41231238 
22.84055863 
24.29736980 


25.78331719 
27.29898354 
28.84496321 
30.42186247 
32.03029972 


33.67090572 
35.34432383 
37.05121031 
38.79223451 
40.56807921 


42.37944079 
44.22702961 
46.11157020 
48.03380160 
49.99447763 


51.99436719 
54.03425453 
56.11493962 
58.23723841 
60.40198318 


62.61002284 
64.86222330 
67.15946777 
69.50265712 
71.89271027 


74.33056447 
76.81717576 
79.35351927 


81.94058966| 


84.57940145 


98.58653365 
114.05153942 
131.12615541 
149.97791114 


ile 

2.0225 
3.06800625 
4.13703639 
5.23011971 


6.34779740 
7.49062284 
8.65916186 
9.85399300 
11.07570784 


12.32491127 
13.60222177 
14.90827176 
16.24370788 
17.60919130 


19.00539811 
20.43301957 
21.89276251 
23.38534966 
24.91152003 


26.47202923 
28.06764989 
. 29.69917201 
31.36740338 
33.07316996 


34.81731628 
36.60070590 
38.42422178 
40.28876677 
42.19526402 


44.14465746 
46.13791226 
48.17601528 
50.25997563 
52.39082508 


54.56961864 
56.79743506 
59.07537735 
61.40457334 
63.78617624 


66.22136521 
68.71134592 
71.25735121 
73.86064161 
76.52250605 


79.24426243 
82.02725834 
84.87287165 
87.78251126 
90.75761776 


106.66788460 
124.45043493 
144.32559477 
166.53961758 


1. 

2.025 
3.075625 
4.15251563 
5.25632852 


6.38773673 
7.54743015 
8.73611590 
9.95451880 
11.20338177 


12.48346631 
13.79555297 
15.14044179 
16.51895284 
17.93192666 


19.38022483 
20.86473045 
22.38634871 
23.94600743 
25.54465761 


27.18327405 
28.86285590 
30.58442730 
32.34903798 
34.15776393 


36.01170803 
37.91200073 
39.85980075 
41.85629577 
43.90270316 


46.00027074 
48.15027751 
50.35403445 
52.61288531 
54.92820744 


57.30141263 
59.73394794 
62.22729664 
64.78297906 
67.40255354 


70.08761737 
72.83980781 
75.66080300 
78.55232308 
81.51613110 


84.55403443 
87.66788530 
90.85958243 
94.13107199 
97.48434879 


115.55092136 
135.99158995 
159.11833027 
185.28411421 


Fig. 12. Annuity valuation 
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Periods 2 3/4% 


Ne 

2,0275 
3.08325625 
4.16804580 
5.28266706 


6.42794040 
7.60470876 
8.81383825 
10.05621880 
11.33276482 


12.64441585 
13.99213729 
15.37692107 
16.79978639 
18.26178052 


19.76397948 
21.30748892 
22.89344487 
24.52301460 
26.19739750 


27.91782593 
29.68556615 
31.50191921 
33.36822199 
35.28584810 


37.25620892 
39.28075467 
41.36097542 
43.49840224 
45.69460830 


47.95121003 
50.26986831 
52.65228969 
55.10022765 
57.61548391 


60.19990972 
62.85540724 
65.58393094 
68.38748904 
71.26814499 


74,22801898 
77.26928950 
80.39419496 
83.60503532 
86.90417379 


90.29403857 
93.77712463 
97.35599556 
101.03328544 
104.81170079 


125.32071411 
148.80914038 
175.70980889 
206.51842746 


3% 


1. 

2.03 
3.0909 
4.183627 
5.30913581 


6.46840988 
7.66246218 
8.89233605 
10.15910613 
11.46387931 


12.80779569 
14.19202996 
15.61779045 
17.08632416 
18.59891389 


20.15688130 
21.76158774 
23.41443537 
25.11686844 
26.87037449 


28.67648572 
30.53678030 
32.45288370 
34.42647022 
36.45926432 


38.55304225 
40.70963352 
42.93092252 
45.21885020 
47.57541571 


50.002678 18 
52.50275852 
55.07784128 
57.73017652 
60.46208181 


63.27594427 
66.17422259 
69.15944927 
72.23423275 
75.40125973 


78.66329753 
82.02319645 
85.48389234 
89.04840911 
92.71986139 


96.50145723 
100.39650095 
104.40839598 


1. 

2.035 
3.106225 
4.21494288 
5.36246588 


6.55015218 
7.77940751 
9.05168677 
10.36849581 
11.73139316 


13.14199192 
14.60196164 
16.11303030 
17.67698636 
19.29568088 


20.97102971 
22.70501575 
24.49969130 
26.35718050 
28.27968181 


30.26947068 
32.32890215 
34.46041373 
36,66652821 
38.94985669 


41.31310168 
43.75906024 
46.29062734 
48.91079930 
51,.62267728 


54.42947098 
57.33450247 
60.34121005 
63.45315240 
66.67401274 


70.00760318 
73.45786930 
77.02889472 
80.72490604 
84.55027775 


88.50953747 


27-33 
co i 

4% 41/2% 5% 6% 
1. ile Le iF 
2.04 2.045 2.05 2.06 
3.1216 3.137025 3.1525 3.1836 
4.246464 4.27819113; 4.310125 4.374616 
5.41632256| 5.47070973} 5.52563125] 5.63709296 
6.63297546| 6.71689166] 6.80191281 6.97531854 
7.89829448] 8.01915179| 8.14200845] 8.39383765 
9.21422626| 9.38001362| 9.54910888] 9.89746791 


10.58279531 
12.00610712 


13.48635141 
15.02580546 
16.62683768 
18.29191119 
20.02358764 


21.82453114 
23.69751239 
25.64541288 
27.67122940 
29.77807858 


31.96920172 
34.24796979 
36.61788858 
39.08260412 
41.64590829 


44,31174462 
47.08421440 
49.96758298 
52.96628630 
56.08493775 


59.32833526 
62.70146867 
66.20952742 
69.85790851 
73.65222486 


77.59831385 
81.70224640 
85.97033626 
90.40914971 
95.02551570 


99.82653633 


92.60737128] 104.81959778 
96.84862928] 110.01238169 
101.23833130] 115.41287696 


10.80211423 
12.28820937 


13.84117879 
15.46403184 
17.15991327 
18.93210937 
20.78405429 


22.71933673 
24.74170689 
26.85508370 
29.06356246 
31.37142277 


33.78313680 
36.30337795 
38.93702996 
41.68919631 
44.56521015 


47.57064460 
50.71132361 
53.99333317 
97.42303316 
61.00706966 


64.75238779 
68.66624524 
72.75622628 
77.03025646 
81.49661800 


86.16396581 
91.04134427 
96.13820476 
101.46442398 
107.03032306 


112.84668760 
118.92478854 
125.27640402 
131.91384220 


11.02656432 
12.57789254 


14.20678716 
15.91712652 
17.71298285 
19.59863199 
21.57856359 


23.65749177 
25.84036636 
28.13238467 
30.53900391 
33.06595410 


35.71925181 
38.50521440 
41.43047512 
44.50199887 
47.72709882 


51.11345376 
54.66912645 
58.40258277 
62.32271191 
66.43884750 


70.76078988 
75.29882937 
80.06377084 


11.49131598 
13.18079494 


14.97164264 
16.86994120 
18.88213767 
21.01506593 
23.27596988 


25.67252808 
28.21287976 
30.90565255 
33.75999170 
36.78559120 


39.99272668 
43.39229028 
46.99582769 
50.81557735 
54.86451200 


59.15638272 
63.70576568 
68.52811162 
73.63979832 
79.05818622 


84.80167739 
90.88977803 
97.34316471 


105.78167290 


110.48403145 
115.35097255 
120.38825659 


108.54064785] 125.60184557 
112.79686729] 130.99791016 


136.07161972] 160.94688984 
163.05343680] 196.51688288 
194.33275782] 238.76287650 


121.02939204| 138.84996510 


126.87056772| 146.09821353 
132.94539043) 153.67263314 
139.26320604| 161.58790163 
145.83373429 | 169.85935720 
152.66708366] 178.50302828 


191.15917299| 227.91795938 
237 .99068520) 289.49795398 
294.96838045] 366.23783096 


85.06695938 |104.18375460 
90.32030735 |111.43477987 


95.83632272 |119.12086666 
101.62813886 |127.26811866 
107.70954580 | 135.90420578 
114.09502309 | 145.05845813 
120.79977424 | 154.76196562 


127.83976295 | 165.04768356 
135.23175110]175.95054457 
142.99333866 | 187.50757724 
151.14300559 | 199.75803188 
159.70015587 | 212.74351379 


168.68516366 
178.11942185 
188.02539294 
198.42666259 
209.34799572 


272.71261833 
353.58371788 
456.79801118 


226.50812462 
241.09861210 
256.56452882 
272.95840055 
290.33590458 


394.17202657 
533.12818089 
719.08286076 


tere 364.29045876] 461.86967955 | 588.52851071 | 967.93216965 


table giving amount of annuity. 


27-34 MATHEMATICS OF FINANCE 


Example. Find the final value of an ordinary annuity of $1,265 a year for 12 
years at 3.2%. 
ING = WROD SK G 
12].032 


1203222. 1 
= 1,305" 5 aC cane 


The first step is to find the value by logs of 1.0321? and then substitute it in the 
above fraction. , 
12 log 1.032 = 12 X .013680 = .164160 


1.03212 = 1.4594 
ft 1.4594 — 1 
Aw = 1,365 X 5 


1,365 X 4594 
032 
= $19,596.25 


SINKING FUND CALCULATIONS. Sinking funds are commonly used to 
accumulate, by periodic contributions, sufficient amounts for the extinction of a 
debt or the replacement of an asset. In the latter event, the fund is more gen- 
erally referred to as a replacement fund. In either instance the periodic payments 
are annuity rentals. Many bond issues of both private and municipal corpora- 
tions are of the sinking fund type. The payments are usually turned over to a 
trustee or municipal sinking fund commission that invests these amounts and 
accumulates them to maturity or uses them to retire some of the bonds each year. 
In some issues, no part of the debt is extinguished until maturity even if the 
trustee invests his receipts in the bonds to be redeemed. In the latter case, he 
merely collects the coupons and adds the interest to the sinking fund just as in the 
case of investment in any other bonds. 

There are two mathematical problems involved in the flotation of sinking fund 
bond issues. The first is one of determining what sum shall be set aside peri- 
odically to provide the required amount at maturity. The other problem is con- 
cerned with determining the life span of the bond issues once the size of the 
periodic sinking fund payment the corporation can afford to make is known. 
These are presented below. 


Finding Amount of Sinking Fund Installments. Determination of the in- 
stallment or rent necessary to be set aside periodically is equivalent to finding R 
in the annuity formula. 


An =-his 

n\i 
Sis. —_— 
nit nt 


The second form of the formula is used when tables giving value of — are avail- 


ni 
able. The first is used when logarithms are necessary. 


13, ; P : 
The value of als obtained from a special table (Fig. 13) that makes com- 
mi 
putation of the rent extremely simple. It represents the periodic payment of an 
annuity that will amount to $1 in n periods. However, Fig. 13 does not give the 
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ive. ; 
values of wad directly. It shows instead the values of usually referred to as 


“i a 
n\t nit 
the annuity that $1 will buy, that is, the annuity whose present value is $1. The 
same table may, however, be used to find both values because of the following 
relationship existing between them: 
1 1 


a He. 
ONE Ss 
nit nie 
Fig. 13 actually shows the values of aa To find 1 use the following derived 
s 
n\t ni 
from the above equation: | | 
Siar oi Ute ot 
gaan Se 
ne no 


1 . KEY* 
Hence to find ae look in Fig. 13 and subtract the interest rate. 
nia 
Example. A corporation on June 1, 1967, issued bonds due June 1, 1973, to the 
amount of $200,000. Provision was made to set up a sinking fund to retire the entire 
issue by means of semi-annual payments. If the fund earns 3% semi-annually, what 


is the size of each installment? 
There are 12 payments compounded at 3% every 6 months. 


R= Au X ~ : 
12].03 
R = 200,000 x 0704621 (Fig. 13 1004621 — 03) 
= $14,092.42 


The schedule in Fig. 14 shows the periodic amounts set up and the interest earned 
on the accumulated balances in the sinking fund. The total semi-annual installments 
plus the accumulated interest earned by the sinking fund equal $200,000, the accu- 
mulated amount in the sinking fund June 1, 1973, the date of maturity of the bonds. 
If logarithms are necessary, see solution later in this Section, page 65. 


Finding the Number of Payments to Sinking Fund. A corporation floating 
a sinking fund bond issue needs to prepare a long-range budget to determine what 
it can spare for sinking fund payments. Once that is known, the time to build 
up the proper size sinking fund can easily be calculated. This involves finding 
the number of payments (n in the formula) from which the maturity of the bonds 
may be determined. The simplest solution is through interpolation in Fig. 12. 
For logarithmic solution, see presentation later in this Section, page 64. 


Example. A corporation wishes to raise $300,000 through the issuance of 5% sink- 
ing fund bonds. It can spare $50,000 a year for sinking fund purposes and interest on 
the bonds. If the fund earns 444%, when should the bonds be made to mature? 


Rotaleannualaep ayn ent we ya eee APL. Gls fee Sane $50,000.00 
Annual interest charge (300,000 X .05) ............ 15,000.00 
Sinkingwfundsecontribution tf... \.- 01. ei. des lore $35,000.00 
s = aos, 
on 300,000 + 35,000 


= 8.5714286. 
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1 i 10. a ae 
5 7— 5 — — ——_ — 2 
a 1 1 Ss a 

n|t Geo nt nit Pertopic PAYMENT REQUIRED 

Pe | tae | ae | ae | 

1.0100 000} 1.0125 000] 1.0150 000] 1.0175 000| 1.0200 000] 1.0225 000] 1.0250 000 
0.5075 124] 0.5093 944] 0.5112779| 0.5131 630| 0.5150 495] 0.5169 376 | 0.5188 272 
0.3400 221| 0.3417 012] 0.3433 830| 0.3450 675] 0.3467 547 | 0.3484 446} 0.3051 372 
0.2562 811] 0.2578 610] 0.2594 448] 0.2610 324] 0.2626 238| 0.2642 189} 0.2658 179 
0.2060 398] 0.2075 621| 0.2090 893] 0.2106 214] 0.2121 584] 0.2137 002} 0.2152 469 
0.1725 484] 0.1740 338] 0.1755 252] 0.1770 226] 0.1785 258] 0.1800 350} 0,1815 500 
0.1486 283] 0.1500 887| 0.1515 562] 0.1530 306] 0.1545 120) 0.1560 003] 0.1574 954 
0.1306 903] 0.1321 331] 0.1335 840] 0.1350 429] 0.1365 098] 0.1379 846 | 0.1394 674 
0.1167 404] 0.1181 706] 0.1196 098] 0.1210 561] 0.1225154] 0.1239 817] 0.1254 569 
0.1055 821] 0.1070 031] 0.1084 342] 0.1098 753] 0.1113 265] 0.1127877 | 0.1142 588 
0.0964 541] 0.0978 684] 0.0992 938] 0.1007 304] 0.1021 779} 0.1036 365] 0.1051 060 
0.0888 488] 0.0902 583] 0.0916 800| 0.0931 138| 0.0945 596] 0.0960174]| 0.0974 871 
0.0824 148] 0.0838 210| 0.0852 404| 0.0866 728] 0.0881 184] 0.0895 769 | 0.0910 483 
0.0769 012| 0.0783 052] 0.0797 233| 0.0811 556] 0.0826020| 0.0840 623 | 0.0855 365 
0.0721 238| 0.0735 265| 0.0749 444| 0.0763 774| 0.0778 255| 0.0792 885 | 0.0807 665 
0.0679 446| 0.0693 467| 0.0707 651| 0.0721 996] 0.0736 501| 0.0751 166 | 0.0765 990 
0.0642 581] 0.0656 602| 0.0670 797) 0.0685 162] 0.0699 698] 0.0714 404 | 0.0729 278 
0.0609 821| 0.0623 848| 0.0638 058| 0.0652 449| 0.0667 021] 0.0681 772 | 0.0696 701 
0.0580 518] 0.0594 555| 0.0608 785] 0.0623 206| 0.0637 818] 0.0652 618 | 0.0667 606 
0.0554 153] 0.0568 204] 0.0582 457| 0.0596 912] 0.0611 567 | 0.0626 421 | 0.0641 471 
0.0530 308] 0.0544 375| 0.0558 655| 0.0573 146] 0.0587 848] 0.0602 757 | 0.0617 873 
0.0508 637] 0.0522 724| 0.0537 033| 0.0551 564] 0.0566 314| 0.0581 282] 0.0596 466 
0.0488 858] 0.0502 967| 0.0517 308| 0.0531 880] 0.0546 681| 0.0561 710] 0.0576 964 
0.0470 735] 0.0484 867| 0.0499 241] 0.0513 857 | 0.0528 711] 0.0543 802 | 0.0559 128 
0.0454 068] 0.0468 225| 0.0482 635] 0.0497 295| 0.0512 204] 0.0527 360 | 0.0542 759 
0.0438 689| 0.0452 873| 0.0467 320] 0.0482 027 | 0.0496 992] 0.0512 213] 0.0527 688 
0.0424 455] 0.0438 668| 0.0453 153] 0.0467 908| 0.0482 931] 0.0498 219 | 0.0513 769 
0.0411 244] 0.0425 486) 0.0440 011] 0.0454 815 0.0469 897] 0.0485 253} 0.0500 879 
0.0398 950] 0.0413 223] 0.0427 788| 0.0442 642] 0.0457 784] 0.0473 208 | 0.0488 913 
0.0387 481] 0.0401 785] 0.0416 392] 0.0431 298] 0.0446 499] 0.0461 993 | 0.0477 776 
0.0376 757| 0.0391 094] 0.0405 743] 0.0420 701| 0.0435 964] 0.0451 528 | 0.0467 390 
0.0366 709| 0.0381 079] 0.0395 771] 0.0410 781] 0.0426 106] 0.0441 742 | 0.0457 683 
0.0357 274] 0.0371 679] 0.0386 414] 0.0401 478] 0.0416 865] 0.0432 572] 0.0448 594 
0.0348 400| 0.0362 839] 0.0377 619| 0.0392 736] 0.0408 187| 0.0423 966 | 0.0440 068 
0.0340 037] 0.0354 511] 0.0369 336| 0.0384 508] 0.0400 022] 0.0415 873] 0.0432 056 
0.0332 143] 0.0346 653| 0.0361 524] 0.0376 751| 0.0392 329] 0.0408 252 | 0.0424 516 
0.0324 681| 0.0339 227] 0.0354 144] 0.0369 426] 0.0385 068| 0.0401 064] 0.0417 409 
0.0317 615| 0.0332 198| 0.0347 161] 0.0362 499] 0.0378 206| 0.0394 275 | 0.0410 701 
0.0310 916] 0.0325 537| 0.0340 546] 0.0355 940| 0.0371 711] 0.0387 854 | 0.0404 362 
0.0304 556] 0.0319 214] 0.0334 271| 0.0349 721] 0.0365 558| 0.0381 774] 0.0398 362 
0.0298 510] 0.0313 206] 0.0328 311| 0.0343 817] 0.0359 719| 0.0376 009] 0.0392 679 
0.0292 756] 0.0307 491] 0.0322 643] 0.0338 206] 0.0354173] 0.0370 536 | 0.0387 288 
0.0287 274| 0.0302 047| 0.0317 247| 0.0332 867 | 0.0348 899] 0.0365 336 | 0.0382 169 
0.0282 044] 0.0296 856] 0.0312 104] 0.0327 781] 0.0343 879| 0.0360 390} 0.0377 304 
0.0277 051] 0.0291 901] 0.0307 198] 0.0322 932] 0.0339 096] 0.0355 681 | 0.0372 675 
0.0272 278| 0.0287 168] 0.0302 513] 0.0318 304] 0.0334 534} 0.0351 192 | 0.0368 268 
0.0267 711] 0.0282 641) 0.0298 034] 0.0313 884] 0.0330179] 0.0346 911 | 0.0364 067 
0.0263 338] 0.0278 308| 0.0293 750] 0.0309 657} 0.0326 018] 0.0342 823} 0.0360 060 
0.0259 147] 0:0274156| 0.0289 648] 0.0305 612] 0.0322 040] 0.0338 918] 0.0356 235 
0.0255 127] 0.0270176] 0.0285 717] 0.0301 739 | 0.0318 232] 0.0335 184] 0.0352 581 
0.0222 445] 0.0237 899] 0.0253 934| 0.0270 534] 0.0287 680] 0.0305 353 | 0.0323 534 
0.0199 328] 0.0215 194] 0.0231 724| 0.0248 893] 0.0266 677] 0.0285 046 | 0.0303 971 
0.0182 189] 0.0198 465] 0.0215 483] 0.0233 209] 0.0251 607] 0.0270 638 | 0.0290 260 
0.0169 031] 0.0185 715] 0.0203 211] 0.0221 476] 0.0240 460] 0.0260 113] 0.0280 381 
0.0158 657] 0.0175 743] 0.0193 706] 0.0212 488] 0.0232 027] 0.0252 259 | 0.0273 119 


Fig. 13. Annuity 
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6 t 
= ; 
to AMortIzE $1 AND INTEREST oi (1 +12)" 
3 1/2% 4% 4 1/2% 7% 

1 1.0300 000 | 1.0350 000) 1.0400 000] 1.0450 000} 1.0500 000] 1.0600 000] 1.0700 000 
2 0.5226 108 | 0,5264 005] 0.5301 961] 0.5339 976] 0.5378 049| 0.5454 369] 0.5530 918 
3 0.3535 304] 0.3569 342] 0.3603 485] 0.3637 734] 0.3672 086| 0.3741 098] 0.3810 517 
4 0.2690 271] 0.2722 511] 0,2754.901] 0.2787 437] 0.2820118] 0.2885 915] 0.2952 281 
5 0.2183 546] 0.2214 814] 0,2246271| 0.2277 916] 0.2309 748] 0.2373 964| 0.2438 907 
6 0.1845 975 | 0.1876 682] 0.1907 619] 0.1938 784] 0.1970175| 0.2033 626| 0.2097 958 
7 0.1605 064) 0.1635 445] 0.1666 096] 0.1697 015] 0.1728198] 0.1791 350] 0.1855 532 
8 0.1424 564 | 0.1454767| 0.1485 278] 0.1516 097] 0.1547 218] 0.1610 359] 0.1674 678 
9 0.1284 339 | 0.1314 460] 0.1344 930] 0.1375 745] 0.1406 901| 0.1470 222| 0.1534 865 
10 0.1172 305 | 0.1202 414] 0,1232 909] 0.1263 788] 0.1295 046] 0.1358 680] 0.1423 775 
11 0.1080 775 | 0.1110 920} 0.1141 490] 0.1172 482] 0.1203 889] 0.1267 929| 0.1333 569 
12 0.1004 621 | 0.1034 840] 0.1065 522] 0.1096 662] 0.1128 254] 0.1192770] 0.1259 020 
13 0.0940 295} 0.0970 616] 0.1001 437] 0.1032 754] 0.1064 558] 0.1129 601] 0.1196 509 
14 0.0885 263 | 0.0915 707] 0.0946 690| 0.0978 203] 0.1010 240] 0.1075 849] 0.1143 449 
15 0.0837 666 | 0.0868 251] 0.0899 411| 0.0931 138] 0.0963 423] 0.1029 628] 0.1097 946 
16 0.0796 109] 0.0826 848] 0.0858 200] 0.0890 154] 0.0922 699] 0.0989 521] 0.1058 577 
17 0.0759 525 | 0.0790 431] 0.0821 985] 0.0854176] 0.0886 991] 0.0954 448] 0.1024 252 
18 0.0727 087 | 0.0758 168} 0.0789 933] 0.0822 369] 0.0855 462| 0.0923 565| 0.0994 126 
19 0.0698 139 | 0.0729 403] 0.0761 386] 0.0794 073] 0.0827 450] 0.0896 209] 0.0967 530 
20 0.0672 157 | 0.0703 611| 0.0735 818] 0.0768 761| 0.0802 426] 0.0871 846] 0.0943 929 
21 0.0648 718 | 0.0680 366] 0.0712 801] 0.0746 006] 0.0779 961] 0.0850 046] 0.0922 890 
22 0.0627 474 | 0.0659 321] 0.0691 988] 0.0725 457] 0.0759 705] 0.0830 456] 0.0904 058 
23 0.0608 139 | 0.0640 188] 0.0673 091] 0.0706 825] 0.0741 368] 0.0812 785] 0.0887 139 
24 0.0590 474} 0.0622 728| 0.0655 868] 0.0689 870] 0.0724 709] 0.0796 790| 0.0871 890 
25 0.0574 279 | 0.0606 740} 0.0640 120] 0.0674 390] 0.0709 525| 0.0782 267| 0.0858 105 
26 0.0559 383 | 0.0592 054] 0.0625 674] 0.0660 214] 0.0695 643] 0.0769 044} 0.0845 610 
27 0.0545 624 | 0.0578 524] 0.0612 385] 0.0647 195] 0.0682 919] 0.0756 972] 0.0834 257 
28 0.0532 932 | 0.0566 026] 0.0600 130] 0.0635 208] 0.0671 225] 0.0745 926] 0.0823 919 
29 0.0521 147 | 0.0554 454} 0.0588 799] 0.0624 146] 0.0660 455| 0.0735 796] 0.0814 487 
30 0.0510 193 { 0.0543 713] 0.0578 301] 0.0613 915] 0.0650 514| 0.0726 489] 0.0805 864 
31 0.0499 989 | 0.0533 724| 0.0568 554] 0.0604 435] 0.0641 321] 0.0717 922] 0.0797 969 
32 _ | 0.0490 466 | 0.0524 415] 0.0559 486] 0.0595 632] 0.0632 804] 0.0710 023] 0.0790 729 
33 0.0481 561 | 0.0515 724] 0.0551 036} 0.0587 445] 0.0624'900] 0.0702 729] 0.0784 081 
34 0.0473 220 | 0.0507 597| 0.0543 148| 0.0579 819] 0.0617 555] 0.0695 984] 0.0777 967 
35 0.0465 393 | 0,0499 984] 0.0535773] 0.0572 705] 0.0610 717] 0.0689 739] 0.0772 340 
36 0.0458 038 | 0.0492 842] 0.0528 869] 0.0566 058] 0.0604 345] 0.0683 948] 0.0767 153 
37 0.0451 116 | 0.0486 133] 0.0522 396] 0.0559 840] 0.0598 398] 0.0678 574] 0.0762 369 
38 0.0444 593 | 0.0479 821] 0.0516 319] 0.0554 017] 0.0592 842] 0.0673 581] 0.0757 951 
39 0.0438 439 | 0.0473 878] 0.0510 608] 0.0548 557| 0.0587 646| 0.0668 938] 0.0753 868 
40 0.0432 624 | 0.0468 273] 0.0505 235] 0.0543 432] 0.0582 782] 0.0664 615| 0.0750 091 
41 0.0427 124 | 0.0462 982| 0.0500174] 0.0538 616] 0.0578 223] 0.0660 589] 0.0746 596 
42 0.0421 917 | 0.0457 983] 0.0495 402} 0.0534 087| 0.0573 947] 0.0656 834] 0.0743 359 
43 0.0416 981 | 0.0453 254| 0.0490 899] 0.0529 824| 0.0569 933] 0.0653 331] 0.0740 359 
44 0.0412 299 | 0.0448 777| 0.0486 645} 0.0525 807| 0.0566 163] 0.0650 061] 0.0737 577 
45 0.0407 852 | 0.0444 534] 0.0482 625] 0.0522 020] 0.0562 617] 0.0647 005] 0.0734 996 
46 0.0403 625 | 0.0440 511] 0.0478 821] 0.0518 447] 0.0559 282] 0.0644 149] 0.0732 600 
47 0.0399 605 | 0.0436 692] 0.0475 219] 0.0515 073] 0.0556 142] 0.0641 477] 0.0730 374 
48 0.0395 778 | 0.0433 065| 0.0471 807] 0.0511 886] 0.0553 184] 0.0638 977] 0.0728 307 
49 0.0392 131 | 0.0429 617] 0.0468 571] 0.0508 872] 0.0550 397] 0.0636 636| 0.0726 385 
50 0.0388 655 | 0.0426 337] 0.0465 502] 0.0506 022] 0.0547 767| 0.0634 443] 0.0724 599 
60 0.0361 330 | 0.0400 886] 0.0442 018] 0.0484 543] 0.0528 282] 0.0618 757| 0.0712 292 
70 0.0343 366 | 0.0384 610] 0.0427 451] 0.0471 651] 0.0516 992] 0.0610 331] 0.0706 195 
80 0.0331 118 | 0.0373 849] 0.0418 141] 0.0463 707] 0.0510 296] 0.0605 725} 0.0703 136 
90 0.0322 556 | 0.0366 578] 0.0412 078| 0.0458 732] 0.0506 271| 0.0603 184) 0.0701 590 
100 0.0316 467 | 0.0361 593} 0.0408 080 0.0503 831] 00601 774] 0.0700 808 


0.0455 584 


that $1 will buy. 
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Interest at Total Accumulated 
3% on Ac- Additions to Amounts in 
Semiannual cumulated Sinking Sinking 
Date Installment Sinking Fund Fund Fund 
June T1967 ee Ie cote oes oe | eeceeroternerer nian | ine karan cic kerenees 
December 1, 1967. . bara OS Pe eo lll dco alee with RASS § 14,092.42 $ 14,092.42 
June 1, 1968...... 14,092.42 be PA 14,515.19 28,607.61 — 
December 1, 1968. . 14,092.42 858.23 14,950.65 43,558.26 
Junem ie 1969s 14,092.42 1,306.75 15,399.17 58,957 43 
December 1, 1969.. 14,092.42 1,768.71 15,861.13 74,818.56 
June S189 70 eee 14,092.42 2,244 55 16,336.97 91,155.53 
December 1, 1970.. 14,092.42 2,734.66 16,827.08 107,982.61 
June els 919 (ere 14,092.42 3,239.48 17,331.90 125,314.51 
December 1, 1971.. 14,092.42 3,759.43 17,851.85 143,166.36 
Jtame ele Oa eee 14,092.42 4,294.99 18,387.41 161,553.77 
December 1, 1972.. 14,092.42 4,846.61 18,939.03 180,492.80 
Junie IANO 73 Men 14,092.42 5,414.78 19,507.20 200,000.00 
$169,109.04 $ 30,890.96 $200,000.00 


Fig. 14. Schedule of sinking fund installments. 


Now look in Fig. 12 in the 444% column for an amount directly above and below 
the given figure. The time is evidently between 7 and 8 years. Since the results are 
approximations in any event, only four decimals are used. 


Tabular Difference Given Difference 
7 years 8.0192 8.0192 
? 8.5714 
8 years 9.3800 
1.3608 5522 
a(t ae =7Aly years approximately 


Since bond maturities such as this are practically unknown, the borrower must 
decide whether the bonds are to mature in 8 or 7 years. If $50,000 represents the 
limit of what the borrower can spare, the maturity must be extended to 8 years, and 
the exact amount of R (sinking fund contribution) recalculated. If a maturity of 7 
years is more desirable, the total annual burden will be greater than $50,000 and can 
easily be found by the formula for R. 


FINAL VALUE OF ANNUITY DUE. In the case of an annuity due, the 
payments are made at the beginning rather than at the close of the period. Hence 
the last payment earns interest for the period. The symbol for the final value of 
an annuity due of $1iss (read Roman s sub n at i%). The simplest formula 

ni 
for it is: 


s =s aie 


ni nti) 


This formula makes possible the use of the regular annuity tables as shown in 
the examples below. 


ANNUITIES 27 -39 


Example. Find the final value of an annuity due of $6,500 for 10 years at 3% 


Ay Due = R S 
16].03 
= $6,500°x (ss — 1) 
11.03 
= $6,500 X 11.80779569 
= $76,750.67 
In looking up s__, Start in the 3% column in Fig. 12, read the figure on the 
é 10|.03 
eleventh line, and subtract $1; that is, look up s and decrease this value by $1. 
11.03 


PRESENT VALUE OF ORDINARY ANNUITY. The present value of 
an annuity is an amount that represents the sum of the discounted or present 
values of a series of equal payments made at uniform time intervals. Note that 
the future payments are equal, but are discounted. Hence, each payment repre- 
sents in part principal and in part interest on the remaining debt. This is in con- 
trast to final value problems where payments are accumulated to wipe out a 
future debt at maturity. Hence, wherever the annuity payments represent prin- 
cipal and interest, the problem is one of present value. 

The symbol to represent the present value of a single dollar per annum payable 
at the end of each year, i.e., an ordinary annuity of $1, is a_ (read italic a sub 

nia 
natt%). The formula is as follows: , 
1 
bi Gee 
a 


a= 
nit 
_ Compound discount 
6 Interest rate 


Fig. 15 shows the present values represented by the above formula and may 
therefore be used to solve present value problems. The present value of any 
number of dollars is represented by the following formula: 


Ps 1 h6 
nit 
in which Ao = The present value of & dollars 
R = Amount of each annuity payment 


Example. A corporation owning a patent with an 8-year life receives a quarterly 
royalty in the amount of $5,500. At what value shall it set up this asset upon its 
balance sheet, assuming that money is worth 5% per annum? 

Fig. 15 shows the present value of an annuity of $1 at 14% for 32 periods as 
26 2412742. 


$5,500 X 26.24127418 = $144,327.01 


This is the required value of the asset. 


Example 2. A lumber company signs a contract with a syndicate that owns in fee 
a large tract of timber land. The company agrees to cut 120,000,000 feet of timber a 
year for 6 years and to pay $360,000 a year for the cut timber. The syndicate, desiring 
to anticipate the payments under its contract, applies to its bankers for the cash value 


27-40 MATHEMATICS OF FINANCE 
1 5011006, 
a _ ato" _ 1-0" 
nit i via ai? Present VALUE or ANNUITY 
Periods 1% 1 1/4% 1 1/2% 1 3/4% 2% 2 1/4% 2 1/2% 

1 | 0,99009901/ 0,98765432| 0.98522167| 0.98280098} 0.98039216| 0.97799511] 0.97560976 
2 | 1.97039506] 1.96311538| 1.95588342| 1.94869875| 1.94156094] 1.93446955| 1.92742415 
3 | 2.94098521| 2.92653371| 2.91220042| 2.89798403] 2.86388327| 2.86989687| 2.85602356_ 
4 | 3.90196555| 3,87805798| 3.85438465| 3.83094254| 3.80772870| 3.78474021| 3.76197421 
5 | 4.85343124| 4.81783504| 4,78264497| 4.74785508] 4.71345951| 4.67945253| 4.64582850 
6 | 5.79547647| 5.74600992| 5.69718717| 5.64899762| 5.60143089| 5.55447680| 5.50812536 
7 | 6.72819453| 6.66272585| 6.59821396| 6.53464139| 6.47199107] 6.41024626| 6.34939060 
8 | 7.65167775| 7.56812429| 7.48592508] 7.40505297| 7.32548144| 7.24718461| 7.17013717 
9 | g.56601758| 8.46234498] 8.36051732| 8.26049432| 8.16223671| 8.06570622| 7.97086553 
10 | 9.47130453} 9.34552591| 9.22218455| 9.10122291] 8.98258501] 8.86621635| 8.75206393 
11 | 10,36762825| 10.21780337| 10,07111779| 9.92749181] 9.78684805} 9.64911134] 9.51420871 
12 | 11.25507747| 11.07931197| 10.90750521| 10.73954969| 10.57534122] 10.41477882| 10.25776460 
13 | 12.13374007| 11.93018466] 11.73153222| 11.53764097| 11.34837375| 11.16359787| 10.98318497 
14 | 13.00370304] 12.77055275| 12.54338150| 12.32200587| 12.10624877| 11.89593924| 11.69091217 
15  |13.86505252) 13.60054592| 13.34323301| 13.09288046| 12.84926350| 12.61216551| 12.38137773 
16 | 14.71787378| 14.42029227| 14.13126405| 13.85049677| 13.57770931| 13.31263131| 13.05500266 
17 | 15.56225127] 15.22991829] 14.90764931| 14.59508282| 14.29187188] 13.99768343| 13.71219772 
18 | 16,39826858| 16.02954893| 15.67256089| 15.32686272| 14.99203125| 14.66766106| 14.35336363 
19 | 17.22600850} 16.81930759| 16.42616837| 16.04605673| 15.67846201| 15.32289590| 14.97889134 
20 | 18.04555297| 17.59931613| 17.16863879| 16.75288130| 16.35143334| 15.96371237| 15.58916229 
21 | 18.85698313| 18.36969495| 17.90013673] 17.44754919| 17.01120916| 16.59042775| 16.18454857 
22 |19.66037934| 19.13056291] 18.62082437| 18.13026948] 17.65804820| 17.20335232] 16.76541324 
23 | 20.45582113| 19.88203744| 19.33086145| 18.80124764] 18.29220412| 17.80278955| 17.33211048 
24 | 21.24338726| 20.62423451| 20.03040537| 19.46068565| 18.91392560| 18.38903624| 17.88498583 
25 | 22.02315570| 21.35726865| 20.71961120| 20.10878196| 19.52345647| 18.96238263| 18.42437642 
26 | 22.79520366| 22.08125299] 21.39863172| 20.74573166] 20.12103576| 19.52311260| 18,95061114 
27 | 23.55960759| 22.79629925| 22.06761746| 21.37172644| 20.70689780| 20.07150376| 19.46401087 
28 | 24.31644316| 23.50251778| 22.72671671| 21.98695474| 21.28127236| 20.60782764| 19.96488866 
29 | 25.06578530| 24.20001756| 23.37607558| 22.59160171| 21.84438466| 21.13234977| 20.45354991 
30 | 25.80770822| 24.88890623] 24.01583801| 23.18584934| 22.39645555| 21.64532985| 20.93029259 
31 | 26.54228537| 25.56929010| 24.64614582| 23.76987650| 22.93770152| 22.14702186| 21.39540741 
32 | 27.26958947| 26.24127418] 25.26713874| 24.34385897| 23.46833482| 22.63767419| 21.84917796 
33 | 27.98969255| 26.90496215| 25.87895442| 24.90796951| 23.98856355| 23.11752977| 22.29188094 
34 | 28.70266589| 27.56045644| 26.48172849| 25.46237789| 24.49859172| 23.58682618| 22.72378628 
35 | 29.40858009| 28.20785822| 27.07559458| 26.00725100| 24.99861933| 24.04579577| 23.14515734 
36 | 30.10750504| 28.84726737| 27.66068431| 26.54275283| 25.48884248| 24.49466579| 23.55625107 
37 | 30.79950994] 29.47878259| 28.23712740] 27.06904455| 25.96945341| 24.93365848] 23.95731812 
38 | 31.48466330| 30.10250133| 28.80505163| 27.58628457| 26.44064060| 25.36299118| 24.34860304 - 
39 | 32.16303298] 30.71851983| 29.36458288| 28.09462857| 26.90258883| 25.78287646| 24.73034443 
40 | 32.83468611] 31.32693316] 29.91584520| 28.59422955| 27.35547924| 26.19352221| 25.10277505 
41 | 33.49968922) 31.92783522] 30.45896079| 29.08523789| 27.79948945| 26.59513174| 25.46612200 
42 | 34.15810814) 32.52131874| 30.99405004| 29.56780136| 28.23479358] 26.98790390| 25.82060683 
43 | 34.81000806) 33.10747530] 31.52123157| 30.04206522| 28.66156233| 27.37203316] 26.16644569 
44 | 35.45545352) 33.68639536| 32.04062223| 30.50817221| 29.07996307| 27.74770969| 26.50384945 
45 | 36.09450844| 34.25816825| 32.55233718] 30.96626261| 29.49015987| 28.11511950, 26.83302386 
46 | 36.72723608| 34.82288222| 33.05648983| 31.41647431| 29.89231360 27.15416962 
47 | 37.35369909| 35.38062442| 33.55319195| 31.85894281| 30.28658196 27.46748255 
48 | 37.97395949] 35.93148091] 34.04255365| 32.29380129| 30.67311957 27.77315371 
49 | 38,58807871| 36.47553670| 34.52468339| 32.72118063| 31.05207801 2807136947 
50 | 39.19611753] 37.01287574] 34.99968807| 33.14120946| 31.42360589 28.36231168 
35 | 42.14719216| 39.60168667| 37.27146681| 35.13544550| 33.17478752 29.71397928 
69 | 44.95503841| 42.03459179| 39.38026889| 36.96398552| 34.76088668 30.90865649 
65 | 47,62660777| 44.32098022| 41.33778618| 38.64059678| 36.19746555 31.96457705 
70 |50.16851435| 46.46967562| 43.15487183| 40.17790267| 37.49861929 32.89785698 
75 |52.58705124| 48.48897027| 44.84160034| 41.58747771| 38.67711433 33.72274044 
80 |54.88820611| 50.38665706| 46.40732349| 42.87993474| 39.74451359 34.45181722 
85 |57.07767600| 52.17005958| 47.86072218| 44.06500479| 40.71128999 35.09621486 
90 |59.16088148] 53.84606035| 49.20985452| 45.15161037| 41.58692916 35.66576848 
95 |61.14298002| 55.42112744| 50.46220054| 46.14793265| 42.38002254 36.1691 7089 
100 |63.02887877| 56.90133936| 51.62470367| 47.06147304| 43.09835164 36.61410526 


Fig. 15. Present value 
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COMOTOS® obhwwre 
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0.97323601 
1.92042434 
2.84226213 
3,73942787 
4.61258186 


5,46236678 
6.28940806 
7,09431441 
7.87767826 
8.64007616 


9.38206926 
10.10420366 
10.80701086 
11.49100814 
12.15669892 


12,80457315 
13.43510769 
14.04876661 
14.64600157 
15.22725213 


15.79294612 
16.34349987 
16,87931861 
17.40079670 
17.90831795 


18.40225592 
18,88297413 
19.35082640 
19,80615708 
20.24930130 


20.68058520 
21.10032623 
21.50883332 
21.90640712 
22,29334026 


22.66991753 
23,03641609 
23,39310568 
23, 74024884 
24.07810106 


24.40691101 
24.72692069 
25.03836563 
25.34147507 
25.63647209 


25,92357381 
26.20299154 
26.47493094 
26.73959215 
26.99716998 


28,18526879 
29.22266201 
30.12846605 
30.91937247 
31.60995558 


32.21294098 
32.73944009 


33.19915489 
33,60055671 
33.95104232 


of $1 per annum. 


0.97087379 
1,91346970 
2,82861135 
3.71709840 
4.57970719 


5.41719144 
6.23028296 
7.01969219 
7.78610892 
8.53020284 


9.25262411 
9.95400399 
10.63495533 
11,29607314 
11.93793509 


12.56110203 
13.16611847 
13,75351308 
14,32379911 
14.87747486 


15,41502414 
15.93691664 
16.44360839 
16.93554212 
17.41314769 


17.87684242 
18.32703147 
18.76410823 
19.18845459 
19.60044135 


20,00042849 
20.38876553 
20.76579178 
21,13183668 
21.48722007 


21.83225250 
22.16723544 
22.49246159 
22.80821513 
23.11477197 


23.41239997 
23,70135920 
23,98190213 
24,25427392 
24,.51871254 


24.77544907 
25,02470783 
25.26670664 
25.50165693 
25.72976401 


26.77442764 
27,67556 367 
28.45289152 
29.12342135 
29.70182628 


30.20076345 
30.63115103 
31.00240714 
31.32265592 
31.59890534 


| 27.65542540 


ANNUITIES 27-41 
ith 
a (i+%)" 1-4" 
nt 1 1 
4 1/2% 5% 6% 

0.96618357 0.96153846 0.95693780| 0.95238095| 0.94339623 
1,89969428] 1.88609467| 1.87266775} 1.85941043] 1.83339267 
2,80163698|} 2.77509103) 2,74896435| 2.72324803] 2.67301195 
3.67307921|  3.62989522] 3,58752570] 3.54595050| 3.46510561 
4.51505238) 4.45182233) 4.38997674| 4.32947667|  4.21236379 
5.32855302| 5.24213686 5.15787248] 5,07569206]  4.91732433 
6.11454398) 6.00205467} 5,89270094| 5.78637340] 5.58238144 
6.87395554| 6.73274487| 6.59588607| 6.46321276] 6.20979381 
7.60768651| 7.43533161] 7.26879050} 7,10782168| 6.80169227 
8.31660532| 8.11089578) 7.91271818] 7.72173493| 7.36008705 
9.00155104] 8.76047671] 8.52891692] 8.30641422] 7.88687458 
9.66333433) 9.38507376] 9.11858076] 8,86325164]  8.38384394 
10.30273849| 9,98564785} 9.68285242| 9.39357299|  8.85268296 
10.92052028| 10.56312293) 10.22282528] 9.89864094] 9.29498393 
11.51741090| 11.11838743) 10.73954573] 10.37965804) 9.71224899 


12,09411681 
12.65132059 
13.18968173 
13,70983742 
14,21240330 


14,69797420 
15,16712484 
15.62941047 
16.05836760 
16,.48151459 


16.89035226 
17.28536451 
17.66701885 
18.03576700 
18.39204541 


18.73627576 
19.06886547 
19.39020818 
19. 70068423 
20,00066110 


20.29049381 
20.57052542 
20.84108736 
21.10249987 
21.35507234 


21.59910371 
21.83488281 
22.06268870 
22,28279102 
22,49545026 


22:70091813 
22,89943780 
23,09124425 
23,27656450 
23,45561787 


24,26405323 
24.94473412 
25.51784916 
26.00039664 
26.40668868 


26.74877567 
27.03680373 
27.27931564 
27,48350415 


11.65229561 
12.16566885 
12.65929697 
13,13393940 
13,59032634 


14.02915995 
14,45111533 
14,85684167 
15,24696314 
15.62207994 


15.982769138 
16.32958575 
16.66306322 
16.98371463 
17.29203330 


17,58849356 
17.87355150 
18.14764567 
18,41119776 
18.66461323 


18.90828195 
19,14257880 
19.36786423 
19.58448484 
19,79277388 


19,.99305181 
20.18562674 
20.37079494 
20.54884129 
20.72003970 


20.88465356 
21,04293612 
21,19513088 
21.34147200). 
21.48218462 


22.10861218 
22.62348997 
23,04668199 
23,39451498 
23.68040834 


23.91539185 
24,10853116 
24.26727759 
24,39775559 


24,50499900 
1g 


11.23401505 
11.70719143 
12.15999180 
12.59329359 
13,00793645 


13.40472388 
13.78442476 
14.14777489 
14,49547837 
14,82820896 


15.14661145 
15.45130282 
15.74287351 
16.02188853 
16,28888854 


16.54439095 
16.78889086 
17.02286207 
17,24675796 
17.46101240 


17.66604058 
17,86223979 
18.04999023 
18.22965572 
18.40158442 


18.56610949 
18.72354975 
18.87421029 
19.01838305 
19,15634742 


19.28837074 
19.41470884 
19,53560654 
19.65129813 
19.76200778 


20,24802057 
20.63802204 
20.95097913 
21.20211187 
21.40363360 


21.56534493 
21.69511035 
21.79924075 
21.88280030 
21,94985274 


10.83776956 
11.27406625 
11.68958690 
12,08532086 
12,46221034 


12,82115271 
13,16300258 
13,48857388 
13.79864179 
14.09394457 


14,37518530 
14.64303362 
14, 89812726 
15,14107358 
15.37245103 


15.59281050 
15.80267667 
16.00254921 
16,19290401 
16.37419429 


16,54685171 
16.71128734 
16.86789271 
17.01704067 
17.15908635 


17.29436796 
17.42320758 
17,54591198 
17.66277331 
17.77406982 


17.88006650 
17,98101571 
18.07715782 
18,16872173 
18.25592546 


18.63347196 
18.92928952 
19.16107033 
19.34267665 
19,48496995 


19.59646048 
19.68381623 
19.75226174 
19,80589059 
19,84791020 


10,10589527 
10.47725969 
10,82760348 
11.15811649 
11.46992122 


11.76407662 
12,04158172 
12.30337898 
12.55035753 
12.78335616 


13.00316619 
13.21053414 
13.406164 28 
13.59072102 
13, 76483115 


13.92908599 
14, 08404339 
14,23022961 
14, 36814114 
14.498246 36 


14,62098713 
14.73678031 
14.84601916 
14.94907468 
15.04629687 


15.13801592 
15.22454332 
15.30617294 
15.38318202 
15.45583209 


15.52436990 
15.58902821 
15,65002661 
15,70757227 
15.76186064 


15.99054297 
16.16142771 
16.28912272 
16.38454387 
16.45584810 


16.50913077 
16.54894668 
16.57869944 
16.60093244 
16.61754623 
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of the contract, offering as security the contract itself and a mortgage on the timber 
land. What is the present worth of the contract calculated on a 4% basis? 


Ao = 360,000 X a 
61.04 
= $360,000 x 5.24213686 
= $1,887,169.28 


This answer represents the amount the syndicate can borrow on its contract. This 
means that six annual payments of $360,000 will pay off the loan and the interest on 
the outstanding balances. The proof is submitted in Fig. 16, which shows the 
amortization of the loan. 


Amount Out- Interest at 4% 


standing at on Out- 
Beginning standing Annuity Principal 
Year of Period Balance Payment > Repaid 
bee Setar ba ae $1,887 169.28 $ 75,486.77 $ 360,000.00 $ 284,513.23 
PALS 3 derbies so 1,602 ,656.05 64,106.24 360,000.00 295 893.76 
SetAction 1,306,762.29 52,270.49 360,000.00 307,729.51 
Agegiieas Dh cies 999,032.78 39,961.31 360,000.00 320,038.69 
tan mtn agate 678,994.09 27,159.76 360,000.00 332,840.24 
CSRS ote 346,153.85 13,846.15 360,000.00 346,153.85 


$272,830.72 $2,160,000.00 $1,887,169.28 


Fig. 16. Proof of amortization of loan. 


ANNUITY THAT $1 WILL BUY. The annuity that $1 will buy is 
equivalent to a series of annuity payments the sum of whose present values is $1. 
This type of problem is found where the size of the annuity rent (R) is to be de- 
termined. The formula is as follows: 


fis AX pe: 
a_ 


The fraction is the reciprocal of the present value of $1 and represents the 
annuity that $1 will purchase. Special tables are available and these make the 
computation quite easy. Fig. 13 shows the values of the above fraction whose 
use is illustrated below. 


Example 1. Mr. X buys a property for $25,000, agreeing to pay $2,500 down and 
the balance in 15 equal annual installments that include interest at 5%. What is 
the size of each installment? 

The debt amounts to $22,500 after deduction of the down payment. 


R= Ao X anh 
wh 
= $22,500 x 5 
15|.05 


= $22,500 X 0963423 
= $2,167.70 
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Example 2. The Steel Wire Co. floated a $300,000, 6% bond issue on May 1, 1966, 
due May 1, 1974. Interest is payable semi-annually; the bonds are in denominations 
of $1,000, and callable at par and accrued interest. What is the standard rent that 
will wipe out the debt and interest? 


1 
a 
16].03 


= 300,000 < .0796109 
= $23,883.27 


i =A xX 


In Fig. 17 is shown a table of bond retirements. Since the bonds are issued in 
fixed denominations, the total semi-annual charge cannot be exactly as stated above, 
but should be kept as near that figure as possible. Thus on November 1, 1966, $9,000 
of the $23,883.27 is due as interest and the balance of $14,883.27 can be applied 
against principal outstanding. But the bonds must be retired in even amounts; in 
this case fifteen bonds are retired. As a result, the first year involves an expenditure 
of $24,000 instead of $23,883. The excess payment is reflected in the column showing 
the excess or deficiency of any one period. A cumulative column is also provided; 
the purpose is to keep the cumulative error as low as possible. In the case of a 
$1,000 bond the maximum deviation from the standard charge should not. exceed 
+$500, that is, half the value of the bond. In case the cumulative error threatens to 
become more than $500, it is best to redeem one bond more or less, so as to keep the 
error within the stated limits. 


FINDING THE NUMBER OF PAYMENTS TO AMORTIZE A 
LOAN. If the amount that can be spared for principal and interest is known, 
the borrower must also know how long it will take to amortize the debt. This 
involves finding n, that is, the number of payments to be made. 


Example. The Brass Fixture Co. on July 1, 1965, issued $300,000, 6% bonds, inter- 
est payable semi-annually. The bonds are in denominations of $1,000 and are to be 
redeemed at par and accrued interest. How long will it take to pay them off if the 
corporation has budgeted $25,000 each period for interest and bond redemption? 


ile face 
Cs. 
n\t 

25,000 — 200.000 
ae 

n|.03 

300,000 


a = 


Now look for the nearest values in the 3% column of Fig. 15 and interpolate. Evi- 
dently n lies between 15 and 16 periods. 


ING) ASEH ES) to'sia a ule G8 Ge Diep Pko.ts Ok Ole coe 11.9379 11.9379 
PA WCATIS marke tae ee eee Seer 12.0000 
GAY.GATSo.cyaciee eb bee savas pas 12.5611 
Mabulareculenences mane ae oe ace 6232 
Given) difference: ae aacn oe 0621 
W— lost soot 15.1 semi-annual periods. 
6232) 


The value of n may also be found by logs. See presentation later. 
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PRESENT VALUE OF ANNUITY DUE. The symbol for the present 
value of an annuity due of $1 per period is a (read Roman a sub n at i%). 
n|t 
The formula is as follows: 
a =a aril 
ni nA 
This means that the present value tables for ordinary annuities (Fig. 15) may be 
used in computing the present value of an annuity due. For instance, if ers 


12].03 
is wanted, it can be found by looking in the 3% column of Fig. 15 on line 11 bee 


adding $1. In this case the answer is 10.25262411. 


Example. What is the cash value of a lease that has 7 years to run and that calls 
for rentals of $1,365 quarterly, payable in advance? Assume money is worth 4% per 
annum, compounded quarterly. , 


The lease has 28 periods to run and is discounted at 1% per period, Since pay- 
ments are made in advance it is an annuity due. 
A, Due= Ra _ 

28].01 

=.1,365.(a_ 1+ 1) 
27].01 

= 1,865 X 24.55960759 
= $33,523.86 


Bond Valuation 


DEFINITIONS. The following definitions are in order: 

Bond. A bond may be defined as a long-time promissory note under seal. Jt 
promises to pay to the owner of the bond a specified principal sum called the 
’ face value on a definite date in the future, called the maturity date. It also 
promises to pay the interest based on the face value on the interest dates as 
called for in the bond indenture. 

The par value of a bond is the amount stated on its face. The redemption 
value is the price at which the bond will be redeemed. In many issues this is the 
same as the par value; in others, premiums are paid when bonds are redeemed 
before or at maturity. 


Premium and Discount on Bonds. When bonds sell at a price greater than 
par, they are said to sell at a premium, and when at a price less than par they 
are said to sell at a discount. 


Nominal and Effective Interest Rates. The nominal rate, also known as 
the coupon rate or the cash rate, is the rate, based on the par value, stipulated 
in the bond. 

The effective rate, also called the yield or market rate, is the return that the 
bonds earn on the price at which they are purchased if they are held to maturity. 
Note that the yield is based on the price paid for the bond, not. on its par value. 
When the nominal rate is in excess of the yield rate, that is, in excess of what in 
the opinion of the market is considered a fair rate of return for that type of se- 
curity, the bond sells at a premium. When the bond rate is less than the yield 
rate, the bond sells at a discount. The amount of the premium or discount can 
be mathematically determined and is based on principles of compound interest 
and annuities. 
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DETERMINING BASIS PRICE OF BONDS. The price at which a 
bond will sell on the open market depends on a number of factors: 


The security for the payment of the principal and interest. 

The bond rate. 

The rate realized by like investments, or to be realized by the investor. 
The time to the maturity of the bond. 

The price at which the bond will be redeemed. 


SA ES 


From a purely mathematical point of view, once the desired yield is known, 
the basis price, that is, the purchase price, of a bond depends on two factors: 


1. The present value of the principal. 
2. The present value of the interest payments. 


The sum of these two present values represents the basis price of the bond. 
The first factor represents the present value of a lump sum, the second the 
present value of an annuity. 


Example. What is the price paid by Mr. X on November 1, 1965, for 100 bonds, 
par value $100,000, paying 5% nominal to yield 444%? The bonds pay interest May 
and November 1, through coupons, and mature November 1, 1968. 

The nominal rate per period is 214%, the effective rate 214%. 


I. The present value of the principal six periods from now is 
RP APain 
P = 100,000 X v® at 244% 
= $100,000 < .87502427 (Fig. 11) 
= $87,502.48 


II. The present value of the coupons is calculated by means of the annuity for- 
mula. The size of each coupon is determined from the nominal rate. In this example, 


the semi-annual coupons have a face value of $2,500 (i.e., $100,000 X 244%). Their 
present value is then found: 


Ao = 1h a 
na 
= 2,500 X a 
6|.02%4 
= 2,500 X 5.55447680 (Fig. 15) 
= $13,886.19 


Basis price of bonds: 


$87 502.43 + 13,886.19 = $101,388.62 


Note that the yield rate is always used except for calculating the amount of each 
coupon. 


Short Method for Finding Basis Price. Since the difference between the 
coupon and yield rates gives rise to premium or discount on bonds, it is possible 
to compute the premium, and hence the basis price, directly from such difference. 
This method is illustrated below, using the same example as above. 


Rate Amount 
Nominal interest = 2.50% $2,500 
Effective interest = 2.25% 2.250 


Excess interest = $ 250 
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The bond pays $2,500 interest per period. It should pay $2,250 in order to 
sell at par. There is, therefore, $250 excess interest per period. 

The excess interest constitutes an annuity for the life of the bond. The present 
value of this annuity represents the premium to be paid. 


Ao=R a 
n|t 
= 250 X a_ 
6|.0225 
= 250 X 5.55447680 = $ 1,388.62 premium 
Par value 100,000.00 
Basis price $101,388.62 


AMORTIZATION SCHEDULE. Although an investor may have paid a 
premium for the bond, generally speaking, he collects only the par value at ma- 
turity. This shrinkage in value takes place gradually during the life of the 
bond. It means that each coupon collection represents two things: 


1. Return on the investment at the yield rate. 
2. Partial return of the premium paid. 


That this is the case can be shown by a so-called amortization table. The 
table in Fig. 18 is based on the premium bond illustrated in the last example. 


Coupon Effective Remaining 

Income Income Amortiza- Book 

Date 242% 24470 tion Value 
INoxembcie | 1 9009 sew cde: ae, eure act |. wears STN og cheats $101,388.62 
Mayala 1066|. ..ar¢0eR...4. BES $ 2,500 $ 2,281.25. | $ 218.75 101,169.87 
November 1, 1966. 2:........5; 2,500 2,276.32 223.68 100,946.19 
Meiyaliy 1067) ee-ee 0.0. ae: 2,500 2,271.29 228.71 100,717.48 
Noyember 1), 1967 .¢....2..4855 2,500 2,266.14 233.86 100,483.62 
Mair lig lOGS8in SOP oh sat 2,500 2,260.88 239.12 100,244.50 
November 1, 1968 ............ 2,500 2,255.50 244.50 100,000.00 


$15,000 $13,611.38 $1,388 62 


Fig. 18. Schedule of amortization. 


The coupon income is 244% a period based on the par value of the bonds. 
The effective income or yield is 214% based on the remaining investment. Thus, 
on May 1, 1966, 214% is earned on $101,388.62, or $2,281.25. This is the true 
income for the period. The balance of the $2,500 coupon interest collected on 
that day represents a partial liquidation of the investment. Hence, the book 
value is reduced on May 1, 1966, by $218.75. Six months later, the effective in- 
come is 214% of the new book value of $101,169.87, etc. 


SHORT-CUT METHOD FOR DISCOUNT BONDS. The short-cut 
method illustrated above works equally well for bonds selling at a discount, as 
shown in the example below. 
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Example. Find the basis price of a $10,000 bond paying 3% nominal February and 
August 1, to yield 344%. The bond was purchased February 1, 1966, and matures 
August 1, 1969. 


Rate Amount 
INGEN ToSRAR BonoccoooooonHac 1.50% $150 
LUGVONAEN TUMASAER. Gog docceaadcoose 1.75% 175 
Deficiency of interest ............ $ 25 
Ao == AN TX a 
7|.0175 


= 25 X 6.53464139 (Fig. 15) 
Discount =$ 163.37 
Par value 10,000.00 
Basis price $ 9,836.63 


SCHEDULE OF ACCUMULATION. A bond purchased at a discount 
approaches par or other redemption value gradually. The increase in value is 
spread over the life of the bond. Hence, the true income each period consists of: 


1. Coupon interest. . 
2. Increase in book value, known as the accumulation. 


The table in Fig. 19 shows an accumulation table for the last illustration, under 
the short-cut method for discount bonds. 


Coupon Effective New 

Interest Interest Accumula- Book 

Date 12% 1%4% tion Value 
Habritiary? P1966. c..05~ «fe, ers0% a:LcneePoeee. at eekseetee in| |= eine eee $9,836.63 
Anretist 111966 Gk.oik. 4...) 08! 150 $172.14 $22.14 9,858.77 
February 1, 19670.600.....). S56 150 172.58 22.537 9,881.30 
AMIgUSt E1967 LLASS..... 1a 150 172.92 22.92 9,904.22 
Reéebriiary'!1, 19682 tiiy...... AL 150 173.33 23.33 9,927.55 
Atigust (2111968 21.058, ... 4. 244 150 173.73 23.73 9,951.28 
Febrtiary)'1, 1969. .20....0. 45 150 174.15 24.15 9,975.43 
UUs ln LOG Ome ee er eee 150 174.57 24.57 10,000.00 


$1,050 $1,213.37 $163.37 


Fig. 19. Accumulation table for $10,000 bond. 


The figures in the effective interest column are obtained by taking 134% of 
the last book value. Thus on August 1, 1966, 134% of $9,836.63 yields $172.14, 
ete. Six months later 184% of $9,858.77 amounts to $172.53, etc. In each in- 


stance, the difference between coupon and yield interest is added to the previous 
book value. 


BOND VALUATION TABLES. Bond tables have been devised to sim- 
plify the labor involved in determining: 


1. The price to be paid when the yield is known. 
2. The yield when the cost is known. 
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Thus it is possible to read the basis price of a bond directly from the table. 
The standard bond tables usually give the value of a million dollar bond correct 
to the nearest cent for a great variety of nominal and effective interest rates and 
for periods ranging from 6 months to 50 years at 6-month intervals, and at 
longer intervals thereafter. Sprague’s Extended Bond Tables cover coupon 
rates from 3% to 7% and yields from 24%% to 5%. Special formulas and tables 
are provided for other rates and for bonds with quarterly or annual coupons. 
Fig. 20 shows one page from these tables. The following problems illustrate the 
uses of the tables. 


Finding Price of a Bond When the Yield Is Known. 


Example. An advertisement contains in part the following information, “These 
342% bonds maturing in 9 years will yield the purchaser: 4.23% per annum on his 
investment.” What price shall be paid for the bonds? This is similar to the problem 
above except that the yield rate is not found in the table but will have to be ob- 
tained by interpolation. 

Proceed as follows: In the 314% table (Fig. 20) in the column headed 9 years, set 
down the price of a $1,000 bond at 4.20 and 4.25%. 


Yields 
Prices Tabular Diff. Given Diff. 
$947.99 4.20% 4.20% 
? 4.23% 
944 39 4.25% 
$ 3.60 05% 03% 


Thus an increase of 05% in yield corresponds to a decrease of $3.60 in the basis 
price of the bond. The difference between 4.20% and the given yield of 4.23% 
amounts to .03%. Hence the change in basis price is 

03 3 
05 X $3.60 = 5 X 3.60 = $2.16 

Since the basis price decreases as the yield increases, the price to be paid in this 

case is $947.99 — $2.16 = $945.83. 


Finding Yield When Basis Price Is Known. A frequent problem is that of 
determining the yield when the basis price, i.e., the quoted price, is known. The 
problem is not easily solved by ordinary mathematical devices, but the yield can 
easily be approximated by the use of bond tables. 


Example. What yield is realized on a 314% bond maturing in 10 years and quoted 
at 95? 

At 95 the price is $950.00 for a $1,000 bond. Turn to the 344% table (Fig. 20) in 
the column headed 10 years. The price is found to be, between the values corre- 
sponding to the yields of 4.10 and 4.15% in the left-hand column. By interpolation 
the yield of the given bond is found to be 4.115%. - 


BASIS PRICE FOR BONDS BOUGHT BETWEEN INTEREST 
DATES. The basis price of a bond changes from day to day. Hence, if a bond 
is bought between interest dates, its basis price must be computed by interpola- 
tion between the basis prices of the last preceding and next succeeding interest 
dates. In addition, the purchaser will have to pay accrued interest on the 
bonds to the seller for the time since the last interest date. 

Bonds may be quoted either “and interest” or “flat.” The “and-interest” 
price is the quoted price plus the accrued interest. The “flat” price includes 


VALUES TO THE NEAREST CENT, OF A 3%% Bonp For $1,000,000, INTEREST PAYABLE 
SemMI-ANNUALLY 


nc. 


2 50 1 072 101 46 1 076 149 59 1 080 147 74 1 084 096 54 1 087 996 58 


255 1 068 357 29 1 072 186 91 1 075 968 32 1 079 702 11 1 083 388 91 
2 60 1 064 628 15 1 068 241 02 1 071 807 52 1 075 328 26 1 078 803 81 
265 1 060 913 97 1 064 311 84 1 067 665 27 1 070 974 86 1 074 241 16 
270 1 057 214 68 1 060 399 29 1 063 541 48 1 066 641 82 1 069 700 86 


275 1 053 530 23 1 056 503 31 1 059 436 06 1 062 329 04 1 065 182 77 


2 80 1 049 860 54 1 052 623 80 1 055 348 92 1 058 036 41 1 060 686 79 
2 85 1 046 205 55 1 048 760 71 1 051 279 97 1 053 763 83 1 056 212 80 
2 90 1 042 565 20 1 044 913 95 1 047 229 12 1 049 511 21 1 051 760 68 
295 1 038 939 42 1 041 083 44 1 043 196 30 1 045 278 44 1 047 330 32 


3 00 1 035 328 16 1 037 269 12 1 039 181 40 1 041 065 42 1 042 921 60 
3 05 1 031 731 35 1 033 470 91 1 035 184 35 1 036 872 05 1 038 534 40 
3 10 1 028 148 92 1 029 688 74 1 031 205 06 1 032 698 24 1 034 168 63 
3.15 1 024 580 81 1 025 922 53 1 027 243 45 1 028 543 88 1 029 824 15 


3 20 1 021 026 97 1 022 172 22 1 023 299 43 1 024 408 88 1 025 500 87 


3 25 1 017 487 33 1 018 437 72 1 019 372 91 1 020 293 15 1 021 198 67 
3 30 1 013 961 83 1 014 718 97 1 015 463 81 1 016 196 57 1 016 917 43 
3 35 1 010 450 41 1 011 015 89 1 011 572 06 1 012 119 06 1 012 657 06 
3 40 1 006 953 00 1 007 328 42 1 007 697 56 1 008 060 53 1 008 417 43 
3 45 1 003 469 55 1 003 656 48 | 1 003 840 23 1 004 020 87 1 004 198 45 


3 50 1 000 000 00 1 000 000 00 1 000 000 00 1 000 000 00 1 000 000 00 
3 55 996 544 28 996 358 91 996 176 78 995 997 81 995 821 97 
3 60 993 102 35 992 733 15 992 370 48 992 014 22 991 664 27 


3 65 989 674 12 
3 70 986 259 56 


989 122 64 
985 527 31 


988 581 03 988 049 13 987 526 77 
984 808 35 984 102 46 983 409 38 


3.75 982 858 60 981 947 09 981 052 36 980 174 09 979 311.99 
3 80 979 471 17 978 381 92 977 312 97 976 263 96 975 234 50 
3 85 976 097 23 974 831 72 973 590 11 972 371 95 971 176 80 
3 90 972 736 72 971 296 44 969 883 70 968 497 99 967 138 79 
395 969 389 57 967 775 99 966 193 67 964 641 99 963 120 36 
4 00 966 055 73 964 270 32 962 519 92 960 803 84 959 121 42 
405 962 735 14 960 779 36 958 862 39 956 983 48 955 141 85 
410 959 427 74 957 303 03 955 221 00 953 180 79 951 181 57 
415 956 133 49 953 841 28 951 595 67 949 395 71 947 240 47 
4 20 952 852 31 950 394 04 947 986 33 945 628 13 943 318 45 
425 949 584 16 946 961 24 944 392 89 941 877 98 939 415 40 
4 30 946 328 98 943 542 81 940 815 28 938 145 16 935 531 34 
435 943 086 72 940 138 70 937 253 44 934 429 59 931 665 86 
< 40 939 857 31 936 748 83 933 707 27 930 731 19 927 819 17 
445 936 640 70 933 373 15 930 176 72 927 049 86 923 991 06 
4 50 933 436 84 930 011 58 926 661 69 923 385 52 920 181 44 
455 930 245 68 926 664 07 923 162 13 919 738 09 916 390 21 
4 60 927 067 15 923 330 55 919 677 96 916 107 48 912 617 29 
4 65 923 901 21 920 010 96 916 209 09 912 493 62 908 862 56 
470 920 747 80 916 705 23 912 755 47 908 896 41 905 125 95 
475 917 606 86 913 413 30 909 317 02 905 315 77 901 407 35 
4 80 914 478 35 910 135 11 905 893 66 901 751 62 897 706 66 
485 911 362 21 906 870 60 902 485 33 898 203 89 894 023.81 
490 908 258 39 903 619 71 899 091 95 894 672 48 890 358 69 
495 905 166 83 900 382 36 895 713 46 891 157 31 886 711 21 
5 00 902 087 48 897 158 52 892 349 77 887 658 31 883 081 28 


Fig. 20. Bond table page. 
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the accrued interest in the quotation. To find the value of a bond between 
interest dates, proceed as follows: 


1. Find the basis price on the preceding interest day and on the succeeding inter- 
est day, and thus determine the decrease or increase in book value for the 
entire period. 

Is Find the fractional part of the period that has elapsed to the day of purchase. 
Find this fractional part of the period’s change in book value. 

3. Add to the book value of the preceding interest day the increase found in (2) 
or subtract from it the decrease found in (2) for the part of the period that 
has elapsed. The result is the “and-interest” price or “ex-interest” price. 

4. Add to the ex-interest price in either instance the accrued interest, or seller’s 
share of the current period’s bond interest. The result is the total price or 
flat price. 


Example. Find the “and-interest” and “flat” prices for a $1,000 bond, due Febru- 
ary 1, 1976, bearing interest at 344% per annum, payable February 1 and August 1, if 
purchased April 1, 1966, to yield 2.9%. 

The life of the bond on the last interest date (February 1, 1966) was 10 years; at 
the next interest date it has 9% years to run. The basis prices on these two dates 
can be found by the methods presented earlier (determining the basis prices of 
bonds) or by reference to bond tables (Fig. 20). From the latter the values of the 
bond to yield 2.9% are as follows: 


Fe 1Opyearss (Heb: 1Nnl966) act. eee: 1. Seek ese. QORwA, $1,051.76 
QUERY Cars MCAUS wl, OCG) Manian aatramene atta a ae tte Ree 1,049.51 


Amortization sfore6: months cf. .qsassceeieriad. .2ttnres Sy 2:25 


2. From February 1 to April 1 is % of a period. 
Therefore the basis price decreased 14 X $2.25 $ 75 


3. “And-interest” price April 1, 1966 = $1,051.76 — $.75 = $1,051.01 
4. Accrued interest: 

344% per annum on $1,000 for 2 months .......... 5.83 

Hula G Mori Cee ierecra a heros one Sues eet Shi taialame sheen et $1,056.84 


It is possible also to determine the flat price directly. The seller is entitled to 
the book value on the preceding interest day, plus interest on this value at the 
yield rate, for the time elapsed since that day. The procedure is stated by 
Schlauch and Lang (Mathematics of Business and Finance) as follows: 


1. Find the basis price on the preceding interest day. 

2. Find the time elapsed since the last interest day, and add to the basis price on 
the preceding interest day interest on it at the yield rate for the elapsed time 
on a 360-day year basis. The result is the total price. 

3. From the total price subtract the accrued interest. The result is the and- 
interest price or the ex-interest price. 


Using the same illustration as above the method works out as follows: 


il, Iaaoranenn, AAG oR OaEe Gas e Soas Seo On AB codes oop ab gheootk $1,051.76 
2. Interest at 2.9% per annum for 2 months on above ............ 5.08 
Sy, ANposalll Th, Ray aakeay iereler Goo sddo sonra coo codenedeocurenae ceae-ccoct $1,056.84 


If only the total price to be paid by the purchaser or to be received by the 
seller is wanted, this method offers a short-cut. For the purpose of setting up a 
schedule of amortization or accumulation, the and-interest price must be used. 
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The first four lines of the amortization table for the above bond appear as 
follows: 


84% % 2.9% 


Bond Effective Amortiza- Book 

Date Interest Interest tion Value 
; $1,051.01 
April. 1966) gcc Sees tome el) mettre malt ee cir tt ten ae $1, 
AtioUst LOGE SRF A RR $11.67 $10.17 $1.50 1,049.51 
Rebruaryol, 19670. 20. 982. 994 17.50 15.22 2.28 1,047.23 
Augusto 1967 tees. . 2 See 17.50 15.18 2.32 1,044.91 


The figures for August 1, 1966, are obtained as follows: 


1. Bond interest. The total coupon interest for a period is $17.50, one-third of 
which ($5.83) was paid over to the vendor on April 1. Hence, the net interest 
collected on August 1 is $11.67. 

2. Effective interest. This must be calculated on the basis price as of the last 
interest date (February 1, 1966) for 4 months. In this case $1,051.76 at 2.9% 
for 4 months $10.17. 

3. Amortization. Difference between the two preceding columns. $11.67 — 
$10.17 = $1.50. It could also be found by taking the amortization for the full 
6-month period ($2.25) and subtracting the amortization from February 1 to 
April 1 ($.75). 

4, Book value. Book value April 1, 1966, less current amortization. $1,051.01 — 
$1.50 = $1,049.51. 


ACCRUING BOND INTEREST BETWEEN INTEREST DATES. 
The interest accrued at time of purchase or sale depends on whether the bond is 
a corporate or a government bond. For corporate bonds delivery must be made 
on the fourth working day after the sale and interest is accrued on the basis of a 
360-day year up to and including the day before delivery. In the case of gov- 
ernment bonds, delivery is on the next working day, and the seller receives 
interest up to and including the day of the sale. 

The rules are further clarified by the Committee on Securities of the New 
York Stock Exchange as follows: 


Interest at the rate specified on a bond dealt in “and-interest” shall be computed 
on a basis of a 360-day year, i.e., each calendar month shall be considered to be 1/12 
of 360 days, and each period from a date in one month to the same date in the fol- 
lowing month shall be considered to be 30 days. 

Note: The number of elapsed days shall be computed in accordance with the 
examples given in the following table: 


From To 


30th or 31st Ist of the following month to be figured as 1 day. 

30th or 3lst 30th of the following month to be figured as 30 days. 

30th or 31st 31st of the following month to be figured as 30 days. 

30th or 31st Ist of the second following month to be figured as one month, 

one day. 
Thus if a January and July 15 bond were bought on March 15, 2 months are 

said to have elapsed since January 15. If a June and December 1 bond were 
bought on January 16, following the above rule there are: 


Brom December towmlanuary leant eee 30 days 
From January 1 to*Jaquary/ 16... see eee 15 days 
Hlasped tiie pin corcpagicrsttt cts teeva ae ays ae ae 45 days 


DETERMINING PROFIT OR LOSS ON SALE OF BONDS. When 
bonds that have been purchased as an investment are subsequently sold, the 
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profit or loss on the transaction is determined by comparison of the book value 
(i.e., the and-interest price) on the date of sale with the selling price. The ex- 
ample below illustrates the procedure. 


Example. On January 1, 1966, Mr. A bought a $1,000 bond bearing 314%, January 
and July 1, due July 1, 1974, at a price to yield 3% if kept to maturity. On March 
1, 1966, he sold the bond for $1070.90 and interest. Find the profit realized on the 
sale. 

March 1 falls between interest dates. Hence, find the basis prices on January 
1, 1966, and July 1, 1966, and interpolate. 


JanuenyeS66. basistptice 0.0. 1. SUN Mice one et i ols $1,037.27 
July leGlObG tbasis: price swine... mh Week. Ly... i GRRE, ahearn.. Pe 1,035.33 
Difference for ‘G4monti period ©, 6 OS 8¥), fe iy | OM oe ee ce $ 1.94 
January tom March te (months or Ye of $04)... secs. ane econ $ 65 
Mareb: T1966, basis price, ($1 034.27 <= $65) src, tyne opsldaiern rsi90 fo ders ntoent $1,036.62 
SLL MDNR) oh AOS ee Oy NT TAT eee Ras Se Oe Ta nl ar 1,070.96 
FC Olib: Olug Nal 6 eerie pease acura eon att furs wed sear ot. 2088 CE tes $ 34.28 


The profit figure represents the capital gain for tax purposes and is of course exclu- 
sive of the coupon interest less amortization regularly reported as income. 


FINDING YIELD BETWEEN INTEREST DATES. In.-this type of 
problem a double interpolation is required. First it is necessary to find basis 
prices above and below the quoted price on the date of purchase or sale. Next 
an interpolation is made for the yield. 


Example 1. Find the yield on a $1,000 344% bond, January and July 1, due July 
1, 1975, if purchased March 1, 1966, at 10444 and interest. 

On March 1, 1966, the bond had 9 years and 4 months to run. The first step is to 
read from Fig. 20 the values for 94% years and 9 years that bracket the given price of 
$1,042.50 and to write down the yields corresponding to them, as in columns (2) and 
(4) below: 


) (2) (3) (4) (5) 

9 Years, (2) — (A) 
Yield 914 Years 4 Months 9 Years Difference 
2.95% $1,045.28 $1,044.59 $1,043.20 $2.08 
3.00% 1,041.07 1,040.44 1,039.18 1.89 


The differences in the last column represent the change in book value for a 6-month 
period. A change in the time interval of 2 months (i.., from 94% years to 9 years and 
4 months) would change the book value by one-third of the difference. 


Book value. danuary, 1) 966) (ch. ge ose aes $1,045.28 
VERO ER OS me Abies oaths teva tera cece Ie oe Lak Re 69 
iBookevalteViahe biel 1906; aera nacre terrence eter $1,044.59 


In the same way the book value corresponding to a 3% yield is determined to be 
$1,040.44. These interpolated values are inserted in column (3) above. There is thus 
one value above the given quotation corresponding to a yield of 2.95% and one 
below, corresponding to a yield of 3%. To find the yield at the quoted price, 
interpolate in column (3) as follows: 


2.95% $1,044.59 $1,044.59 
? 1,042.50 
3.00% 1,040.44 
05% $ 864.15 $ ©6209 
209 


41D X 05% = 025% 
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Hence the required yield is 
2.95% + 025% = 2.975% 


Example 2. Find the yield on a $1,000 bond, 34% February and August $5, due 
August 15, 1975, purchased March 15, 1967, at 94% and accrued interest. 

The interest date preceding the date of purchase was February 15, 1967, at which 
time the bond had 814 years to run. 


Gib) (2) (3) (4) (5) 
8 Years 
Yield 81% Years 5 Months 8 Years Difference 
420% $950.39 $950.80 $952.85 $2.46 
4.25% 946.96 947.40 949.58 2.62 
4.30% 943 54 944.00 946.33 2.79 


For 8% years the yield is between 4.20% and 4.25%. But for 8 years the yield is 
between 4.25% and 4.30%. Hence three sets of figures are copied from Fig. 20, and 
horizontal interpolation is made for 8 years and 5 months. It then becomes evident 
from column (3) that the next higher and the next lower prices occur on lines 1 and 
2 of the above table. Line 3 is therefore discarded and interpolation for the yield 
made as follows: 


4.20% $950.80 $950.80 
if 948.75 
4.25% 947.40 
05% $ 3.40 $ 2.05 
205 
340 X 05% = 030% 


Yield rate = 4.20% + .030% = 4.230% 


Logarithms 


DEFINITION AND USES. The use of logarithms reduces multiplication 
and division to simple addition and subtraction, respectively. The task of ex- 
tracting roots and raising numbers to powers is also enormously simplified. The 
logarithm (or log) of a number is generally defined as the power to which 10 
must be raised to produce that number. Thus the log of 100 is 2, because 102 = 
100; the log of 10,000 is 4, because 10* = 10,000. As a background for further 
discussion the following tabulation will be useful: 


= .0001 that is, the log of 000 —s4 
10-3 — 001 “ “ “ “ “ 001 — =3 
10-2 — Ol cc “ “ “ “ O1 — —2 
10-1 — ni “ “ “ 6c “c Al = =)| 
10° = ils “ “ “ “ “ il: = 0 
10! — 10. “ce “ “ “c “c 10. — 1 
107f= (25100: Kho onli oe utiiay 00 Amhatpes ane 
10° = 1,000. strove fr yiGer Hinkithepeni OOO igEIESe te 
10* = 10,000. i) REP SS Te O10008 = 4 


This table can of course be extended up or down indefinitely. 

The next step is to consider the significance of fractional or decimal powers of 
10 such as 101-75 or 108-451 172, Tt is obvious that the value of 101-25 lies between 
101 and 10? and therefore between 10 and 100. (It is 17.783.) Likewise 103-451 172 
lies between 10% and 104 and therefore between 1,000 and 10,000. (It is 2,826.) 
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These relationships may be restated as follows: The log of 17.783 is 1.25; the log 
of 2,826 is 3.451 172. 

From the foregoing it should be clear that the logs of all numbers other than 
the even powers of 10 will consist of a whole number and a decimal. The whole 
number part of each log can be determined by inspection. The decimal part of 
the log can be determined practicably only by reference to a log table. 

The whole number part of a log is called the characteristic; the decimal part 
is referred to as the mantissa. In looking up the log of a number only the man- 
tissa is given by the table. 


CHARACTERISTICS OF LOGS. For even powers of 10, the log does not 
have a fractional part, as is evident from the tabulation above. For numbers 
from 1 to 10, the characteristic is 0; from 10 to 100, the characteristic is 1; from 
100 to 1,000 it is 2, ete. In short, from 1 up, the characteristic is always positive 
and is one less than the number of digits to the left of the decimal point. 

For numbers between 0 and 1, that is, for pure decimals, the characteristic is 
always negative and one greater than the number of zeros immediately following 
the decimal point. 


Example 1. Numbers greater than 1: 


769 — characteristic is 2 

164.34 — « £0 

16.043 — 4 Cel 

147012 = . ira 

Example 2. Pure decimals: 

6 — characteristic is is 

4202 —— s ol 

0714 a rf ae 

.000615 — € aA 


LOG TABLES. Log tables are published as appendices in many mathe- 
- matics books, and as separate volumes. Commonly available tables are carried 
out to six or seven decimals and provide sufficient accuracy for ordinary pur- 
poses. Tables up to twenty or more decimals are used for certain purposes. The 
logs of certain especially important numbers such as typical interest rates are 
often given in special tables to a considerable number of places. Kent’s tables 
(Compound Interest and Annuity Tables) give 10-place logs of 168 fractional 
interest rates (in the form 1+ 7) for the most commonly useful rates from 1/20 
of 1% to 10%. 

The usual form of 7-place log tables (see Fig. 21 for sample page) lists the first 
four digits of the number down the left margin of the page, the last digit of the 
number across the top of the page, and the decimal part of the corresponding 
logs (i.e., the mantissa) in ten columns on the body of the page. Since the first 
two or three digits of the mantissa repeat for considerable ranges, they are often 
placed in a special column at the left and shown only when they change. 


FINDING THE LOG OF A NUMBER. By reference to the sample page 
shown (Fig. 21), the technique of finding the log of a number may be illustrated. 
To find the log of 10,326, look down the number column at the left to number 
1032 and along its line to the column headed 6. The number 9321 together with 
the first three nonrepeated digits at left gives the complete mantissa, .013 9321. 
The whole number part of the log (its characteristic) is 4, since the number 
10,326 lies between 10,000 and 100,000. Thus the complete log is 4.013 9321. If 
the number had been 1,032.6, the process of finding its log would have been the 
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SAMPLE Pace FROM TABLE OF LoGARITHMS TO SEVEN DECIMAL PLACES 


Fig. 21. Sample page from table of logarithms to seven decimal places. 
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same, since it is composed of the same sequence of digits, except that its charac- 
teristic would have been 8 and the resulting log 3.013 9321. 
_ In the table, the light ruling above the last four digits of some of the mantissas 
indicates that those four digits are to be used with the nonrepeated digits on the 
next lower line. For instance, the log of 10,352 is 4.015 0243; the log of 104.26 is 
2.018 1177. Some tables employ an asterisk as a reminder to the user that he 
should go to the lower line for the first digits. 

Finding the characteristic for numbers less than 10 and for decimals is simply 
an extension of this process as is seen by an inspection of the following: 


log 10,326 = 4.013 9321 
log 1,032.6 = 3.013 9321 
log 103.26 = 2.013 9321 
log 10.326 = 1.013 9321 
log 1.0326 = 013 9321 
log 10326 = —1-+ .013 9321 (or 9.013 9321 — 10) 
log 010326 = —2-+ .013 9321. (or 8.013 9321 — 10) 
log 0010326 = —3+ .013 9321 (or 7.013 9321 — 10) 
log 00010326 = — 4+ .013 9321 (or6.013 9321 — 10) 


Log .010326 can be written in the two methods shown or as 2.0139321, the 
mantissa remaining positive. All three methods are mathematically identical. 
The method of showing it as 8.013 9321 — 10 is preferred by some in actual cal- 
culations. 


INTERPOLATION. When it is necessary to find the log of a number that 
is not given directly in the table, recourse may be had to interpolation. Find, for 
example, the log of 103,265 in the sample log table given. The table gives di- 
rectly the mantissa for 103,260, which is .013 9821, and for 103,270, which is 
.013 9742. Since the selected number lies half-way between 103,260 and 103,270 
by the general rules of interpolation its mantissa will lie half-way between the 
mantissas of those numbers and may be calculated as follows: 


013 9321 + % (.013 9742 — 013 9321) = .013 9532 


Having found the mantissa, the characteristic is determined and the complete 
log is 5.013 9532. Similarly, it may be assumed that the log of 103,263 hes 3/10 
of the way from log of 103,260 to log of 103,270. The calculation is as follows: 


013 9321 + 3/10 (.013 9742 — .018 9321) = 013 9447 


and the complete log is 5.013 9447. 

The differences between successive mantissas on the sample page vary from 
435 to 413. Most log tables include on the margins of the pages small tables 
of proportional parts to facilitate the calculation of the interpolation. The ex- 
cerpt given is illustrative. For the number 103,263 the mantissa (using the 
table of proportional parts) is calculated as follows: 

P: P. 
421 


42.1 

84.2 
126.3 
168.4 
210.5 
252.6 
294.7 
336.8 
378.9 


013 9321 + .0000126 = .013 9447 


SCONDGR WH 
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FINDING THE ANTI-LOG. Finding the number whose log is known 
(i.e., the anti-log) is the reverse of the process of finding the log when the num- 
ber is known. 

Example. Find the anti-log of 2.018 0135. Referring to Fig. 21, the given mantissa 
of .018 0135 is found to lie between the tabulated mantissas of .017 9927 and .018 0344, 
corresponding to the number 10423 and 10424, respectively. The computation is then 
arranged as follows: 


2.0180135 

2.0179927 corresponds to 10423 
208 _ 5 interpolation 
ANZ 


Anti-log 2.0180135 = 104.235 


The procedure is thus to find the next lower mantissa in the log table and to write 
down the number corresponding to it in the left-hand margin as well as the one at 
the top of the column. The difference between the given log and the next lower one 
(0000208, but written simply as 208) is divided by the tabular difference (between 
the next lower and next higher log or 417). The quotient, 5, is added to the pre- 
viously found figure. The final step is placing the decimal point. Since the given 
characteristic is 2, the number is 104.235. 

With a characteristic of zero and the given mantissa of .018 0135 the anti-log is 
1.04235. Given the logarithm 7.018 0135 — 10 the anti-log is .00104235. 


USING LOGS TO SOLVE PROBLEMS. The use of logs in solving prob- 
lems depends entirely on knowledge of the laws of exponents or powers. These 
laws may be demonstrated by setting up a series of parallel illustrations simple 
enough to be checked by actual arithmetic calculation. 

Case I. To multiply numbers: 


a. 2? X 2 = 2" (by the laws of algebra) 

Dii22eX 25 225 Ghes 416164) 

c. 10° X 10* = 10” (ie., 1,000 X 10,000 = 10,000,000) 
d. 104-008 8510 x 10?:022 1198 — 108-018 9708 — 1,044,650* 


(i.e., 10,159 X 102.83 = 1,044,649.97 *) 


* There is a slight error if 7-place logs are used for figures as large as these. The answer is 
1,044,650. 


The rule illustrated by this demonstration is as follows: To multiply two or 
more numbers, add their logs and find the anti-log. 


Example. Multiply 578.3  .0016122. 


log 578.3 = 2.762153 (Table Fig. 24) 
log .0016122 = 3.207419 (Table Fig. 22, interpolated) 
1.969572 
1.969556 corresponds to 9323 
a = 3 interpolation 
Answer 93233 


Case II. To divide numbers: 
. °° + ¢* = 2° (by the laws of algebra) 


© 1093-019 8240 PP or ye weaurayane ye a 
(1.e., 1,045.5 + 10.376 = 100.761, to 3 decimal places) 


; 192-016 0300 ae 103-019 3240 — 107-296 7060-10 — 0099244. 


(1.e., 10.376 + 1,045.5 = .0099244, to 3 decimal places) 


Qo Op 


oO 
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22 0108} 0370 0631] 0892 1153 1414) 1675) 1936) 2196 2456) 261 


7 
8 5309] 5568 5826} 6084 6342 6600} 6858) 7115) 7372 7630] 258 
9 7887| 8144 8400] 8657 8913 9170) 9426) 9682} 9938]23 0193] 256 


Diff it 2 3 4 5 6 vf 8 9 

290 29.0 58.0 87.0 | 116.0 145.0 174.0 203.0 232.0 261.0 
289 28.9 57.8 86.7 | 115.6 144.5 173.4 202.3 231.2 260.1 
288 28.8 57.6 86.4 | 115.2 144.0 172.8 201.6 230.4 259.2 
287 28.7 57.4 86.1 | 114.8 143.5 172.2 200.9 229.6 258.3 
286 28.6 57.2 85.8 | 114.4 143.0 171.6 200.2 228.8 257.4 
285 28.5 57.0 85.5 | 114.0 142.5 171.0 199.5 228.0 256.5 
284 28.4 56.8 85.2 | 113.6 142.0 170.4 198.8 227.2 255.6 
283 28.3 56.6 84.9 | 113.2 141.5 169.8 198.1 226.4 254.7 
282 28.2 56.4 84.6 | 112.8 141.0 169.2 197.4 225.6 253.8 
281 28.1 56.2 84.3 | 112.4 140.5 168.6 196.7 224.8 252.9 
280 28.0 56.0 84.0 | 112.0 140.0 168.0 196.0 224.0 252.0 
279 27.9 55.8 83.7 | 111.6 139.5 167.4 195.3 223.2 251.1 
278 27.8 55.6 83.4 | 111.2 139.0 166.8 194.6 222.4 250.2 
277 27.7 55.4 83.1 | 110.8 138.5 166.2 193.9 221.6 249.3 
276 27.6 55.2 82,8 | 110.4 138.0 165.6 193.2 220.8 248.4 
275 27.5 55.0 82.5 | 110.0 137.5 165.0 192.5 220.0 247.5 
274 27.4 fA.8 82.2 | 109.6 137.0 164.4 | ‘191.8 219.2 246.6 
273 27.3 54.6 81.9 | 109.2 136.5 163.8 191.1 218.4 245.7 
272 27.2 54.4 31.6 | 108.8 136.0 163.2 190.4 217.6 244.8 
271 Qin 54.2 81.3 | 108.4 135.5 162.6 189.7 216.8 243.9 
270 27.0 54.0 81.0 | 108.0 135.0 162.0 189.0 216.0 243.0 
269 26.9 53.8 80.7 | 107.6 134.5 161.4 188.3 215.2 242.1 
268 26.8 53.6 80.4 | 107.2 134.0 160.8 187.6 214.4 241.2 
267 26.7 53.4 80.1 | 106.8 133.5 160.2 186.9 213.6 240.3 
266 26.6 53.2 79.8 | 106.4 133.0 159.6 | 186.2 212.8 239.4 
265 26.5 53.0 79.5 | 106.0 132.5 159.0 185.5 212.0 238.5 
264 26.4 52.8 79.2 | 105.6 132.0 158.4 184.8 211.2 237.6 
263 26.3 52.6 78.9 | 105.2 131.5 157.8 184.1 210.4 236.7 
262 26.2 52.4 78.6 | 104.8 131.0 157.2 183.4 209.6 235.8 
261 26.1 52.2 78.3 | 104.4 130.5 156.6 182.7 208.8 234.9 
260 26.0 52.0 78.0 | 104.6 130.0 156.0 182.0 208.0 234.0 
259 25.9 51.8 77.7 | 103.6 129.5 155.4 181.3 207.2 233.1 


Fig. 22. Typical page from a 6-place log table. 
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54 0329 0455) 0580} 0705} 0830] 0955 1080) 1205 1330 


55 


Diff 1 2 3 4 5 6 7 

127 ed, 25.4 38.1 50.8 63.5 76.2 88.9 
126 12.6 25.2 37.8 50.4 63.0 75.6 88.2 
125 12.5 25.0 37.5 50.0 62.5 75.0 87.5 
124 12.4 24.8 37.2 49.6 62.0 74.4 86.8 
123 12.3 24.6 36.9 49.2 61.5 73.8 86.1 
122 12.2 24.4 36.6 48.8 61.0 73.2 85.4 
121 12.1 24.2 36.3 48.4 60.5 72.6 84.7 
120 12.0 24.0 36.0 48.0 60.0 72.0 84.0 
119 1.9 23.8 35.7 47.6 59.5 71.4 83.3 
118 11.8 23.6 35.4 47.2 59.0 70.8 82.6 
117 ae % 23.4 35.1 46.8 58.5 70.2 81.9 
116 16 23.2 34.8 46.4 58.0 69.6 81.2 
115 11.5 23.0 34.5 46.0 57.5 69.0 80.5 
114 11.4 22.8 34.2 45.6 57.0 68.4 79.8 


Fig. 23. Typical page from a 6-place log table. 
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N. 0 i 2 3 4 5 6 th 8 9 Diff. 


645 |73 6397) 6476] 6556} 6635 6715 6795 6874) 6954] 7034 7113 
6 7193} 7272) 7352) 7431 7511 7590 7670} 7749) 7829 7908 
7 7987| 8067} 8146) 8225 8305 8384 8463] 8543} 8622 8701 
8 8781] 8860) 8939] 9018 9097 9177 9256] 9335) 9414 9493 
9 9572} 9651] 9731] 9810 9889 9968]74 0047} 0126) 0205 0284) 79 


550 |74 0363) 0442} 0521} 0600 0678 0757 0836} 0915) 0994 1073 
1 1152} 1230} 1309] 1388 1467 1546 1624} 1703) 1782 1860 
2 1939} 2018} 2096} 2175 2254 2332 2411] 2489) 2568 2647 
3 2725} 2804) 2882) 2961 3039 3118 3196], 3275} 3353 3431 
4 3510) 3588] 3667) 3745 3823 3902 3980} 4058] 4136 4215 


555 4293) 4371] 4449) 4528 4606 4684 4762] 4840} 4919 4997 
6 5075} 5153) 5231) 5309 5387 5465 5543] 5621] 5699 5777| 78 
of 5855) 5933} 6011} 6089 6167 6245 6323} 6401) 6479 6556 
8 6634] 6712} 6790) 6868 6945 7023 7101} 7179) 7256 7334 
9 7412| 7489) 7567) 7645 T1722 7800 7878} 7955) 8033 8110 


560 8188) 8266] 8343) 8421 8498 8576 8653) 8731] 8808 8885 
i 8963} 9040} 9118} 9195 9272 9350: 9427; 9504) 9582 9659 
2 9736} 9814) 9891] 9968/75 0045 0123 0200] 0277] 0354 0431 
3 |75 0508) 0586] 0663} 0740 0817 0894 0971) 1048) 1125 1202 
4 1279] 1356] 1433) 1510 1587 1664 1741] 1818] 1895 AOT2) 277 


565 2048} 2125) 2202) 2279 2356 2433 2509} 2586) 2663 2740 
6 2816} 2893) 2970) 3047 3123 3200 3277| 3353) 3430 3506 
if 3583) 3660} 3736} 3813 3889 3966 4042} 4119) 4195 4272 
8 4348] 4425) 4501) 4578 4654 4730 4807] 4883] 4960 5036 
) 5112) 5189) 5265) 5341 5417 5494) 5570) 5646) 5722 5799 


570 5875) 5951} 6027) 6103 6180} 6256 6332| 6408) 6484 6560 
1 6636] 6712) 6788)! 6864 6940 7016 7092) 7168} 7244 7320} 76 


6 |76 0422) 0498] 0573] 0649 0724 0799 0875) 0950} 1025 1101 


585 7156) 7230} 7304) 7379 7453 7527 7601] 7675} 7749 7823 
6 7898) 7972} 8046} 8120 8194 8268 8342} 8416) 8490 8564] 74 


8 
9 |77 0115} 0189) 0263} 0336 0410 0484 0557) 0631) 0705 0778 


ee ee OO nner 


PROPORTIONAL PARTS 


79 a9 15.8 3.7 31.6 3 47.4 55.3 2 wid 
78 7.8 15.6 23.4 31.2 39.0 46.8 54.6 62.4 70.2 
77 best 15.4 23.1 30.8 38.5 46.2 53.9 61.6 69.3 
76 7.6 15.2 22.8 30.4 38.0 45.6 53.2 60.8 68.4 
75 Go) 15.0 .5 30.0 3 45.0 52.5 0 67.5 


Fig. 24. Typical page from a 6-place log table. 
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N. 0 1 2 3 4 5 6 Gi 8 9 Diff. 


900 |95 4243 
1 4725 4773 4821 4869 4918] 4966} 5014} 5062}; 5110} 5158 


4 6168 6216 6265 6313 6361] 6409} 6457] 6505} 6553) 6601) 48 


3 |96 0471 0518 0566 0613 0661} 0709) 0756} 0804) 0851; 0899 


4 5672 5719 5766 5813 5860| 5907] 5954] 6001; 6048] 6095 47 


4 197 0347 0393 0440 0486 0533} 0579} 0626) 0672) 0719) 0765 


4972 5018 5064 5110 5156| 5202} 5248] 5294| 5340] 5386 46 


Diff 1 2 3 4 5 6 a 8 @) 
47 4.7 9.4 14.1 18. 53) 28.2 32.9 37.6 42.3 
46 4.6 9.2 13.8 18.4 23.0 27.6 32.2 36.8 41.4 
45 4.5 9.0 13.5 18.0 22.5 27.0 31.5 36.0 40. 
44 4.4 8.8 13.2 17.6 22.0 26.4 30.8 35.2 39.6 
43 4.3 8.6 17.2 .5 25.8 30.1 34.4 38.7 


Fig. 25. Typical page from a 6-place log table. 
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The rule illustrated by this demonstration is as follows: To divide one number 
into another, subtract the log of the divisor from the log of the dividend and 


find the anti-log. 
Example 1. Divide 563.41 by 15.532. 


log 563.41 = 2.750825 
log 15.532 = 1.191227 


1.559598 
1.559548 corresponds to 3627 
50 : 3 
416, 4 interpolation 
Answer 36.274 


Example 2. Divide 54.83 by 09464 


log 54.83 = 1.739018 
log .09464 = 2.976075 


2.762943 

2.762904 corresponds to 5793 
39 : ; 
747 5 interpolation 


Answer 579.35 
Note that in subtracting the negative from the positive characteristic, it is necessary 
to change the sign of the former, then add. 


Case III. To raise to a power: 


(a?)4* = x? * 4 = 7® (by the laws of algebra) 

O2)2 — 93 x4 — gi2 [i.e., (8)* = gi2 — 4,096] 

(102) 2e 04 2 — 103 he (10000) 2 108 = 100,000,000 
Glee Bera NS = 1909-053 6031 — 1,131,400,000 * 

[i.e., (1,042)* = 1,131,366,088 by actual multiplication] 


* A six-place table yields this answer; a seven-place table yields 1,131,370,000. 


ao os 


The rule illustrated by this demonstration is as follows: To raise any number 
to a power, multiply its log by the exponent of the power and find the anti-log. 


Example. Case III is applicable to compound interest problems where annuity or 
interest tables are not available or fail to give the desired information. 

Find the compound amount of $905.40 for 10 years at 3.32%. 

The formula for the compound amount developed earlier in this Section is: 


A = IP < her ay? 
A = 905.40 X 1.0332?° 
log A = log 905.40 + 10 log 1.0332 
log 905.40 = 2.956840 (Fig. 25) 
log 1.0832 = .0141844 
x 10 141844 
3.098684 
3.098644 corresponds to 1255 * 
400. 
346 .1 interpolation 


Answer $1255.10 


* Figure not given in sample table. 
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Case IV. To find a root: 
a. ~/¢!2 = x12*3 = x4 (by the laws of algebra) 
b. V2 = 2°42 = 2? =4 (e,N/6h=4) 
c. w10® = 1084 = 10? = 100 (i.e., ¥/100,000,000 = 100) 
d. 16/10>-456 5760 = 10°-456 576025 — 101-991 3152 — 1934 
(i.e., ¥/286,138 = 12.34) 


The rule illustrated by this demonstration is as follows: To find the root of any 
number, divide the log of the number by the index of the root and find the 
anti-log. 


In the following illustrations, finding the value of n is equivalent to extracting 
the nth root. 


Example 1. How long will it take for 1,675 to accumulate to 2,000 at 3% per 
annum? 


I 


A P >) 
2000 = 16759 > C03)” 
log 2000 = log 1675 + n log (1.03) 
n log 1.03 = log 2000 — log 1675 
ne log 2000 — log 1675 
log 1.03 
_ 3.301030 — 3.224015 
% 012837 
0707015 
0128377 
n = 6 years 
Example 2. Company A on July 1, 1965, issued $300,000 bonds, 6%, interest pay- 
able semi-annually. The bonds are in denominations of $1,000 and are to be re- 
deemed at par and accrued interest. How long will it take to pay them off if the 
corporation has budgeted $25,000 each period for interest and bond redemption? 


Ao = R xa 
nit 
Loi ree 
300000 = 25.000 
03 
300,000 X 03 _ a 1 
25,000 = iL a 
EOF 701.0 oy 
SOS! 103" 
Die | ee ee 
Toa" — 36 — 64 
met hy 
OS = 64 
n log 1.03 = log 1 — log 64 
— log 1 — log .64 
log 1.03 
oa — 1.806180 _ —(— 1+ 806180) 
> 0337 012837 
__ = ( #79193820) 193820 
PS 012837 ~~ 012837 


n = 15.1 semi-annual periods. 


LOGARITHMS 27-65 


Case V. Successive calculations: When the solution of a practical problem 
requires several successive calculations, the final result may often be determined 


by a careful manipulation of the logs without the necessity of finding the anti- 
logs for partial solutions. 


Example 1. A corporation on January 1, 1967, issued bonds due January 1, 1975, 
in the amount of $250,000. The bonds are to be retired by a sinking fund to which 
semi-annual payments are to be made. If the fund earns 1.7% per period on an 
average, what is the size of each payment? 

The formula developed earlier in this section is 


R=Ax 4 
Ses 
nt 
There are 16 payments. Hence 
R = 250,000 - u 
16|.017 
Since 1.7% is not in the table (Fig. 13), logs must be used. 
me 017 log 1.017= 007321 
R = 250,000 x T0171° — 1 x 16 
017 117136 
= 250,000 x 13096 — 1 .116940 corresponds to 1309 
; 1965 65 Tati 
és 017 331° interpolation 
ic en os 3006 1017° = 1.3096 


The calculation of 1.017'® is shown above to the right. Its value is then substi- 
tuted in the formula. The problem can now be finished by logs. 


log 250,000 = 5.397940 

+ log 017 = 2.230449 

—log .3096 = (1.490801)* 

log k = 4.137588 

4.137354 corresponds to 1372 
Ts eee , 
317 .7 interpolation 
J = Sylar 


* Figure not given in sample table. 


Example 2. The calculation of the geometric average of ten numbers requires the 
finding of the product of the ten numbers, and then the extraction of the 10th root of 
the product. Using logs, this is accomplished as follows: 


log 16 = 1.204 1200 
log 18 Shs Be 
log 19 = NBS 13D 
log 19.2 = Ios Soy 
log 19.6 = 29202561 
log 19.9 = 1.298 8531 
log 20 eles IeO300 
log 20.5 = {311 7539 
log 21 = 1822 2193 
log 23 — 1.361 7278 
log of the product = 12.909 2875 
log of the 10 root = 12.909 2875 + 10 = 1.290 9288 


10 root = geometric average = 19.5402 


* 5 * 
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Comparative, 8-40-42 
Assets, 8°13 
Brokerage houses, 10-37 
Classification of accounts, 8-14-16 
Comparative, 8-40-42, 16-17 
Condensed, 15:2 
Contingent liabilities, 8-20-21 
Contributed capital, 8-21 
Credit analysis, use in, 8-30-31 
Current assets, 8-16-17 
Cash and cash items, 8:16 
Determination of cost, 8-17 
Inventories, 8-17 
Marketable securities, 8°16 
Notes and accounts receivable, 8°16-17 
Current liabilities, 8-19-20 
Deferred charges, 8-19 
Definition, 8-13-14 
Form, 8-14-15 
Intangibles, 8-18-19 
Investments, 8-17-18 
Liabilities and equity, 8-13-14 
Long-term (fixed) liabilities, 8-20 
No-par stock in, 13-8-9 
Objectionable methods of, 13:9 
Preferred stock, 8°21 
Projections, 15-26-29 
Period of, 15-26 
Review of, 15°29 
Property, plant and equipment, 8-18 
Ratios, 8-32-34 
Acid-test, 832-33 
Current, 8-32 
Current liabilities to owners’ equity, 8:33 
Fixed assets to funded debt, 8°35 
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Balance Sheets (Continued) 
Ratios (Continued) 
Fixed assets to owners’ equity, 8-33 
Funded debt to net working capital, 8-33 
ee debt to total capitalization, 8-34- 
Inventory to net working capital, 8-33-34 
Owners’ equity to total assets, 8-34 
Reserve section, 18°8 
Retained earnings, 8-22 
Uniform reporting, 8°15 
Balanced Funds, 4:25 
Bank Credit, 2-4 
Monetary aspects, 2-8-9 
Bank for Cooperatives, Obligations of, 11-7 
“Bank Holiday,” 2-24 
Bank Merger Act of 1960, 2-20 
Bank of Amsterdam, 2-9 
Bank of England, 2:9 
Weekly statement, 1-29-31 
Bank of the United States, 2-6, 2-11 
Banker’s Acceptances, 1-12, 2:35, 5-31, 16-5, 
24°36 
Banker’s Bill, 1-12 
Banking Acts 
Of 1864, 5-6 
Of 1933, 2-20, 5-5-6 
Of 1935, 2-20 
Bankruptcy, 22-18-38 
Acts of, 22-21-23 
Adjudication of, 22-23-24, 22-40 
Adverse claimants, 22-34 
Agricultural compositions and extensions, 22-39 
40 
Assignment, 21-19-22 
Bankrupts 
Concealment of property and records, 22-29- 
30 
Duties of, 22°29 
Examination of, 22-29 
Exemptions, 22°32 
Fraudulent transfers, 22-32-33 
Jurisdiction of courts over property of, 
22-34-35 
Voidable preferences, 22-32 
Claims, 22-26-27 
Allowed, 22-28 
Unliquidated, 22:28 
Closing of bankrupt estate, 22°37 
Commencement of proceedings, 22-20 
Continuance of business, 22-33 
Courts of, 22-19-20 
Summary jurisdiction of, 22-34 
Creditor meetings, 22-26 
Voting at, 22-26 
Debts that may be proved, 22-27-28 
Declaration and payment of dividends to 
creditors, 22-36-37 
Discharge of, 22-37-38 
Debts not affected by, 22-38 
Revocation of, 22°38 
Federal and state laws, 22-18-19 
Indorsers, guarantors, and sureties, 22°27 
Involuntary, 22:31 
Laws, 22-18 
Partnerships, 22°33-34 
Payment of debts with priorities, 22-36 
Order of priority, 22-36 
Provisional remedies for safeguard of debtor’s 
property, 22-24 
Purpose of, 22-18-19 
Receivers, 22°24-25 
Function of, 22:25 
Powers of, 22-25 


Bankruptcy (Continued) 
Referees, 22°25-26 
Compensation, 22°26 
Powers and duties, 22-25-26 
Reopening of bankrupt estate, 22:31 
Sale of property, 22-35-36 
Trustees, 22-30-32 
Accounts, 22°30-31 
Compensation of, 22°31 
Duties, 22-30 
Number of, 22:30 
Title to property, 22-31 
Transfer of power and documents to, 22-31- 
32 
Voluntary, 22-20-21 
Petition, 22-20-21 
Wage earners’ plans, 22-38-39 
Bankruptcy Act of 1938, 22-3, 22-18 
Agricultural compositions and extensions, 22:39- 
40 
Arrangements under Chapter XI, 22-17-18 
Reorganizations under Chapter X, 22-3-9 
Wage earners’ plans, 22-38-39 
Banks and Banking, 2:9-24 
American Bankers Association, 2°23 
As fiduciaries, 6-1, 6-21-22 
Bank stocks, 7:15 
Branch and group banking, 2-21-23 
Controversy, 2°22-23 
Capital requirements, 5-2 
Cashier’s checks, 24°36 
Central banks, 2-11 
Chain banking, 2°22 
Charter, 5-1-2 
Checking accounts (See “Checks and Checking 
Accounts’’) 
Collection services, 5°20-21 
Commercial (See ‘‘Commercial Banks’’) 
Competition, 2°27, 5°5 
Credit department, 5°33 
Deposits, 5-3-9, 5-14-15, 16-4-5 
Account analysis, 5-17-19 
Competition for, 5-5 
Creation of, 2:10 
Demand, 2:2, 5-3 
Federal Deposit Insurance Corporation, 2-19, 
5-6-9 
In credit management, 2°10-11 
Liabilities of bank, 5:9 
Payment of interest, 5-5-6 
Right of set-off, 5°9 
Savings, 5:4 
Surplus cash and, 16°4-5 
Time, 5-4 
Trends in, 2°25-26 
Turnover, 1:24 
Directors, 5:2-3, 12-29 
Discount, computing, 27-12-18 
Dual system, 2°12 
Earnings, 2:27 
Evolution of banking, 2-9 
Examinations, 5:3 
Failures, 2°24 
Federal Deposit Insurance Corporation, 2:19, 
5-6-9 
Federal Reserve System, 2-12-19 (See also 
“Federal Reserve System’’) 
Foreign, agencies of, 3-15 
Foreign branches of American, 3:13 
Foreign departments, 3-11-13 
Government regulation of, 2:19-20, 5-2-3 
Group, 2-21-23 
Historical background, 2°11-12 
Holding companies, 2-21-22, 20-46 
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Ranks and Banking (Continued) 
Industrial, 2°41 
Interbank deposits, 2+10-11 
Interbank relations, 2°23 
International (See ‘‘International Banking’’) 
International Bank for Reconstruction and De- 
velopment, 3:°28-29 
International departments of, 3-11-13 
International Monetary Fund, 3-28-29 
Interpretation of statistics, 1-15-24 
Investment, 2°9-24, 9:8-27 (See also ‘‘Invest- 
ment Banking’’) 
Investment department, 5°26 
Investments of, 2°26, 5°21-27, 9-6 
Department, 5-26 
Portfolio policy, 5:24-25 
Preference for government obligations, 5+22- 
23 
Profits from sale of, 5+25-26 
Ratio of capital funds to “risk assets, 
5°25 
Real estate mortgages, 5°26-27, 26°4-6 
Securities eligible for purchase, 5-21-22 
Tax switching, 5:26 
Valuation of, 5+23-24 
Government classifications, 5°24 
Legislation, 2-11-12, 2-19-20 
Liquidity, 5-22 
Loans, 5-27-34 
Consumer, 5-34 
Credit analysis, 5:32-33 
Importance of, 5-27-28 
Line of credit, 5°33-34 
Secured, 5-29-30 
Security loans, 5:30-31 
Source of working capital, 16-14 
Types of, 5-28-29 
Uses of, 5°28 
Mergers and branches, 2:20 
Mutual savings, 26-6 
National, 2:12, 5-2, 6-2-3, 26-5 
Organization procedures, 5°1-3 
Paying on forged indorsements, 24:14 
Personal trust business, 6-4-7 
Portfolio policy, 5-24-25 
Privately managed, 2°9 
Proposals for banking unification, 2-23-24 
“Real bills” doctrine, 2:25-26 
Real estate financing, 5-26-27, 26-4-6 
Regulatory legislation, 2-11-12, 2-19-20, 5-2-9 
Availability and cost of credit, 2-20-21 
Bank supervision and examination, 2-21 
Loans and investments, 2°21 
Mergers and branches, 2-20 
Reviewing departments, 6°16 
Savings, 43-12 (See also ‘“‘Savings Banks’’) 
Securities analysis departments, 6-16-17 
Services offered depositors, 5:4-5 
Checks, 5:4 
Collection services, 5°4-5, 5-19-20 
Payroll services, 5:5 
State-chartered, 2°12, 5:2, 6:2, 26°5 
Statistics, interpretation of, 1-15-24 
Stocks, 7:15 
Systems, 2-+9-24 
Credit management, 2+28-33 
Federal Reserve, 2°12-19 (See also “Federal 
Reserve System’’) 
Foreign, 1°27-31 
United States, 2-11-24 
Time deposits, 16-4-5 
Trends, 2-24-27 
Bank earnings, 2:27 
Depression and the “‘New Deal,” 2°24 
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Banks and Banking (Continued) 
Trends (Continued) 
Growth of bank investments, 2-26 
In bank loans, 2-25-26 
Negotiable certificates of time deposit, 2-°26- 
27 
Trust companies (See ‘“Trust Companies’’) 
Trust department management, 6°4 
Services provided by, 6-18-19 
Trusts, 6-2-3 (See also ‘““Trusts’’) 
“Warehousing”? arrangements with life insur- . 
ance companies, 26:5 
Beneficiaries, of Trusts, 6:12 
Benefit Payments, Pension plans, 19-21-29 
Bid and Asked Quotations, 10+2-3 
Bidding, Competitive, securities, 9-13 
Bills of Exchange, 3:2, 24:2, 24-30-35 
Acceptance for honor, 24°35 
Acceptance of, 24-32-33 
Foreign, 24°31 
General and qualified acceptances, 24°33 
In a set, 24-30-31 
Inland, 24:2, 24-31 
Nature of, 24-30 
Presentment for acceptance, 24-+31-32 
Protest for nonacceptance and nonpayment, 
24-34-35 
When dishonored by nonacceptance, 24-34 
When protest is dispensed with, 24-35 
When treated as promissory note, 24:30 
Bills of Lading, 5°29, 16-15 
As collateral, 5:29, 16°15 
“Bills Only,’’ Federal Reserve policy, 11-15 
Bimetallic Standard, 2-2, 2-6 
Blue Sky Laws, 9-43-52 
Common provision and the Uniform Securities 
Act, 9-45-50 
Exemptions under, 9°50-52 
Federal statutes and, 9:44 
Historical background, 9+43-44 
Promoters, 12-15 
Real estate syndicates, 12:7 
Types of, 9°44~-45 
Board of Directors, 12-27-33 
Authorized to declare dividends, 18:27 
Committees, 12-31-32 
Executive and finance, 12-31 
Limitations on powers, 12-31-32 
Conflict of interest, 12°33 _ 
Consolidations approved by, 20°19 
Election, 12-28 
Financial executives, 15-37-38 
Financial planning functions, 15-36-39 
Committees, 15-38-39 
Reports to, 15-38 
Legal status, 12-27 
Liability, 12-29-30 
Imposed by statute, 12-29-30 
Indemnification, 12°30 
Meetings, 12-32-33 
Quorums, 12-32-33 
Special, 12-32 
Power to petition bankruptey, 22-21 
Purchase of assets approved by, 20-10 
Qualifications, 12-27-28 
Resignation and removal, 12-28-39 
Statutory provisions, 12+27-29 
Stock subscription rights approved by, 13-25- 
26 
Bond Market, Treasury policies and, 11-19-20 
Bondholders 
Individual action of, 14°14-15 
Remedies of, 14-13-14 
Trustees for, under indenture, 6-22 
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Bonding Requirements, 25-24-26 
Compared with insurance, 25-24-25 
Fidelity bonds, 25-25 
Pension plans, 19-34 
Surety bonds, 25-25-26 
Bonds, 14-5-42 (See also ‘‘Securities,’’ ‘‘Stocks’’) 
Adjustment, 14:28 
Advantages of debt financing, 14:1-2 
Amortization schedule, 27:47 
Analysis, 7°48 
Convertible, 7:6 
Credit of the obligor, 7°4-5 
Earnings coverage of interest charges, 7°4 
Earnings coverage of junior bond interest, 
7-5 
Objective of, 7:4 
Protective provisions of bond issue, 7:5 
““And-interest”’ price, 27-49 
Assumed, 14-29-30 
Basis price for bonds brought between interest 
dates, 27-49-52 
Bearer, 14-6 
Blue List, 10°44 
Bond room, 10-39-40 
Brokers and dealers, 10-9 
Callable, 14-35-37 
Serial bonds, 14-38 
Certification of, 148-9 
Characteristics, 14-5-7 
Collateral trust, 14-21-23 
Consolidations, merger, or sale of assets of 
subsidiary, 14-23 
Nature of security, 14-21-22 
Pledged securities, 14-22-23 
Types of, 14-21-22 
Commissions and transfer taxes, 10°41 
Convertible, 9°7, 14-30-35, 17-58 
Advantages and disadvantages, 14°31 
Conversion rights, 14-30-31 
Factors influencing conversion, 14°34 
Fixing conversion rate, 14-32 
Interest and dividend adjustments, 14-32 
Protective features against dilution or de- 
struction, 14-33-34 
Ratio or price, 14°31-32 
Subscription privileges, 14-32-33 
Time of conversion, 14:32 
With warrants, 14+34-35 
Corporate trustees, 14-8-9, 14-10 
Costs incurred in sale of, 17-51-52 
Coupon, 10-40, 14-5-6 
Debentures, 14-25-26 
Characteristics, 14°25 
Common provisions, 14:25 
Conversion privileges, 14°26 
Subordinated, 14-26 
Use of, 14+25-26 
Deed of trust, 14°5 
Definition, 14-5, 27°45 
Denominations, 14+5 
Depositary, 11-10 
Discount, 27-47-48 
Dividends, 18-14 
Dollar, 10°44 
Equipment, 14°23 
Equipment obligations 
Character of, 14-23-24 
Conditional sale plan, 14°24 
Covenants, 14-24-25 
Equipment mortgage plan, 14-24 
Philadelphia plan, 14-24 
Fidelity, 25°25 
“Plat” price, 27-49-50 
Forfeiture, 25-25-26 
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Bonds (Continued) 
Government, 5:23 (See also ‘‘Government Se- 
curities’’) 
Guaranteed, 14-26-28 
Form of guaranty, 14-27 
Legal position, 14-27-28 
Purpose, 14:26 
Value of guaranty, 14-27 
Held in the treasury, 14°30 
Income, 14-28-29 
Cumulative and noncumulative, 14-28-29 
Determining income and basis of payments, 
14-28 
Nature of, 14-28 
Payment of interest, 14°28 
Reasons for use of, 14:29 
Indentures, 14-7-17 
Acceleration of maturity in cases of default, 
14-14 
Certification of bonds, 14+8-9 
Changes in, 14:16-17 
Conditions governing issue of, 14-12 
Consolidations and mergers, 14°16 
Corporate trustees, 14°8-9 
Grant of assignment of trust, 14°12 
Individual action of bondholders, 
15 
Names of parties, 14-11 
Need for, 14-7-8 
“No recourse”’ clause, 14.16 
Particular covenants, 14-12-13 
Period of grace, 14-14 
Preamble, 14°11 
Provisions, 14+11-17 
Required by the Act, 14-10-11 
Releases of mortgaged property, 14-15-16 
Remedies of trustees and bondholders, 14-13- 
14 
Supplemental, 14-17 
Trust Indenture Act of 1939, 14-9-11 
Interest dates 
Accruing bond interest between, 27°52 
Basis price for bonds bought between, 27:49- 
52 
Yield between, 27-53-54 
Interest payments, 14-7 
Interest rates, 1-2-3 
Mathematical computations, 
Joint, 14-29 
“Large’”’ and ‘“‘small,’’ 10-40 
Liberty, 11-21-22 
Listed, 10-14 
Loans of, 10-41 
Lost or destroyed, 14:6 
Market for, 7-6 
Market indicators, 10°31 
Miscellaneous classes, 14-29-30 
Mortgage, 14-17-21 
Closed mortgage, 14-18 
Issuance of bonds against deposit of cash 
with trustee, 14-19 
Issued in series, 14-19 
On after-acquired property, 14:19-20 
Open-end and limited open-end, 14-18-19 
Restrictions on, 14-18-19 
Purpose of, 14-17-18 
Scope of lien and mortgage bond titles, 
14-20-21 
Municipal, 9-18, 11-26-29 
Net proceeds per bond, 17°51 
Option warrants, 9-7 
Par value, 27:45 
Participating, 14°30 
Premium and discount, 27°45 


14°14 


27-45-54 


6-6 GENERAL INDEX 


Bonds (Continued) 
Pricing of issues, 9°18 
Determining basis, 27°46 
Short method for, 27-46-47 
Influence of money market on, 11-19 
Protective provisions, 7°5 
Public regulation, 14°4-5 
Ratings, 7°5-6 
Readjustments, 21-16-17 
Redemption of, 14°35-36, 27-45 
Refunding, 14-39-40 
At maturity, 14-40 
Before maturity, 14-39-40 
Extensions, 14-40 
Registered, 10°40, 14-6 
Only as to principal, 14°6 
Reserve for bonded indebtedness, 18+9-10 
Retirement of bonded debt, 14:+35-37 
Amortization through sinking fund, 14-36 
Call feature, 14-35-36 
Method of redemption, 14-35-36 
Revenue, 11-27 
Sale of, determining profit or loss, 27-52-53 
Schedule of accumulation, 27-48 
Serial, 14:37-38 
Callable, 14-38 
Characteristics, 14-37-38 
Comparison of sinking fund and, 14:38 
Size of maturities, 14-4, 14-38 
Sinking fund for, 14-13, 14-36-37 
Source of working capital, 16-12 
Special assessment, 11:27 
State and municipal, 10°44, 11-24-29 
Purpose of borrowing, 11-24-25 
Tax status, 11-25 
Surety, 9°47, 25-25-26 
Tax-exempt, 7:6 
Terminal, 14-21 
Terms of payment, 14-7 
Payable in gold, 14-7 
Trading on the Exchange, 10-39-41 
Commissions and taxes, 10°41 
Good delivery, 10-40-41 
“Nine Bond Rule,’’ 10°39 
Quotation, 10-39-40 
Treasury, 11-7, 11°13 
Investment Series A, 11-9 
Investment Series B-1975-80, 11-9-10 
Trust indenture, 14°5 
Trustees, 6°22 
For bondholders under indenture, 6°22 
Individual co-trustee for corporate, 6-22-23 
Trustees’ or receivers’ certificates, 14-30 
Types of, 9°7 
United States Savings Bonds, 11-8-9 
Redemption values and investment yields, 
11-9 
Series E and H bonds, 11°8 
Unlisted bond market, 10°44 
Valuation, 27-45-54 
Accruing interest between interest dates, 
27°52 
Finding price when yield is known, 27:49 
Finding yield when basis price is known, 
27-49 
Nominal and effective interest rates, 27°45 
Tables, 27-48-49, 27-50 
Voting, 14-30 
With warrants, 14-34-35 
Yield between interest dates, 27°53-54 
Bonus Stock, 9-7, 13-28 
Book Value of Assets, 18°5 
Average cost of capital, 17°64-66 
Method of valuation, 20-26-27 


Borrowing 
Bonds, 14:2-3 (See also ‘‘Bonds’’) 
Cash forecasts and, 16-32 
Cost of borrowed funds, 17+50-51 
Equipment obligations, 14°23-25 
Leasing of fixed assets, 14:42-44 
Long-term and intermediate-term, 14-1-44 
Measuring capacity, 14+3-4 
Margin of safety, 14°4 
Notes, 14:2-8 (See also ‘‘Notes’’) 
Power to incur debt, 14-4 
Principles and forms of, 14*1-5 
Debt financing, 14-1-4 
Debt vs. equity capital, 14-1 
Power to incur debt, 14-4 
Public regulation of bond issues, 14°4-5 
Private placements, 14-41-42 
Rates, 17-48-49 
Short-term vs. long-term, 14-2, 16°17 
Term loans, 14-40-41 
Types of, 14:2-3 
Unsecured vs. secured, 14°2 
Branch Banking, 2-21-23 
Branch Plants, 20-8 
Breach of Trust, 6-17, 6-18 
Break-Even Analysis, 15-20-22 
Charts, 15-20-21 
For profitability of product lines, 15-22 
Brokerage Houses, 10-35-39 
Balance sheet, 10°37 
Customer’s statement, 1035-37 
Examination of member firms, 10-39 
Financing, 10-37-38 
Loaning rates, 10-23 
Organization of, 10°35 
Registered representatives, 10°35 
Restrictions on broker borrowing, 10-38-39 
Sources of funds for, 10-38 
Hypothecation agreement, 10-38 
Lending customer’s stocks to short sellers, 
10-38 
Brokers and Dealers, 10-4-5 
Associate, 10°8 
Bond, 10:9 
Borrowing, restrictions on, 10-38-39 
Commissions on stocks, 10-16-17, 10-21 
Commodity trading, 23:14 
Distinction between roles, 10°4-5 
Federal regulation, 10°54-56 
Floor, 10:7 ‘ 
Foreign Exchange, 3:4 
Hypothecation agreement, 10°38 
Inspection by S.E.C., 10°55 
Interest charges, 10-34-35 
Licensing, 9°44 
Loans, 1-11-12 
Margin requirements, 1:12 
Put and call, 10-25-27 
Registration of, 10°54 
Relations with customers, 10°34 
Security, 10°4-5 
Self-regulation, 10°54—-55 
“Street’’ holders, 10-14 
Transactions, 9°41-42, 10°55 
Uniform Securities Act, 9:46-47 
“Two-dollar,’”’ 10-7 
Budget Policy, 11-4-5 
Budget message of the President, 11-5 
Budgets and Budgeting 
Appropriation, 15-7 
Capital, 16:30, 17-12-21 
Advantages, 17-12-13 
And cash planning, 17-20-21 
Appropriations committee, 17-14-16 


GENERAL INDEX 


Budgets and Budgeting (Continued) 
Capital (Continued) 
Appropriation requests, 17+16-18 
Approval of, 17:18 
Form, 17°17 
Authorization of cash distributions, 17-21 
Controlling expenditures, 17-18-20 
Company organization, 17-19-20 
Coverage, 17-12 
Facilities committee, 17-15 
Preparation, 17-13-14 
Ranking projects, 17-46-47 
Selection of projects, 17-14 
Taxes and, 17-41-46 
Cash, 16-24-33 
Definition, 15-5-6 
Departmental, 15-6 
Directors, 17-13 
Estimated statements, 8-27 
Financial planning and, 15-1, 15-5-8 
Use of computers, 15-4 
Fixed or forecast, 15-7 
Flexible, 15-7, 15-22-23 
Installing, 15-23 
Interpreting, 15-22-23 
Use in profit planning, 15-22-23 
Period, 15-7-8 
Plant and equipment, 17°13 
Procedures, 15-6 
Purchase, 16-31 
Standards, 8-39 
Types of, 15-7 
Use of budgets in financial planning, 15°6-7 
Use of computers, 15-4 
Working capital, 16°18 
Builders’-Risk Contracts, 25-19 
Bulls and Bears, 10-22 
Business Combinations (See ‘‘Combinations, Cor- 
porate’’) 
Business Conditions 
Adjusting business to economic conditions, 15- 
34-35 
And financial planning, 15-33-35 
Forecasting, 15°33 
Influence of external factors, 15°33 
Business Cycle 
Debt financing and, 14°3 
Effect on money market, 1-27 
Effect on working capital, 16-11-12 
Business Expansion (See ‘‘Expansion, Business’’) 
Business Interruption 
Insurance, 25-21 
Losses due to, 25°4 
Business Organizations, 12-1-36 
Business trusts, 12+8-9 
Corporations, 12-12-36 
Board of directors, 12-27-33 
Officers, 12-33-36 
Stockholders’ meetings, 12°23-27 
Factors in selecting proper form, 12+1-3 
Changing the form, 12:3 
Continuity, 12:2 
Financing, 12-1 
Liability, 12-2 
Management, 12:2-3 
Taxation, 12-1-2 
Individual proprietorships, 12°3 
Joint stock companies, 12-10 
Mutuals and cooperatives, 12-10-12 
Partnerships, 12°3-6 
Professional corporations, 12-12 
Real estate investment trusts, 12-9 
Selecting form of, 12-1-3 
Syndicates, 12-6-7 


Business Trusts, 12-8-9 
Advantages and disadvantages, 12-9 
Length of life, 12:8-9 
Liabilities, 12-8 
Method:of formation, 12°8 
Tax status, 12-9 
Buy-and-sell agreements, 25-32 
Bylaws, Corporate, 12-22-23 
Power to make, 12-22 
Provisions, 12:22-23, 15:37 


“C.A.F. (Named destination)” Quotation, 23-34 
Obligations of sellers and buyers, 23:34 
Cables 
International department of banks, 3:13 
Transfers, 3:6 
Cali Feature, Bonds, 14-35-37 
Callable Preferred Stock, 13-21-22 
Calls and Puts, 10-26 
Canadian Securities, 10°57 
Capital 
Assets 
Depreciation, 17-23-33 
Insurance on, 17-7-8 
Nature of, 17-1-2 
Obsolescence, 17-9-10 
Planning (See ‘‘Capital Asset Planning’’) 
Surplus, 17:7 
Bank, requirements, 5°2 
Budget, 17-12-21 
Circulating, 16:1 
Contributed, 8:21 
Cost of, 17:47-75 
Actual vs. market yields, 17-67-68 
Applications of, 17°49 
Average, 17:62-67 
Book values vs. market values, 17-64-66 
Computation of, 17-64 
Avoidance of dilution, 17°55 
Before- and after-tax cost of debt, 17°53 
Borrowing and lending rates, 17:48-49 
Business valuation and, 17-70-73 
Combined, 17-62 
Common equity and average costs, 17-68-70 
Cost of common stock, 17°54 
Depreciation funds, 17-61-62 
Direct sale of common stock to public, 17: 
54-56 
Dividends ys. earnings, 17-68-70 
Effect of financing plans on, 17-71 
General concept, 17-47-48 
Lease reporting and, 17-66-67 
Management’s judgment, 17-75 
Preferred stock, 17+53-54 
Profit vs. wealth maximization, 17:48 
Retained earnings, 17-59-61 
Sale of bonds, 17-51-52 
Sale of common stock, 17:54-58 
Sale of securities, 17-51 
Specific costs, 17-50 
U-shaped curve, 17°73 
Variability of composite, 17-70 
Debt vs. equity capital, 14-1 
Demand for, 9-1-2 
Factors influencing, 9-1-2 
Distributions, 18-16, 21-7 
Dividends, 18-15-16 
Expenditures 
Balanced capital investments, 17°5-7 
Controlling, 17:4, 17-18-20 
Effect on future operating costs, 17:5 
Financial planning and, 17:9 
Fixed asset turnover, 17-10-11 
Handling surplus capital assets, 17-7 
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Capital (Continued) 

Expenditures (Continued) 
Investment tax credit, 17-11-12 
Long-range, 17-8-9 
Planning, 17-4-12 
Purchase of additional equipment, 17-6-7 
Timing, 17-9 

Financial planning, 15-1 
Special problems, 17-36-47 

Fixed, management of, 15:1 

Funds, 17°50 
Railroad reorganizations, 14°29 

Impairment of, 18-1, 18°6 
Dividend declarations, 18-20 
Tests of, 18-20 

Investments 
And cash flows, 17°36 
Balanced, 17-5-7 
Measures for evaluating, 17-36-40 

Net working 
Ratio of inventory to, 8°33 
Ratio to funded debt, 8-33 
Turnovers of, 8°38 

New, requirements, 18-26 

New corporations, 12°16 

Operating, 16-1 

Opportunity cost of, 17°59, 17°65 

Rate of return, 17-48 


Ratio of funded debt to total capitalization, 


8-34-35 
Small business investment companies, 9°5 
Stock (See ‘‘Capital Stock’’) 
Structure, 17-49-50 
Current, 17°66 
Determining type of, 17°66 
Economic condition changes and, 21:1 
Industrial securities, 7:13 
Nature and causes of changes in, 21:1-2 
Supply of, 9-2-6 
For the small enterprises, 9*2-4 
Investment of savings, 9*2 
Surplus, 18-1 
Working (See “Working Capital’’) 
Capital Asset Planning, 17-1-77 
Capital budget, 17°12-21 
Capital expenditures, 17-4-12 
Cost of capital, 17-47-75 
Depletion of wasting assets, 17-33-36 
Depreciation; 17+23-33 


Estimating profitability of investments, 17-22-23 


Nature of fixed capital, 17-1-4 
Risk and uncertainty, 17-75-77 
Special problems, 17-36-47 
Capital Budget, 17-12-21 
Capital Gains 
Tax rates, 17°60 
Through combinations, 20°5 
Capital Market, 1-9 
Capital Stock, 8-21 
Bylaw provisions, 12-22 
Creating general reserves, 21°6 
Elimination of earned surplus deficit, 21:5 
Reacquisition of, 18°4 
Recapitalization 
Reclassification of stock, 21-7-9 
Reductions, 21-4-7 
Capital distributions, 21-+7 
Creditors’ interest in, 21-6-7 
Methods of, 21-5-7 
Purpose of, 21°5-7 
Stockholders’ interest in, 21-6-7 
Writing down tangible asset values, 21-5-6 


Writing off goodwill and: other intangibles, 


21°5 


Capitalization 

Definition, 8°34 

Public utility companies, 7°19-20 

Rate, determination of, 20°25-26 

Ratios, in statement analysis, 8°34-35 

Recapitalizations, 18-4, 21-1-14 (See also ‘“‘Re- 
capitalizations’’) 

Capitalized Earning Power, 20-25-26 
Cartels, 20-46 

Restrictions on use, 20°46 

Types of, 20-46 

Webb-Pomerene Act Associations, 20°46 

Cash, 16-4 
Administration as working capital, 16°4 
Balance sheet treatment, 8:16 
Budget or forecast, 15-1, 16-24-33 
Cash receipts and disbursements method, 
16-27-28 

Forecasting collections from sales, 16-28-30 

Forecasting disbursements, 16-30-32 

Forecasts by adjusted earnings method, 16:31 

Integrating cash forecasts and the business 
program, 16°25 

Predetermined balance sheet method, 16-31 

Preparation of, 16-27-32 

Progressive, 16°26 

Significance of, 16°24 

Uses of, 16:27 

Working capital differentials method, 16-31- 
32 

Capital budget and cash planning, 17-:20-21 

Commodity transactions, 23-32-34 

Corporations operating abroad, 16:4 

Dealings in commodities, 23-32 

Discounts, 16°6, 16°13 

Dividends, 18:12 

Earnings, 18-25 

Fixed capital expenditures and, 17-20-21 

Forecasts, 16°25 
And borrowing, 16°32 
Long-term, 16-25-26 
Shorter-term, 16:26 

Income, 18°25 
Versus profit, 16°24 

Investment of surplus, 16-4-6 

“Tron reserve,’’ 16°5 

Planning and control program, 16-33 

Reserves, 16-2 

Surplus, investment of, 16-4-6 

Tax considerations, 16-6 — 

Utilizing more efficiently, 16-32-33 
Controlling rate of cash outflow, 16:33 
Reduction of bank balances, 16-33 

“Cash Flow” Analysis, 18-25-26 

Capital investments and, 17:36 

Controlling rate of outflow, 16-33 

Discounted method, 17-23, 17-38-40, 17-42 

Industrial securities, 7-12 

Central Banks, 2-11 
Certificates 

No-par value stock, 13-10 

Of beneficial interest, 12-8, 20-36 

Of deposit, 21-16, 22-15, 24-3 

Of incorporation, 12-19, 13-7 

Of indebtedness, 5:23, 11:7, 16-5 

Scrip, 13-31 

Stock, 13-1-3 

Trustees’ or receivers’, 14-30, 22-11 

Voting trust, 13-17-18 

Certification 
Financial statements, 8-27-28 
Of checks, 5-15, 24-36-37 
Chain Discounts, 27-18-20 
Definition, 27:18 
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Chain Discounts (Continued) 
Finding equivalent single discount, 28-18-20 
Net cost factor tables, 27-19-20. 
Chains, Voluntary, 20-48 
Chandler Act, 22-18 
Charitable Trusts, 6:11 
Charters, Corporate 
Bank, 5-1-2 
Dissolution by expiration of, 21:27 
Elimination of burdensome provisions, 21:10 
Legislative revocation of, 21:27 
Charts and Charting 
Break-even, 15-20 
Of accounts, 15-19 
Stock price movements, 10°31 
Checks and Checking Accounts, 5:9-21 
Advantages of a personal account, 5-10 
As an assignment, 24:37 
Bank cashier’s checks, 24°36 
Bank services, 5-4 
Certification of checks, 5°15, 24-36-37 
Stopping payment not permitted, 24-37-38 
Clearing work, 5:10 
Definition, 24-3 
Deposit account analysis, 5-17-19 
Exchange and collection charges, 2°23, 5-19-20, 
24-39-40 
Handled by Federal Reserve, 2:17 
Nonpar banks, 5-20 
Par clearance system, 5-19-20 
Increased use of demand deposits as money, 
5-9-10 
Indorsements, 24°38-39 
Joint accounts, 5:11-12 
Local clearing house, 2°23 
Making a deposit, 5°14 
Negotiable instrument, 24-36 
New York State provisions, 24°37-40 
Opening accounts, 5-10-11 , 
Corporate deposit account, 5°11-13 
Partnership accounts, 5-11 
Presentment for payment, time for, 24°36 
Reconciliation of accounts, 5-15-17 
Recovery of forged, 24-38 
Selecting a bank, 5-10 
Service charges, 5-19 
Stop-payment orders, 5:15, 24-37-38 
Travelers’, 3:26 
Types of, 5:10 
When deposited items are available for with- 
drawal, 5-14-15 
Chemical and Drug Stocks, Industry analysis, 
7:14 
Chicago Board of Trade, 23:6-7 
Claims, Bankruptcy, 22-26-27 
Clearance, Par, bank, 2:17, 5-19-20 
Clearing Transactions, 5-4-5 
Commodity trading, 28-20-23. 
Over-the-counter market, 10°43+44 
Security transactions, 10-28-29 
Clinics, Unincorporated, 12-12 
Closed-End Companies, 4-24 
Coinage, 2:8 
Collateral Security, Negotiable instruments, 24- 
6 
Collateral Trust Bonds, 14-21-23 
Collections 
Estimating, from sales, 16-28-30 
Foreign trade, 3-12-13, 3-16-19 
From customers, estimating, 15-34 
Par, banks, 2-17, 5+19-20 
Service, of banks, 5-4-5, 5-19-20 
Combinations, Corporate, 20°4-8 (See also 
““Mergers’’) 


Combinations, Corporate (Continued) 
Advantages, 20°4-6 
Economies, 20°5 
Increases of profits, 20-5 
Antitrust legislation, 20°6 
By lease, 20-31-34 
Cartels, 20°46 
Community of interest, 20-47-48 
Definitions, 20-4 
Determining bases of share exchange, 
31 
Financial and accounting factors, 20-24-31 
Jointly owned subsidiaries and facilities, 20°48 
Planning for future, 20-6-7 
Potential difficulties, 20-5-6 
Selecting form of, 20:7 
Tax advantages, 20°7 
Trade associations, 20:46-47 
Trend of mergers, 20:7-8 
Types of, 20°4 
Valuation factors, 20:°24-27 
Voluntary chains, 20-48 
Commercial Banks, 2-10-11 
Consumer credit, 2°39 
Examinations, 5:3 
Foreign exchange business, 3°3 
How deposits are created, 2-10 
Interbank deposits, 2-10-11 
Investments of, 9°6 
In government securities, 11-11-12 
In state and local issues, 11-28-29 
Loanable funds, 1:24 
Mortgage loans, 2°36 
New financing, 9°12 
Number of, 2°19 
Organization, 5-1-3 
Procedures, 5°1-34 
Real estate financing, 26°4-6 
Role in banking system, 2-10-11 
Savings departments, 4:4, 4:5, 4:11-12 
Source of financing prospects, 9°12 
Taxes, 4°18-19 
Commercial Credit 
Credit reports, 8-6-7 
Foreign, 3:12 
Commercial Finance Companies, 2:35 
Commercial Paper, 2°35, 16°5 
Market, 1-13-14 
Promissory notes, 1:13-14 
Volume outstanding, 1:14 
Commission Houses, 10:7 
Commission on Money and Credit, 2-23-24 
Commissions (See also ‘‘Fees’’) 
Bond transactions, 10°41 
Brokerage, 10-16-17, 10-21 
Commitments, Underwriting, 9:15 
Committee on Financial Institutions, 2-24 
Committees 
Appropriation, 17-15-16 
Board of directors, 15-38-39 
Finance, 15-38-39 
Reorganizations, 22-15-17 
Commodities, Loans on, 16-15-16 
Commodity Exchange Act of 1936, 23-10-12 
Administration, 23-10 
Commodities covered, 23-11 
Curbs on speculative trading, 23:11 
Enforcement, 23-12-13 
Handling of customers’ funds, 23-12 
Margin rules, 23:14 
Prevention of manipulation, 23:11 
Prevention of squeezes, 23-11-12 
Reports on holdings, 23-13 
Self-regulation of exchanges, 23:13-14 
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Commodity Exchange Act of 1936 (Continued) 
Special calls, 23-13 
Penalties, 23-13 
Commodity Exchange Authority, 23-10 
Commodity Exchange Commission, 23-10 
Commodity Trading, 23-1-35 
Basis grade, 23°4-5 
Cash markets, 23-1-2 
Cash transactions, 23-32-34 
Determination of spot prices, 23°32-33 
Trade terms used, 23-33-35 
Clearing house functions, 23-20-23 
Daily reports on transactions, 23-22 
Evolution of methods, 23-21 
Financial safeguards, 23-22 
Handling of deliveries, 23-23 
Margin variation, 23-22-23 
Need for central clearing, 23-20-21 
New York Commodity Clearing Corp., 23: 
21-22 
_ Original margins, 23°22 
Commission rates, 23-18 
Contract units, 23-16 
“Corner,’’ 23°12 
Cotton Futures Act, 23-9-10 
Credit, extension of, 23-18 
Daily reports on transactions, 23:22 
Danger signals, 23-30 
Deliverable grades, 23-4-5 
Deliverable stocks, 23°31 
Delivery cycles, 23-30 
Exchanges, 10-2, 23-1, 23-6-9 
Diffusion of risks, 23-9 
Form of organizations, 23-6-7 
Free versus controlled markets, 23:9 
Functions, 23-8-9 
In foreign countries, 23°3 
Management, 23-7 
Market function, 23-8 
Memberships, 23-7 
Regulation of, 23:9-14 
Commodity Exchange 
10-12 
Early moves, 23-9-10 
Grain Futures Act, 23-10 
Rules and regulations, 23-8 
Self-regulation of, 23-13-14 
Standing committees, 23-7-8 
Facilities, 23-14 
Floor brokers, 23-14 
Futures contract, 23-3-6 
Basis grade of a commodity, 23°4-5 
Chicago Board of Trade Wheat Contract, 23-5 
Deliverable grades, 23°4 
Delivery rules, 23-6 
Determination of differentials, 23-5-6 
Legal nature of, 23-3-4 
Liquidation, 23-18-20 
Main features, 23-4-6 
New York Cotton Futures Contract, 23°5 
Futures markets, 23-1-2 
Futures trading, 23-14-30 
Commodities adapted to, 23:3 
Evolution and nature of, 23-1-6 
Growth of, 23:24 
Interpreting futures markets, 23-29-31 
Price spreads, 23-29 
Mechanism of, 23-14-30 
Origin and scope of, 23-2 
Selling on samples, 23-2 
Types of commodities traded, 23:2-3 
Volume of, 23:3 
Hedging, 23-23-28 (See also ‘‘Hedging’’) 
Job lot, 23-16 


Act of 1936, 23: 
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Commodity Trading (Continued) 
Liquidation of futures contracts, 23-18-20 
By deliveries on contract, 23-18-19 
Delivery notices, 23-19 
First notice day, 23-18-19 
Seller’s options, 23-18 
Switching, 23:20 
Through offset, 23-19-20 
Through settlement, 23-20 
Margins, 23:14, 23-17-18, 23-22-23 
Market information, 23°29 
Methods, 23-1-2 
Open interest figures, 23-29-30 
Formula, 23-30 
Reports, 23-30 
Orders, 23-14-15 
Market and limit, 23-15 
Short selling, 23:15 
Stop-loss, 23-15 
Position limits, 23-17 
Price fluctuations, 23-16-17 
Price reporting, 23-+32-33 
Bid and asked prices, 23-33 
Price spreads, 23-29 
Quotations, 23-15-16 
Regulation of exchanges, 23°9-14 
Short selling, 23-9-10, 23-15 
Speculation in futures, 23-31-32 
Role of, 23-31 
Sources of information, 23-31-32 
Spot markets, 23-32-34 
Bona fide, 23-6 
Cash dealings in commodities, 23°32 
Determination of price, 2332-33 
Trade terms used, 23-33-35 
Squeezes, 23-11-12 
Traders, hedgers, and speculators, 23:15 
Volume, 23-29 
Common Stock (See ‘“‘Stocks, Common’’) 
Community Development Commissions, 
estate financing by, 26-11 
Community of Interest, 20-47-48 
Jointly owned subsidiaries and facilities, 20°48 
Mutual stock ownership, 20-47-48 
Compensation | 
Corporate officers, 12-36 
Directors, 12-30-31 
Executives, 12°36 
Promoters, 12-13-14 f 
Trustees in bankruptcy, 22-31 
Underwriters, 9-18-19 
Competitive Bidding, For purchase of new issues. 
9-13 
Composition Settlements, 21-17-19 
Acceptance considerations, 21:18 
Number of creditors, 21-18 
When to agree to, 21:18-19 
Compound Interest, 27-20-29 
Comptrollers, 12-35 
Computers, For financial planning, 15°3-5 
Conditional Sale Plans, 14:24 
Confirmation, Of stock purchase, 10°16 
Conflict of Interest, Directors, 12+33 
Considerations 
Consolidations and mergers, 20:24-25 
Negotiable instruments, 24-9 
Purchase of assets, 20°15 
Consignments, 3-16 
Consolidated Statements, 8-22-25 
Advantages and limitations, 8-22-23 
Inclusion and exclusion of subsidiaries, 8-23 
Intercompany items and transactions, 8-25 
Investment in consolidated subsidiaries, 8°24 
Purpose, 8°22 
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Consolidated Statements (Continued) 
Reconciliation of dividends received from and 
earnings of unconsolidated subsidiaries, 8:24 
Consolidations, 18-5 (See also ‘“‘Mergers’’) 
Accounting problems in asset transfers, 20-27-29 
Advantages and disadvantages, 20-22-23 
Agreement on terms, 20-19 
Execution of, 20-19-20 
Approval of board of directors, 20-19 
Charter rights, 20-17 
Collateral trust bonds, 14:23 
Consideration, 20°24 
Definition, 20°17 
Effect of, 20-19 
On surplus, 20°29 
Financial and accounting factors, 20-24-31 
Legal factors, 20-17-19 ; 
Consent of all stockholders, 20-17 
State laws, 20-18-19 
Statutory and administrative provisions, 20° 
17-18 
Nonbalance sheet factors, 20°24 
Procedures in effecting, 20-19-20 
Rights of creditors, 20-20-21 
Rights of dissenting stockholders, 20-20 
Stockholders’ consent, 20°19 
Terms of, 20°23 
Treatment of mortgage liens, 20-21 
Valuation problems, 20-24 
Methods of, 20°25-27 
Construction 
Contracts, 25-10 
Loans, 26-14 
Consumer Credit, 2-38-42, 5-34 F 
Effective rates of interest, 2-42 
Regulation W, 2-41-42 
Sources of, 2-39-42, 5-34 
Consumer Finance Companies, 2-41 
Contingencies 
Funds for meeting, 16°2-3 
Need for additional working capital, 16°11 
Provisions for, 15°34 
Reserve for, 18-10 
Contingent Liabilities, Balance sheet treatment, 
8-20-21 
Contingent Voting, 13-15 
Contracts 
Builders’-risk, 25°19 
Construction, 25-10 
Futures, 23-3-6 
Pre-incorporation, 12+15-16 
Purchase group, 9°18 
Sales, 20°15, 25-10-11 
Long-term, 20°47 
Underwriting, 9-14-16 
When-issued, 10-19 
Controllers, 12:35 
Duties of, 15-35-36 
Controls and Controlling 
Capital expenditures, 17-18-20 
Of foreign exchange, 3-10-11 
Of risk and loss, 25-6-7 
Convertible Bonds, 14-30-35 
Convertible Preferred Stock, 13-22 
Convertible Securities, 17:58 
Cooperatives, 12-10-12 
Advantages and disadvantages, 12°11 
Forms of, 12:11 
Tax treatment, 12-11 
Corners 
Commodity trading, 23-12 
Security trading, 10°24 
Control of, 10-24 
Technical, 10-24 


Corporate Fiduciaries, 6-1-4 
Corporations, 12-12-23 
Agency functions of fiduciaries, 6-23-24 
Alien, 12-20 
Annual meetings, 8°5 
Annual reports, 8°4-5 
Bank deposit account, 5-11-12 
Banks and trust companies as fiduciaries, 6:21- 
22 
Board of directors, 12:27-33 (See also ‘‘Board 
of Directors’’) 
Business expansion, 20-1-4 
Development of policy, 20-2-3 
Motives for, 20-1-2 
Pattern of, 20-1 
Bylaws, 12:22-23 
Capital structure, 7:13 
Cartels, 20°46 
Certificate of incorporation, 12-19 
Charter, 12-20-21 
Amendments to, 12-21-22 
Legislative revocation of, 21-27 
Choice of state of incorporation, 12-16-17 
State laws, 12-18 
State taxes, 12-17 
Closely held, 20-9, 21-8 
Business continuation and key man insurance, 
25-33-34 
Combinations, 18-5, 20-4-8 
Accounting problems in asset transfers, 20- 
27-29 
Advantages, 20-4-6 
Antitrust legislation, 20°6 
By means of leases, 20-31-34 
Cartels, 20-46 
Community of interest, 20-47-48 
Definitions, 20-4 
Determining bases of share exchange, 20°30-31 
Financial and accounting factors, 20-24-31 
Financial steps in promoting, 20-29-30 
Holding companies, 20-34-46 
Mutual stock ownership, 20-47-48 
Types of, 20-4 
Community of interest 
Jointly owned subsidiaries and facilities, 
20-48 
Mutual stock ownership, 20-47-48 
Voluntary chains, 20°48 
Consolidations and mergers, 6°24, 18-5, 20:17- 
23 (See also ‘‘Consolidations,’’ ‘‘Mergers’’) 
Debt vs. equity capital, 14-1 
Delaware incorporation, 12-17-18 
Dissolution, 21-26-28 
By expiration of charter, 21-27 
Effected by happening of some contingency, 
21-27 
From misuse and nonuse of powers, 21-28 
Meaning of, 21:26-27 
Methods of, 21:27 
Voluntary, 21-28 
Dividends (See ‘‘Dividends’’) 
Domestic, 12-20 
Edge Act, 3°14 
Evaluation of divisions, 15-16-17 
Expansion, 20-1-4 
Circular, 20:+2-3 
Combinations, 20-4-8 
Development of sound policy, 20°2-3 
Factors determining need of financing, 20°3 
Horizontal, 20-2 
Internal, 20:3-4 
Vertical, 20°2 
Working capital needs, 20-3 
Fiduciary functions for, 6°1-4, 6:21-23 
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Corporations (Continued) Costs 
Financial and accounting factors in combina- Advertising, 15-32 
tions, 20-24-31 Computers for estimating, 15°4 
Financial statements (See ‘Financial State- Cost-volume-profit relationship, 15-17-19 
ments’’) Decomposing costs, 15-18-19 
Financial steps in promoting, 20-29-30 Methods employed, 15:19 
Foreign, 12-17, 12-20, 20°39 Decomposing, 15-18-19 
Consolidations and mergers, 20:18-19 Depreciation, 17-27 
Restriction on, 12-20 Direct costing, 15°23-25 
Franchise tax, 20°30 Benefits of, 15°25 
Holding companies, 20, 34-46 (See also ‘‘Hold- In practice, 15-24-25 
ing Companies’’) Use by management, 15-24 
Incorporation process, 12°19 Incremental, 17°41 ; 
Intercorporate readjustments, 21-22-24 Incurred in sale of securities, 17°51 
Holding companies, 21-22 Less depreciation, 20-27 
Methods, 21-23-24 Marginal, 15:17 
Reasons for, 21-22-23 Of bonds, 17-51-52 
To reduce taxes, 21:22-23 Of borrowed funds, 17-50-51 
Investments Of capital, 17:47-75 (See also ‘“‘Capital, Cost 
In Government securities, 11-12 of’’) 
In state and local issues, 11-28-29 Of retained earnings, 17-59-61 
Loans to, 24:43-44 Operating, 17-27 
Long-term sales contracts, 20°47 Expansion and, 15-30-31 
Maintaining corporate existence after transfer Opportunity, 17-59 
of assets, 20°30 Product, and working capital, 16-10 
Mergers, 18-5 (See also ‘‘Mergers’’) Production, 15-31-32 
Mutual, 12-10-12 Replacement, valuation method, 26-26 
Name of, 12-18-19 Reproduction, 20-27 
Officers, 12-33-36 Selling, 15-32 
Compensation, 12-36 Substitution, 20-27 
Controller, 12°35 Sunk, 17-40-41 
Powers and duties, 12-34-36 Variable, 15-18 
Qualifications, 12-33-34 Cotton, Buying on call, 23-27-28 
Secretary, 12°35-36 Cotton Futures Act, 23-9-10 
Titles and functions, 12-33 Council of Economic Advisors, 1:2 
Treasurer, 12+34-35 Counsel, Investment, 4°33-34 
Opening a corporate deposit account, 5-11-13 Coupons 
Operating abroad, 16-4 Bonds, 10-40, 14: 5-6 
Organization, 12-12-13 Obligations, 11-10-11 
Advantages and disadvantages, 12:13 Courts 
Parent-subsidiary relations, 20-39-41 (See also Of bankruptcy, 22-19-20 
“Subsidiaries, Corporate’’) Of equity, 22-2, 22-19 
Pooling of interests, 18-5 Reorganizations plans approved by, 22+7-8 
Power to incur debt, 14-4 Credit 
Pre-incorporation contracts, 12-15-16 Analysis, 5°32-33, 8-30-31 
Promotions, 12-13-15 Bank, 2-4 
Compensation of promoters, 12-13-14 Classes of, 2:4 
Function of promoters, 12-13 Consumer, 2°4, 2+38-42, 5-34 
Legal status, 12°14 Customer credit limits, 16-6 
Provision for loss of key men and _ business Department in banks, 5:33 
continuation, 25-31 ; Files, 5-2-3 
Purchase of assets, 20-8-17 (See also ‘‘Pur- Financial statement analysis, 8-30-31 
chase of Assets’’) Installment, 2-3-4 
Raising capital, 12-16 Instruments, 5°20-21 


Readjustments, 21-14-28 
Recapitalizations, 6-24, 21-1-14 
Reorganizations, 21-1-18 (See also ‘‘Reorgani- 


Foreign exchange transactions, 3-5-8 
Investment or commercial, 2-4 
Maximum ledger balances, 16:6 


zations’’) And receivables, 16:6-7 
Retained earnings, 18-6-7 Policies, 2:4 
Signature of officers, 24-21 Effect of economic conditions, 15-34 
Statements by executives or spokesmen, 8°5 Role of, 2-4 
Stockholders’ meetings, 12-23-27 Security, 10-33-34 


Stockholder’s relationship to, 13+1 
Subchapter S, 12:3 
Subsidiaries (See “Subsidiaries, Corporate’) 
Surpluses, 18-1-3 

Retained earnings reserves, 18°7-11 
Trade associations, 20-46-47 
Valuation problems, 20-24-27 

Plant and equipment, 20-27-28 


Regulation of, 10-33-34 
Sources of information, 8-6-7 
Dun & Bradstreet, Inc., 8-6-7 
National Credit Office, 8-7 
Robert Morris Associates, 8-7 
Credit Control Policies, 2-28-33 
Federal Reserve System, 1-3-5, 1-20-21 
Government debt managem 
Voluntary liquidations, 21-25-26 Limitations of, 2-89 7 Se a mE 
Cost Less Depreciation, Method of valuation, Monetary and credit management, 2-28-33 
20-27 Open-market operations, 2-31 


Cost of Goods Sold, In income statement, 8+9-10 Reserve credit and, 2:30 
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Credit Control Policies (Continued) 
Techniques, 2-30-31 
Through member bank reserves, 2°17-19 
Credit Unions, 2-40-41, 4-16-17 
Functions and operations, 4:16 
Loans and charges, 4:17 
Membership, 4-16-17 
Organization, 4-16-17 
Taxes, 4°17 
Creditors 
Committees, 21-20-22 
Advantages of, 21-21-22 
Meetings, 22-26 
Operations of, 21-21 
Requirements, 21-20-21 
Voting trustees, 21-21 
Composition settlements, 21+17-18 
Acceptance considerations, 21:18 
Number of creditors necessary, 21-18 
When to agree to, 21-18-19 
Corporate dissolutions, 21:28 
Interest in capital stock reductions, 21-6-7 
Reorganizations 
Plan accepted by, 22-7 
Trustee’s statement and notice to, 22-5 
Rights of 
Assignments, 21:20 
In consolidations and mergers, 20-20-21 
In sale of assets, 20-13-14 
Selective uses of ratios, 8°39-40 
Crime Insurance, 25-22-24 
Cumulative Preferred Stock, 13-19-20 
Cumulative Voting, 13-14-15 
Currencies, 2-1-2 
Convertible, 3-9 
Devaluation of U. S., 2-7 
Federal Reserve, 2:6-7 
Free vs. controlled, 3-9-10 
In circulation, 2-7-8 
Current Assets, 8-16-17 (See also ‘‘Assets’’) 
Administration as working capital, 16-4-9 
Cash, 16-4 
Investment of surplus cash, 16°4-6 
Receivables, 16-6-7 
Planning, 16-+1-33 
Cash budget, 16-24-33 
Valuation of, 20-28 
Current Liabilities 
Balance sheet treatment, 8-19-20 
Deferred revenue or income, 8:20 
Definition, 8°19 
Current Ratio, In statement analysis, 8-32 
Custodian Accounts, 6-19 
Fees and commissions, 6°21 
Customers 
As buyers of securities, 9°8 
Relations with brokers, 10-34 
Sale of stock to, 13-25 
Statements from brokerage houses, 10-35-36 


Dealers (See also “Brokers and Dealers’’) 
Bond, 10:9 
In government securities, 11-12-13 
Odd-lot, 10°8 
Specialists, 10-8 
Death Benefits 
Employee insurance plans, 25°35 
Profit-sharing plans, 19°44 
Retirement plans for self-employed, 19:50 
Debenture Bonds, 14-25-26 
Debt Financing, 14-1-2 
Advantages, 14:1 
Amortization and, 14-4 
Business cycle and, 14°3 
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Debt Financing (Continued) 
Disadvantages, 14°1-2 
Leasing of fixed assets, 14-42-44 
Long-term industry trend and, 14:3 
Measuring borrowing capacity, 14-3-4 
Power to incur debt, 14-4 
Corporate authorization, 14-4 
Principles of, 14:3-4 
Private placements, 14-41-42 
Term loans, 14-40-41 
Debts 
Before- and after-tax cost of, 17-53 
Equity capital vs., 14:1 
Funded 
Ratio of fixed assets to, 8°35 
Ratio to net working capital, 8:33 
Ratio to total capitalization, 8-34-35 
Long-term and intermediate-term, 14:1-44 
National (See ‘“‘National Debt’’) 
Payment. of 
Bankruptcies, 22-36 
Provable, against bankrupt estate, 22-27-28 
Readjustments, 21-14-22 
Assignments, 21-19-22 
Bonds, 21-16-17 
Circumstances necessitating, 21-14 
Composition settlements, 21-17-19 
Credit adjustment bureaus, 21-22 
Creditors’ committees, 21-20-22 
Legal aspects, 21-15-16 
Small business, 21-17 
Types of, 21-14-15 
Under special legislation, 21-17 
Substitution for equity, 17-73 
Decision Making, 17-75-77 (See also “Alternative 
Projects’’) 
Declining-Balance Method, For computing de- 
preciation, 17-29-30 
Deeds of Trust, 6-8, 12:8, 26°14 
Deferred Charges 
Amortization of, 8:19 
Balance sheet treatment, 8°19 
Writing off, 8-19 
Deferred Income, As liability, 8°20 
Deficit Financing, 11:21 
Delaware Incorporation, 12-17-18 
No-par value stock, 13:7 
“Delivered (named Destination),’’ 23-34 
Obligations of sellers and buyers, 23-34 
Delivery Notices, Commodity trading, 23-19 
Delivery of Securities, 10-28-29 
Government obligations, 11-15 
Demand Deposits, 5-3-4 
Definition, 2-1-2 
Increased use as money, 5:9-10 
Turnover of, 1°24 
Depletion, 17-33-36 
Financial reporting and, 17°35-36 
Financial significance of, 17°33-34 
In income statement, 8-11-12 
Income tax treatment, 8-12 
Methods of calculating, 17°35-36 
Of wasting assets, 17°33-36 
Percentage, 17°35 
Valuation of wasting assets, 17:34-35 
Depositary Bonds, 11-10 
Deposits, Bank, 5-3-9 
Depreciation, 8-10-11, 17°23-33 
Allocating the cost of fixed assets, 8-10, 17: 
23-24 
Appreciation and, 17-28 
As source of working capital, 16-16 
Cost of funds, 17-61-62 
Assignment of cost to, 17°61-62 
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Depreciation (Continued) 
Cost of operation, 17-27 
Effect of inadequate, 17-26-27 
Effect on working capital, 17-26 
Financial effects of policies, 17°31-32 
Government regulation, 17-32-33 
Impact of changing price levels, 17°27-28 
In financial analysis, 8-10-11 
In income statement, 8-10-11 
Inadequate, effect of, 17-26-27 
Industrial securities, 7°12 
Maintenance vs., 17-25-26 
Methods of calculating, 8°11, 17-28-31 
Based on production, 17-30-31 
Based on sales or profits, 17°31 
Declining-balance method, 17-29-30 
Interest method, 17-30 
Straight-1M%e method, 1728-29 
Sum-of-the-years-digits method, 17-30 
Writing off assets on acquisition, 17°31 
Objectives, 17-23 
Obsolescence of capital assets, 17°25 
Price-level write-downs, 17:28 
Property, 8:18 
Real estate investments, 26-24-25 y 
S.E.C. policy, 8°10-11 
Sunk costs and, 17-40-41 
Depression, Effect on banking system, 2°24 
Devaluation, Of U.S. currency, 2°7 
Chief effect of, 2-7 
Gold standard and, 2:7 
Direct Costing, 15-23-25 
In profit planning, 15-23-25 
Tool of management, 15-24 
Directors 
Banks, 5:2-3 
Board of, 12:27-83 (See also ‘‘Board of Di- 
rectors’’) 
Committees, 15-38-39 
Compensation, 12-30-31 
Conflict of interest, 12-33 
Election, 12-28 
Financial planning, responsiblity for, 15-36-39 
Interlocking directorates, 20°45, 20-47 
Liabilities, 12-29-30 
Qualifications, 12-27-28 
Resignation and removal, 12-28-29 
Term of office, 12+28 
Disability Benefits 
Pension plans, 19-10, 19-25 
‘ Profit-sharing plans, 19-43 
Discharge, Of negotiable instruments, 24:+28-30 
Disclosure Requirements 
Listing securities on stock exchange, 10-9 
Pension plans, 19-34 
Profit-sharing plans, 19-45-46 
Securities Act of 1933, 9-27-28 
Discount Rate, 2-31 
Federal Reserve System, 1:21 
Discounted Cash-Flow Method, For evaluating 
investments, 17°23, 17-38-40, 17-42 
Discounts, 24-43 
Bank, 27-12-18 
Basis for caleulating proceeds, 27-13 
Computation of interest under partial pay- 
ment plans, 27°15 
Definition, 27-12-13 
Due date of notes, 27-13-14 
Finding principal to yield given proceeds, 
27-15 
Interest-bearing paper, 27-14 
On noninterest-bearing paper, 27°14 
Types of notes, 27°13 
Versus true, 27-16-18 
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Discounts (Continued) 


Bonds, 27-45 

Cash, 16-6, 16°13 

Chain, 27-18-20 
Definition, 27:18 
Finding equivalent single discount, 27-18-20 
Net cost factor tables, 27-19-20 

Definition, 27-12-13 

Loans differ from, 5-28-29 

Negotiable instruments, 24-4 

Sale of securities, 17°51 


Disposal Value of Assets, 17:41 
Dissenters’ Rights 


Debt readjustments, 21-15-16 

Preferred stock recapitalizations, 21:9, 21-12- 
13 

Reorganizations, 22°3 


Dissolution, Corporate, 21-26-28 


By expiration of charter, 21:27 

Effected by happening of some contingency. 
21:27 

From misuse and nonuse of powers, 21-28 

Meaning, 21-26-27 

Methods of, 21:27 

Voluntary, 21-28 


Distribution Statement, 10-9 
Distributions of Securities, 9-8 


Exchange, 10:22 
Foreign issues, 10+57-58 
Primary, 9°8 
Secondary, 9°8, 10°21 


Diversification, And working capital needs, 


16°11 


Dividends 


Arrearages on preferred stock, 21-11-14 
Bonds, 18:14 
Convertible, 14-32 
Bylaws provisions, 12-22-23 
Cash, 18-12 
Consent, 18-22 
Construction, 18-16 
Declaration, 18-11, 18-27-30 
Date of record, 18°28 
Effect of, 18-22-23 
Notification of shareholders, 18-28 
Resolution of the board, 18-27 
Stock dividends, 18-27-28 
Definition, 18-11 
Designation of, 18-15-16 
Earnings versus, 17-68-70 
Effect on working capital, 18-25-26 
Ex-dividend, 10-18, 18-28 
Extra and special, 18-15, 18-16-17 
Industrial securities, 7°13 
Insured banks, restrictions, 5-8-9 
Interim and final, 18-15 
Legal restrictions, 18-18-23 
Approval by S.E.C., 18-22 
Capital impairment test, 18-20 
Common law rules, 18-19 
Effect of declaration, 18+22-23 
Insolvency test, 18-21-22 
Judicial compulsion to declare dividends, 
18-22 
Liability for illegal, 18-23 
New York Statute, 18-19-20 
Profits test, 18°21 
Reasons for limitation, 18-18-19 
Statutory law, 18-19-22 
Surplus test, 18+20-21 
Liquidating or capital, 18-15-16, 18-17-18 
Nature and kinds of, 18-11-14 
On common stock, 13-23 
On pledged securities, 14:22 
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Dividends (Continued) 
Payment of, 18-11, 18-27-30 
Dividend book, 18:29 
Fiscal agent for, 18-30 
Preparation of dividend checks, 18+28-29 
Special bank account, 18°30 
To creditors, 22-36-37 
Payout ratios, 18:26 
Policy, 18-16-18 
Definition, 18-16 
Factors affecting, 18-18 
Irregular, 18:17 
Liquidating dividends, 18-17-18 
New capital requirements, 18-26 
No dividend, 18-18 
Property, 18-17 
Regular, 18°16 
Regular and extra, 18-16-17 
Regular plus stock dividends, 18-17 
Regular stock dividend, 18:17 
Specific objectives, 18+26-27 
Tax and financial aspects, 18-23-27 
Preferred stock, 13-19-20 
Price-earnings ratio and, 7-9 
Property, 18-14, 18-17 
Quasi-dividends, 18-16 
Regular, 18-15, 18-16-17 
Scrip, 18-14 
“Security,” 18-14 
Stock, 18-12-14 
Purposes of, 18-12-13 
Rescission, 18-13 
Taxability of, 18-13 
Valuation, 18-13 
Versus stock splits, 18-12 
Subsidiaries, 8-24 
Tax treatment, 18-12-13, 18-23-25 
Effect on stockholders’ taxes, 18-24-25 
Surtax on undistributed earnings, 18-23-24 
Dollar Cost Averaging, 7-2 
Dollar Drain, 2-29 
Dollar Exchange, Acceptances drawn to create, 
1°13 
Domestic Trade Acceptances, 5°31 
Donated Stock, 13-4, 18-3 
Dow Theory of Stock Price Movements, 10°31 
Drafts, 3-6-8, 24-2 
Advance on, 3-19-20 
Clean, 3°16 
Collection, 3-16-19 
Discount of, 3-20 
Documentary, 3-16, 3-24-25 
Documents attached to, 3°24-25 
Due date, 27-13-14 
Sight, 3-6, 3-16 
Time, 3-7-8 
Due Bills, 10-18 
Dun & Bradstreet, Inc., 8-6-7 
Working capital ratios, 16-18-23 


Earned Surplus, 18-1 (See also ‘‘Retained Earn- 
ings’’) 

Earnings 
Capitalized, 20-25-26 
Determination of, 20°25 
Determining, 15-14 
Dilution of, 17°55 
Dividends versus, 17°68-70 
Investment analysis factor, 8°30 
Per share of common stock, 7°8 
Prospective industrial securities, 
Reinvestment of, 16-12 
Retained (See “‘Retained Earnings’’) 
Subsidiaries, 8:24 
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Earnings (Continued) 
Surtax on undistributed, 18-23-24 
Economic Conditions 
Adjusting business to, 15-34-35 
Inventories, 15-34 
Effect on investment funds, 9-1-2, 20-24 
Economic Indicators, 1:2 
Economists, Role of, 25-2 
Edge Act Corporations, 3-14 
Electric Light and Power Industry, 7:21 
Emergencies, Trusts for, 6-11 
Emergency Banking Act, 1933, 2°24 
Employees 
Contributions 
Pension plans, 19-29-30 
Profit-sharing plans, 19°45 
Insurance plans for, 25°34-36 
Employee death benefits, 25-3 
Group, 25°35 
Salary continuation or deferred compensation 
plans, 25°35 
Split dollar plan, 25-34-35 
Loans to, 16-6 
Sale of stock to, 9:8, 13+25 
Savings plans, 13:25 
Stock purchases, 9-8 
Employers 
Contributions to pension plans, 19-27-29 
Liability insurance, 25:27 
Endowment Funds, Mortgage financing, 26-10- 
ll 
Engineering, Analysis, 20-24 
Equipment 
Balance sheet treatment, 8°18 
Leasing, 14°44 
Obsolescence, 17°6-7 
Purchases of, 15°35, 17-6-7 
Replacement investments, 17°6 
Unequal lives, 17-43 
Valuation of, 20-27-28 
Equipment Mortgage Plan, 14-24 
Equipment Obligations, 14-23-25 
Conditional sale plan, 14-24 
Covenants in agreements, 14-24-25 
Philadelphia plan, 14°24 
Equipment Trusts, 14-23 
Equity 
Balance sheet treatment, 8-13-14 
Courts, 22-2, 22°19 
Investments, 7:1 
Reorganizations, 22-1-2 
Substitution of debt for, 17°73 
Escrow Accounts, 6:19, 26°17 
Evaluating 
Alternative projects, 17°22 
Investment proposals, 17-22-23, 17-36-37 
Examinations — 
Auditing, 9:14 
Engineering, 9-14 
Legal, 9:14 
Examiners, Reorganization proceedings, 22°6 
Excess Present’ Value Method, Evaluating in- 
vestments, 17-40, 17°43 
Exchange Act of 1934 (See “Securities Exchange 
Act of 1934’’) 
Exchange Distributions, 10-22 
Exchange Offerings, 11-11 
Exchange Stabilization, 2-28-29 
Period following World War II, 2:29 
Upward revaluation, 2-28-29 
Exchanges 8 
Commodity (Se 
changes’’) 
Futures trading, 23-2 


“Commodity Trading, Ex- 
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Exchanges (Continued) 
Security, 10-1, 10-2 (See also ‘‘Securities Trad- 
ing”’) 
Stock, 10-2-3 
®@x-Dividend, Stocks, 10°18 
Executives 
Compensation, 12°36 
Indemnification of, 12°30 
Pension and _ profit-sharing | plans, 
Executors 
Administrative duties, 6°5 
Fees and commissions, 6*20 
Final settlement, 6-6 
Functions of, 6°5-6 
Preparation of inventory, 6°5 
Probating will, 6°5 
$xpansion, Business, 20-1-4 
Anticipated, capital expendittires for, 17:9 
Circular, 20-2-3 
Combinations, 20:4-8 
Development of a sound policy, 20:2-3 
Estimating additional capacity, 15°31 
Factors to be considered, 15-30-32 
Financial planning, 15-30-33 
Financing, 20°3 
Forecast of demand and selling prices, 15°31 
Forecast of economic conditions, 15-30-31 
Horizontal, 20-2 
Increased working capital requirements, 15-32 
Internal, 20-3-4 
Leases as a means of, 20°31 
Long-term goals, 15-30 
Motives for, 20-1-2 
Pattern of, 20+1 
Profitability of, 15-33 
Reserves for, 18-10 
Selling and advertising costs, 15-32 
Vertical, 20-2 
Working capital needs, 16:11, 20-3 
Expenses 
Fixed, 15-18 
In financial reports, 8°29 
Variable, 15-18 
Export-Import Bank, 3:28 
Exporters, Foreign trade financing, 3-15-19 
Ex-rights, Stock, 10-18 
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“F.A.S. (Named Port),’’ 23°33 
Obligations of sellers and buyers, 23°33 
“F.0O.B. (Named Point),”’ 23-33 
Obligations of sellers and buyers, 23-33-34 
Factors, 2-35, 16°14 
Fair Market Value, 18-5 
Farmers 
Adjudication of bankruptcy, 22-40 
Bankruptcy proceedings, 22-39-40 
Federal Advisory Council, 2-14 
Federal Agencies 
Credit control policies, 1-3-4 
Mortgage financing, 2-37-38 
Obligations, 16:5 { 
Federal Communication Commission (F.C.C.), 
7-18 
Federal Deposit Insurance 
(F.D.1.C.), 2-19, 5-6-9 
Bank examinations by, 5°3 
Insured banks, 5:6-7 
Payment of insured deposits, 5:8 
Prevention of unsound practices, 5-7-8 
Federal Funds 
Market, 1°14-15 
Market rate, 1-15 
Reserve balances, 1:14 
Types of, 1:14 


Corporation 
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Federal Home Loan Bank System, 4:15 
Obligations of, 11-7 
Federal Housing Administration 
ESS LIP 
Mortgages, 7:7, 26-8, 26:13 
Federal Intermediate Credit Banks, 
tions of, 11:7 
Federal Land Banks, Obligations of, 11-7 
Federal National Mortgage Association, 1-3-4, 
2°37, 26-8-9 
Obligations of, 11-7 
Federal Power Act, 20-45 
Federal Power Commission, 7:18 
Competitive bidding required, 9-13 
Depreciation regulation, 17:33 
Public utility regulations, 7:18, 8-6 
Federal Regulation (See ‘“‘Government Regula- 
tions’’) ? 
Federal Reserve Act, 2-12 
On foreign branches of banks, 3-14 
Federal Reserve Banks, 2-14-17 
Acceptance market and, 1-13 
Assets and liabilities, 1963, 1-15-17, 2-16 
Capital accounts, 1-18 i 
Credit, 1-18-20 : 
Control of, 1-20-21 
Excess reserves, 1:20 
Foreign branches and affiliates, 3-14-15 
Free reserves, 1°20 
Government securities, 11-12 
Government securities market, role in, 11:5 
Liabilities of, 1-17-18 
Loans and advances to member banks, 1-24, 
2°15 
Rediscount rates, 11-18 
Reserve balances, 1-14 
Statement, consolidated, 1-15-20 
Assets of Federal Reserve banks, 1-15-17 
Aceeptances—bought outright, 1-17 
Cash, 1-17 
Discounts and advances, 1:17 
Gold Certificate account, 1°15 © 2 
Redemption Fund for Federal Reserve 
Notes, 1°15 
Total Gold Certificate Reserves, 1-15-16 
Capital accounts, 1-18 
Liabilities, 1-17-18 
Statement of reporting member banks, 1:22- 
24 
Wartime credit policy, 1-21 
Federal Reserve Board, 1-21, 2:14 
Federal Reserve Bulletin, 2-14 
Flow of Funds/ Saving statistics, 1:8 
Sources of consumer credit, 2°39 
Federal Reserve Notes, 2:7 
Federal Reserve System, 2-12-19 
Abandonment of ‘Bills Only” policy, 11°15 
Annual rate of turnover of demand deposits, 
2°5 
Banks, 2-14 (See also ‘Federal Reserve Banks’’) 
Boundaries of Federal Reserve districts, 2°13 
Collection of checks and other services, 2°17 
Credit control policies, 1°3, 1:20-21, 2-28-33 
“Accord” with Treasury, 2+32-33 ye: 
Discount rate, 1-21 
Effect on prices of government 
11-19 
Instruments of, 1:20 
Member bank reserves, 2-17-19 
Open market purchases, 1-21 
Postwar, 2-32-33 
Power to vary legal reserve requirements, 
1-21 
Regulation of loans on securities, 1:21 


(F.H.A.), 


Obliga- 


securities, 
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Federal Reserve System (Continued) 
Credit control policies (Continued) 
Reserve credit and, 2°30 
Subject to constant change, 1-5 
Techniques of, 2-30-31 
Wartime credit policy, 1:21 
Credit outstanding, 2-8 
Currency, 2-6-7 
Discount rate, 2°15 
Easy money policy, 2-31-33 
Excess reserves, 2°19, 2-32 
Legal reserve requirements, 2°17 
Member bank reserves, 2-17-19 
Member banks, 2-14 
Membership, 2:17 
Monetary and credit management, 2-28-33 
Credit control and reserve- credit, 2-30 
Definitions and objectives, 2-28 
Exchange stabilization, 2-28-29 
Money supply and the price level, 2-29-30 
Monetary controls 
Over nonbank financial institutions, 2-33-35 
Open Market Committee, 1°21, 2-14, 2-15, 2-29, 
11:15 
Operations, in money market, 11-15-16, 11-19- 
20 
Par clearance system, 5*19-20 
Regulation W, 2-41-42 
Repurchase agreements, 2°15 
Role in government securities market, 11-15-16 
Federal Savings and Loan Insurance Corp., 
4-15 
Fees 
Custodian accounts, 6-21 
Executors, administrators, and guardians, 6:20 
Finders, 9-12 ‘ 
For filing registration statement, 9°35 
Investment Supervisory Services, 6:21 
Personal trust, 6-20-21 
Registration of broker-dealers, 
investment advisers, 9-46-47 
Security registration, 10-16-17 
Trust accounts, 6-29-31 
Trustees, 6-20-21 
Underwriters’ “‘spread,’’ 9-18-19 
Fiat Money, 2-4 
Fidelity Bonds, 25-25 
Fiduciaries, 6-1-4 (See also ‘“‘Trusts’’) 
Corporate, 6-1-4 
Advantages, 6°3-4 
Evolution of, 6-2-3 
Definition, 6-1 
Establishment and growth of, 6-1 
Liabilities of, 6-17-18 
Trust companies and banks as, 6-1, 6-21-22 
Field Warehouse Loans, 5:30, 16°15 
FIFO (First-in first-out method of. inventory 
valuation), 8-10, 16-9 
Finance Companies, 15-38-39 
Analysis of stock, 7:16 
Financial Data 
Short-term credit information, 8-6-7 
Sources of, 8-4-7 
Financial Enterprises 
Security analysis, 7-14-16 
Bank stocks, 7°15 
Insurance stocks, 7-15-16 
Financial Institutions, 2-33-42 (See also ‘‘Banks 
and Banking’’) 
Monetary controls over nonbank, 2-+33-35 
Real estate financing, 26-1-7 
Financial Planning, 15-1-39 
Alternative plans, 15-3 
Budgeting and, 15:5-8 


agents, and 
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Financial Planning (Continued) 
Capital expenditures and, 17-9 
Comprehensive character, 15°2-3 
Computers used for, 15-3-5 
Concepts, 15-1 
Continuous, 15:3 
Current asset planning, 16-1-33 
Definition and scope, 15-1-5 
Financial statement projections, 15-25-30 
For expansions, 15-30-33 | 
Estimating additional capacity, 15-31 
Forecast of demand and selling prices, 15- 
31 
Forecast of economic conditions, 15-30-31 
Increased working capital requirements, 15-32 
Long-term goal, 15:30 
Production costs at increased volume, 15-31- 
32 
Profitability of, 15-33 
Selling and advertising costs, 15-32 
Organization for, 15-35-39 
Board of directors, 15-36-39 
Responsibility for, 15-35-36 
Profit planning, 15-8-25 
Financial Reporting Services, 86 
Financial Reports, 8:1-44 (See also ‘Financial 
Statements’’) 
Analysis of, 8-28-31 
Annual reports, 8-4-5 
Balance sheets, 8-13-22 (See also 
Sheets’’) 
Certification of, 8-27-28 
Consolidated statements, 8-22-23 
Evolution of, 8-1-4 
Early corporate reports, 8-1 
1.C.C. regulation, 8-3 
Income statements, 8:7-13 (See also “Income ' 
Statement’’) 
Interim, 8:5 
New York Stock Exchange requirements, 8-1-2 
S.E.C. requirements, 8-2-8, 8-5-6 
Sources of financial data, 8-4-7 
Financial reporting services, 8°6 
Information from the company, 
S.E.C. information, 8-5-6 
Short-term credit information, 8+6-7 
To board of directors, 15-38 
Trend toward “humanizing,”’ 8:3-4 
Financial Statements 
Analysis, 7:13, 8-28-31 
Cash or accrual accounting, 8-29 
Comparative, 8°31, 8-40-43 
Credit analysis, 8-30-31 
Expenses subject to managerial discretion, 
8-29 
For financial management, 8°31 
Investment analysis, 8-30 
Need for, 8-28 
Purposes of, 8-29-30 
Ratios, 8-31-39 
Application of funds, 8-40-42 


“Balance 


8-4-5 


Auditor’s examinations and reports, 10-50 
Balance sheets, 8-13-22 (See also ‘‘Balance 
Sheets’’) 


Certification of, 8°27-28 
Form of report, 8°28 
Standards for, 8-27-28 

Consolidated, 7:13, 8-22-23 

Estimated statements, 8:27 

Funds statement, 8-25-27 

Income statements, 8°7-13 (See also “Income 
Statements’’) 

Pro-forma statements, 15-25-26 

Projections of, 8°44, 15-25-30 
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Financial Statements (Continued) 

Railroads, 7:24 

Ratio analysis, 8-31-39 
Income statements, 8°35-36 
Interstatement, 8-36-38 
Significant ratios, 8-31-32 

S.E.C. regulations, 10°49-50 

Securities Act of 1933, 9-38 

Statement of retained earnings, 8°25 


Statement of variation of working capital, 
16°17 
Financial Vice-President, 15-35-36 
Financing 
Accounts receivable, 16-14-15 
Debt, 14-1-44 


Expansions, 15-30-33 
Foreign trade, 3-15-27 
Inventories, 16-15-16 
Proposals for, 9°11-13 
Public, 12-1 
Small businesses, 16-13 
Finders, Of financial proposals, 9-11-12 
Fee, 9:12 
Finished Goods, Inventories of, 16:7 
Fire Insurance, 25:14-15 
Fiscal Agents 
For payment of dividends, 18-30 
Trust companies as, 6:23 
Fiscal Policy, 11-4-5 
Fixed Assets, 16-4 
Ratios, in statement analysis, 8°33, 8:35 
Fixed Capital Assets, 17-1-4 
Components, 17:2 
Economic nature of, 17-2 
In relation to total assets, 17-2-3 
Insurance on, 17:7-8 
Nature of, 17-1-4 
Recovery of tangible assets, 17:3-4 
Turnover, 17-10-11 
Valuation of fixed tangible assets, 17-4 
Fixed Tangible Assets 
Recovery of, 17:3-4 
Valuation of, 17-4 
Flexible Budgets, 15-7 
“Floating Debt,’”’ Government, 11:2-3 
Floor Traders, New York Stock Exchange, 
10-7-8 
Forecasts and Forecasting 
Balance sheet projections, 15-26-29 
Budgets, 15-7 (See also “Budgets and Budget- 
ing”) 
Business conditions, 15:33 
Capital expenditures, 17-8-9 
Cash, 16-25 
Long-term, 16-25-26 
Receipts from sales, 16-28-30 
Shorter-term, 16-26 
Economic conditions, 15-30-31 
Financial statements, 15-25-30 
Operating, 15-27 
Profit and loss statements, 15-26-27 
Retained earnings, 15-29-30 
Foreclosure Sales, 22-2 
Foreign Aid Programs, 2-29 
Financing, 3-27-30 
Foreign Corporations, 12-17 
Trust company as, 6°23 
Foreign Countries, Government securities held 
by, 11-12 
Foreign Exchange, 3:2-11 
Brokers, 3:4 
Cable transfers, 3°6 
Control of, 3-10-11 
Free vs. controlled currencies, 3°9-10 
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Foreign Exchange (Continued) 
Future transactions, 3-8-9 
Market, 3-8-9 
Hedging, 3°8 
Mail transfers, 3°6-7 
Markets, 3-3-11 
Nature and functions of, 3°3 
New York, 3°3-4 
Quotation of rates of exchange, 3-4-5 
Open market and commercial rates, 3°5 
Types of exchange quoted, 3°5 
Sight drafts, 3-6 
Speculation in exchange, 3-9 
Spot transactions, 3-8 
Time drafts, 3-7-8 
Types of credit instruments, 3:5-8 
Foreign Money Markets, 1-27-31 
Foreign Securities 
Arbitrage, 10-58 
Distribution of blocks of foreign issues, 10-57- 
58 
Interest equalization tax, 10°56--57 
Investment in, 10-56-57 
Markets for, 10-58 
Organization dealing in, 10:57 
Foreign Subsidiaries, 20-40-41 
Foreign Trade Financing, 3-15-27 
American Depositary receipts, 3-26-27 
By exporters, 3°15-19 
By exporter’s bank, 3-19-20 
By importers, 3:19 
By importer’s bank, 3-20-25 
Risks in, 3°15 
Travelers’ checks, 3°26 
U.S. government and 
3+27-30 
Forfeiture Bonds, 25:°25-26 
Forgeries 
Checks, 24:38 
Indorsements, 24-13-14 
Negotiable instruments, 24-7 
Forms 
Authorizations, reorganizations, 22:15 
Balance sheets, 8°14-15 
Certification of independent public auditors, 
8-28 
Income statements, 8-8 
Operating reports, 15-12 
Par value stock certificate, 13-6 
Proxies, 13-16 : 
Statement of retained earnings, 8:25 
Stock subscription, 13:18 
Subscription warrant, 13-27 
Founders’ Shares, 13-23-24 
Fractional Shares, 13-30-31 
Franchises 
Public utilities, 7-16-17 
Taxes, 20°30 
Fraud 
Antifraud provisions, Uniform Securities Act, 
9+45 f 
In the sale of securities, 9-28 
Transactions of brokers and dealers, 10°55-56 
“. .. Freight Equalized,” Quotation, 23-34 
Obligations of sellers and buyers, 23-34 
Full Disclosure Requirements (See ‘Disclosure 
Requirements’’) 
“Full-Paid and Nonassessable” 
Funded Debt 
Ratios, in statement analysis, 8-34-35 
Valuation of, 8-20 
Funds 
Contingency, 16-2-3 
Flow, 18-26 


international agencies, 


Stock, 13:5 


GENERAL INDEX 


Funds (Continued) 
Measuring supply and demand of, 1-5-9 
Relationship between reserves and, 18:8 
Sources of, 1°5-6 
Sources of information, 1-8-9 
Statement, 8+25-27 
Users of, 1-7-8 

Futures Trading (See also ‘“Commodity Trad- 

ing”) 

Evolution and nature of, 23-1-6 
Futures contract, 23:3-6 
Growth of, 23-2-3 
Interpreting, 23-29-31 
Origin and scope of futures exchanges, 23-2 
Types of commodities traded, 23-2-3 
Volume of trading, 23-3 


Gas Industry, 7-21 
Going Concern Value, 20:26 
Gold 
Bonds payable in, 14:7 
Changes in stocks, 2°11 
For settling international accounts, 3-1-2 
Gold Certificate Reserve, 2:9 
Gold Certificates, 2-7 
Gold Points, 3-4 
Gold Reserve Act, 2:7 
Gold Standard, 2-2 
Devaluation and, 2-7 
International, 3-4-5 
Goods-In-Process, Inventories, 16-7 
Goodwill 
Subsidiaries to secure, 20-40 
Valuation of, 20°26, 20-28 
Writing off, 21-5 
Government Obligations, 10-1, 11-1-29 
Certificates of indebtedness, 11-7 
Characteristics of, 11-6-11 
Prompt payment, 11-6 
Dealers in, 11-12-13 
Depositary bonds, 11-10 
Factors affecting prices and yields, 11-17-24 
Effects of Treasury policies, 11-20-21 
Influence of Federal Reserve policies, 11-19 
Major market movements, 11-21-24 
Money market conditions and bond prices, 
11-17-19 
Supply and demand, 11-18 
Nonmanaged factors, 11-21 
Volume of short-term investments, 11°18 
Federal agency issues, 11°7-8, 16-5 
Attractive features, 11-8 
For bank investments, 5-21-22 
Foreign Series and Foreign Currency series, 
11-10 
Interest on, 27-9-10 
Investment risks, 11-6 
Market for, 11-11-17 
Classes of investors, 11-11-12 
Dealers, 11-12-13 
Delivery of securities, 11-15 
Long-range picture, 11-23-24 
Major movements, 11-21-24 
Trends since World War II, 11:°22-24 
Operation and size of, 11-13-15 
Quotations, 11-14 
Role of Federal Reserve System, 11-15-16 
Abandonment of ‘Bills Only’’ policy, 11-15 
Marketable issues, 11-7 
Municipal bonds, 11-26-29 
National debt, 11-1-6 
Nonmarketable obligations, 11-9-10 
Public housing authorities obligations, 11-27 
Purchases by banks, 2°10, 5°22-23 
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Government Obligations (Continued) 
Repurchase agreements, 2°15, 16-5 
Selection of, 11-6-7 
Short-term, 1-11, 1:17 
State and municipal bonds, 11-24-29 
Purpose of borrowing, 11-24-25 

Tax status, 11°10, 11-25 

Trading, 11°12-15 

Treasury bills, 11-7 

Treasury bonds 
Investment Series A, 11-9 
Investment Series B-1975-80, 11-9-10 
R.E.A. Series, 11-10 

Treasury financing techniques, 11-10-11 
Advance refundings, 11-11 
Coupon obligations, 11-10 
Exchange offerings, 11-11 
Tax-anticipation issues, 11-10 
Treasury bill auctions, 11:10 

Treasury notes, 11:7 

Treasury obligations, 16°5 
Long-term, 16°5 
Short-term, 16-5 

Types of, 5°23 

United States savings bonds, 11°8-9 
Redemption values and investment yields, 

11-9 

Series E bonds, 11-8 
Series H bonds, 11-8-9 

Yield patterns, 11-16-17 
Factors affecting prices and, 11-17-24 

Government Regulations 
Banking, 2-19-20, 5:2-3 
Business combinations, 20°6 
Depreciation, 17+32-33 
Insurance companies, 25-11, 25-40 
Investment companies, 4°31-33 
Public utility industries, 7°18, 20°43-45 
Railroads, 7-21-22, 8-3 
Securities trading, 10-46-56, 14-4-5 

Government Securities (See ‘‘Government Obli- 

gations’’) 

Government Trust Accounts, 11-12 

Grades, Commodities, 23°4-5 

Grain Futures Act, 23-10 

Greenbacks, 2°6 

Group Annuity Contracts 
Pension plans, 19°46 
Profit-sharing plans, 19-46 

Guaranteed Bonds, 14-26-28 

Guaranteed Stock, 13-23 

Guarantors, Bankruptcy actions, 22°27 

Guardians 
Fees and commissions, 6°20 
Of an incompetent, 6°7 
Of a minor, 6°7 


Hedging, 23-23-28 
Anticipating requirements, 23-27 
Balances, 23°27 
Basis gains and losses, 23-25-26 
Buying cotton on call, 23-27-28 

Mechanics of transaction, 23°28 

Dealers, 23:24 
Definition, 23-23 
Excess working capital, 16-2 
Foreign exchange transactions, 3°8 
Importers, 23°24 
Insurance and, 23°26 
Limitations, 23-25-26 
Manufacturers, 23+24-25 
Placing a hedge, 23°25 
Problems in, 23-26-28 
Processors, 23-23-24 
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Hedging (Continued) 
Producers, 23:24 
Shifting a hedge, 23-26-27 
Tax status, 23-25 
Theory and practice, 23-23 
Types of, 23°25 
Versus speculation, 23°25 
Hepburn Act of 1906, 8-3 
Holder in Due Course 
Negotiable instruments, 24:14-15 
Rights of, 24°17 
Holding Companies, 20-34-46 
Acquisition of stock control, 20-36-37 
Purchase for cash, 20:36 
Through exchange of stock, 20-36-37 
Advantages and disadvantages, 20-37-39 
Changes in corporate structure, 21-22 
Creation of subsidiaries by parent company, 
20-39-41 
Dealings between parent and subsidiary, 20°37 
Definition, 20°35 
Holding-operating companies, 20-35 
Legal restrictions, 20-35-36 


Maintaining corporate existence after trans- 
fer of assets, 20°39 

Majority interest, 20°34 

Parent-subsidiary relationship, 20°39-41 


Abuse, 20-41 
Deep Rock Doctrine, 20:42 
Instrumentality rule, 20-41-42 
Public utility, 20-42-43 
Acquisition of securities 
20-44 
Federal Power Act, 20°45 
Government regulation, 20°43-45 
“Grandfather” clause, 20-44 
Periodic reports and accounts, 20°45 
Registration of, 20-43 
Regulation of, 20-43-45 
New security issues, 20-43-44 
Simplification and integration, 20°44 
Supervision of intercompany loans, dividends, 
security transactions, 20-44-45 
“Upstream” loans, 20-43 
Use of Massachusetts Trust, 20°45 
Regulation, 20+45-46 
Trusts as combination device, 20-36 
Types of, 20°35 
With one subsidiary, 20°35 
Home Loan Bank System, 4:15 
Housing and Home Finance Agency, 2-37 
Hypothecation Agreements, 10:38 


and properties, 


Income 
Capitalization analysis, 26°26 
Cash income vs. profit, 16°24 
Combined statement of income and retained 

earnings, 8-26 
Deferred, 8:20 
In income statement, 8-9 

Insurance against loss of, 25-21 
Losses directly affecting, 25:4-5 
Net, 17°72 
Net operating, 17-72 

Income Bonds, 14-28-29 

Income Statement, 8-7-13 
Analysis, 8-7-13 
Charges to surplus, 8-12-13 
Comparative analysis, 8:42-44 
Contents, 8-7-8 
Cost of goods sold, 8:9-10 
Depletion, 8-11-12 
Depreciation policies, 8-10-11 
Effects of price changes, 8:9-10 
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Income Statement (Continued) 
Federal incomes taxes, 8°12 
Form. of, 8°8 
Inventory valuation, 8°9 
Nonoperating items, 8-12 
Nonrecurring items, 8-13 
Other operating expenses, 8°12 
Railroads, 7:24 
Ratios, 8-35-36 

Net profit margin, 8°35 


Number of times fixed charges earned, 8-35-36 . 


Operating ratio, 8°35 
Sales or revenues, 8°9 , 
Installment sales and deferred income, 8-9 
Use by management, 15-24 
Income Taxes (See ‘‘Taxes’’) 
Incompetent Persons 
Guardians of, 6°7 
Trusts for, 6°10-11 
Incorporation Process, 12-19 
State of incorporation, 12-16-18 
Indemnification, Of corporate executives, 12-30 
Indentures 
After-acquired clause, 20-14 
Bond, 14+7-17 
Debt readjustments, 21:15 
Trust, 14°8 
Trust Indenture Act of 1939, 14:9-10 
Indexes, Profitability, 17:46 
Indorsements 
Blank, 24-11 
By infant or corporation, 24-13 
Checks, 24-38-39 
Conditional, 24-11-12 
“For deposit,’ 24-12 
Forged, 24-13-14 
Negotiable instruments, 24+11-14 
Method of, 24:13 
Qualified, 24-11, 24-12 
Restrictive, 24-11 
Special, 24-11 
Stock certificates, 13-3 
Striking out, 24-14 
Indorsers 
Bankruptcy actions, 22-27 
Liabilities of, 24-19-20 
Industrial Banking, 2-41 
Savings departments, 4-5 
Industrial Engineering Studies, 15-19 
Industrial Securities i 
Analysis of, 7-10-14 
Cash flow, 7:12 
Nature of industry, 7-10-11 
Prospective earnings, 7-11-12 
Industries, Wasting Asset, 7-13 
Information Analysis, Use of computers, 15-4 
Insider Trading, 10-50-51 
Insolvency (See also ‘‘Bankruptey’’) 
Assessment of stockholders, 13-5-6 
Definition, 22-2 
Installment Paper, 5:34, 16:14 
Installment Sales 
Accounts receivable financing, 16-14-15 
Effective rates of interest, 2-42 
In income statement, 8-9 
Institute of Life Insurance, 4-39 
Institutional Investors, 9-6 
Life insurance companies, 4:37-39 
Sales and leaseback arrangements, 26-27 
Security purchases, 9°6 
Types of, 9-6 
Institutional Securities Corp., 4-10-11 
“In Store” quotation, 23°35 
Obligations of sellers and buyers, 23°35 


‘ 
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Insurance pas 


Against physical damage to property, 25-14-21 
““All-Risk”’ policies, 25-12 
Apportionment clause, 25:14 
Automobile, 25-20, 25-29 
Availability of, 25-8-9 
Bank deposits, 2°19, 5*6-9 
Builders’-risk contracts, 25°19 
Business coverages, 25-15-16 
Business interruption insurance, 25:21 
Business uses of life insurance, 25-31-36 
Programs for employees, 25+34-36 
Provision for loss of key men and business 
continuation, 25°31 
Co-insurance clause, 25:13 
Commercial coverage, 25-11-14 
Companies, 4°34-39, 25-37-42. 
Admitted insurers, 25°37 
Claims services, 25°39 
Distribution channels, 25-38-49 
American Agency System, 25-38-39 
Direct distribution, 25-38 
Indirect distribution, 25-38-39 
Financial soundness, 25-40-42 
Government regulation, 25-40 
Government securities held by, 11-12 
Insurance brokers, 25-39 
Intercompany organizations, 25-37 
Investments of, 9°6 
In state and local issues, 11-28-29 
Loss prevention services, 25-40 
Scope of underwriting authority, 25-38 
Selecting, 25-37-42 
Stocks, 7-15-16 
Types of, 25°37 
Comprehensive policies, 25:12 
Cost of commercial vs. self-insurance, 25-9-10 
Crime, 25:+22-24 
Burglary, 25-23 
Business coverages, 25+23-24 
Characteristic of coverages, 25-23 
Definitions, 25-22-23 
Financial institution coverages, 25-24 
Robbery, 25:23 
Theft and larceny, 25-22 
Endowment, 4°35 
Extended coverage endorsement, 25-14-15 
Extra expense, 25:21 
Fidelity and surety bonding and, 25-24-26 
Fire and allied lines, 25-14-15 
Additional extended coverage, 25:15 
Extended coverage endorsement, 25-14-15 
Fixed capital assets, 17-7-8 
Floater policies, 25-12, 25-19 
General cover, 25-12 
Government regulation, 25-11 
Group, 25°35 
Hedging and, 23:26 
Inland marine policies, 25-17-18 
“Nationwide Definition,” 25°18, 25-19 
Jewelers’ block policy, 25°15 
Key man, 25-31-34 
Leasehold interest, 25:22 
Liability, 25-26-31 
Acts of agents, 25-28-29 
Automobile owners and operators, 25:29 
Bailment, 25°29 
Business, 25°30 
Business uses, 25°31-36 
Employer liability, 25-27 
Imposed by contracts, 25+29-30 
Liability of landlords and tenants, 25-27-28 
Negligence and, 25-26-27 
Personal, 25:30 
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Insurance (Continued) 
Liability (Continued) 
Product liability, 25-28 
Professional, 25°28, 25-30 
Protection provided by, 25-30-41 
Life (See “Life Insurance’’) 
Loss of income policies, 25°21 
Manufacturers’ output policy, 25-15-16 
Marine policies, 25-16-19 
Coverage, 25-16 
Inland, 25-17-18 
Losses, 25°17 
Mercantile block policy, 25°15 
Mortgage, 26-13-14 
Mortgagee clause, 25:14 
Multiple location policies, 25:12 
Ocean marine policies, 25-16-19 
Old Age and Survivors and Disability Insur- 
ance (OASDI), 19°51 
Package policies, 25-12 
Pension plans, 25°35 
Policies, 25-11-12 
Against consequential losses, 
Important clauses, 25-13-14 
Standardization of, 25-11-12 
Types of, 25-12-13 
Pro rata distribution clause, 25-13 
Pro rata liability clause, 25°13 
Profits, 25-22 
Programs for employees, 25-+34-36 
Salary continuation or deferred compensation 
plans, 25-35 ' 
Split dollar plans, 25-34-35 
Purchasing, 25-8-10 
Rents and rental value, 25-21-22 
Replacement cost clause, 25-13-14 
Reserves for, 18-11 
Savings and loan, 4-15-16 
Schedule policies, 25:12 
Self-, 25-7-8 
Steam boiler and machinery, 25°20 
Subrogation clause, 25-14 
Temperature damage, 25°22 
Term, 4°35 
Transportation policies, 25-18-19 
Intangible Assets, 17-1 
Balance sheet treatment, 8-18-19 
Definition, 8-18 
Valuation of, 8-18-19, 20-28 
Writing off, 21-5 
Intangible Fixed Assets, 17:2 
Inter-American Development Bank, 3-29-30 
Fund for Special Operations, 3°30 
Intercorporate Readjustments, 21-22-24 
Methods, 21-23-24 
Interest 
Anticipation rates, 27-10-12 
Tables, 27-11 
Bonds, 7°4-5 
After maturity, 24-41 
1859-1959, 1-2 
Payment of, 14°7 
Quality of, 1:3 
Brokers’ charges, 10:34-35 
Compound, 24:40, 27-20-29 
Arithmetical solution, 27°21 
Definitions, 27-20-21 
Of present value, 27°25 
Finding the compound amount, 27+21-25 
Finding present value by logs, 27-28 
Finding present value from tables, 27-25-27 
Other converse cases, 27-28-29 
Solution by formula, 27:21 
Tables, 27-22-23 
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Interest (Continued) International Banking (Continued) 
Computation of, 27-1-12, 27-20-29 Foreign branches and affiliates, 3-13-15 
Merchant’s Rule, 24°42, 27°15 Edge Act corporations, 3°14 
Under partial payment plans, 27°15 Federal Reserve Act, 3:14 
United States rule, 24°42, 27-16 | Role of the Federal Reserve Banks, 3°14-15 
Computing elapsed time in days, 27:2 Foreign exchange, 3-2-11 
Contractual and implied, 24:40-41 International departments of banks, 3-11-13 
Convertible bonds, 14:32 Cables, 3°13 
Debt readjustments, 21°15 Commercial credit division, 3°12 
Definitions, 24°40, 27-1 Foreign exchange traders, 3:12 
Principal, 27-1 Foreign tellers, 3-12 
Rate, 27°1 New accounts section, 3°11-12 
Time, 27-1 Operations of, 3-11 
Equalization tax, 10-56-57 Travel section, 3-12 
Exact, 27°1, 27-7-12 Payments transactions, 3°1-2 
Anticipation rates, 27-10-12 U. S. government and international agencies, 
Nature of, 27:7 3-27-30 
On government securities, 27:9-10 International Dealings in Securities, 10-56-58 
Tables, 27-8-9 International Development Association (IDA), 
Lawful, 24:40 3-29 : 
Level of, 1:1 International Finance Corporation (IFC), 3:29 
Long cycles and short cycles, 1:1 International Gold Standard, 3:4-5 
Measuring the supply and demand of funds, International Monetary Fund, 2°23, 3-28-39 
1-5-9 International Monetary Settlements, 2-4 
Mercantile Rule, 24°42, 27-15 Interstate Commerce Act, 7:21 
Method of calculating depreciation, 17°30 Interstate Commerce Commission, 7-21 
Method of determining, 1-1-5 Competitive bidding required, 9:13 
Money markets and, 1-1-30 Depreciation regulation, 17-33 
Negotiable instruments, 24-8, 24-40-42 Financial information published by, 8-6 
After maturity, 24-41 Railroad reorganizations and, 22-9 
Contractual and implied, 24-40-41 Regulation of financial reporting, 8-3 
Definition, 24-40 Intestate, 6-6 
Lawful interest, 24-40 Inventories, 16-7-9 
Stopping of, 24-41-42 Adjusting to economic conditions, 15:34 
Transfer without, 24-14 As working capital, 16°7-9 
On bank deposits, 5-5-6 Balance sheet treatment, 8°16-17 
On borrowed funds, 17-50-51 Control, 16:7 
On installment credit, 2°42 Determination of cost, 8°17 
On Treasury obligations, 11-4 Financing, 15°34, 16-15-16 
Ordinary, 27-1, 27°4-6 Field warehousing, 16°15 
Basic formula, 27:4 Loans on pledge of commodities, 16-15-16 
Breaking up the time element, 27°4-5 Insurance coverage, 25:12 
Odd interest rates, 27°5-6 Investment in, 16-7 
One-day rule, 27-6 Loans, 2°35-36 
Short-cut methods, 27-4 Ratio to net working capital, 8-33-34 
Payment of Reserves for future declines, 18-11 
Income bonds, 14-28 Size of, 16-7 
Pledged securities, 14-22 Systems for controlling, 16-8 
Pegging, 1-1 Budgetary control, 16°8 
Promissory notes, 24°40 Min- Max system, 16°8 
Role of credit control, 1-3-5 Order cycling, 16-8 
Role of Treasury debt management, 1:5 Perpetual inventory control, 16°8 
Short-term or long-term rates, 1-1-2 Statistical, 16-8 
Simple, 27-1 Turnover rates, 16-8 
Stopping of, 24-41-42 Two-bin, 16-8 
Structure, 1-1-3 Turnover of, 16°10 
Changes in, 1°3 Use of computers, 15:4 
Quality of bonds, 1:3 Valuation, 8-9, 16-8-9 
Tables, 27°2-3 Average cost, 16°9 
Types of, 27-1-3 Cost or market, whichever is lower, 16-9 
“United States Rule,” 24-42, 27-16 Effects of price changes, 8-9-10 
When interest starts, 24°41 FIFO method, 8:10, 16-9 
Interlocking Directorates, 20°45, 20°47 In income statement, 8°9 
Internal Revenue Service LIFO method, 8-10, 16-9 
Approval of pension plans, 19*4-5 Methods of, 8:10 
Depreciation regulation, 17-32-33 Revaluation allowances, 16-9 
On purchase of assets, 20°9 Specific costs, 16-8 
International Bank for Reconstruction and De- Investigations 
velopment, 3-28-29 Of financial proposals, 9-13-14 
International Banking, 3-1-30 Securities, 9°46 
Agencies and branches of foreign banks, 3: Investment Advisers 
15 Licensing, 9-44 
Balance of payments, 3-1-2 Registration of, 9°46-47 


Financing of foreign trade, 3-15-27 Uniform Securities Act, 9°45-47 
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Investment Advisers Act of 1940, 4-33-34, Investment Companies (Continued) 


10-32 Taxes, 4-30-31 
Investment Analysis, 8:6 (See also ‘Security State taxes, 4°31 
Analysis’’) Unit or fixed trusis, 4:26 
Investment Banking, 9°8-27 Investment Company Act of 1940, 4:19, 4-27, 
Accounting and record-keeping, 9*26-27 4°31-33 
As managers of portfolios, 9-27 Investment Company Institute, 4-33 
Bankers, 9:10 Investment Services, 8-6-7, 10°32 
Retailers, 9:10 Bond ratings, 7-5-6 
Wholesalers, 9-10 Investment Tax Credit, Capital expenditures, 
Bond readjustments, 21-16-17 17-11-12 
Internal organization, 9-10-11 Investment Trusts, 9-27 
International security trading, 10-57 Real estate, 12°9 
Investment trusts, 9°27 Investment Value, Method of valuation, 20°26 
“Letter of intent,” 9-13-14 Investments (See also ‘‘Securities’’) 
Market stabilization, 9+24-25 Alternative proposals, 17-40 
Legal restriction on, 9°25 Analysis, 8°6 
S.E.C. rules, 9-25-26 Balance sheet treatment, 8-17-18 
Miscellaneous activities, 9-27 Banks, 5-21-27 
Nature of, 9°8 Eligible for purchase, 5-21-22 
Private placements, 14-42 Investment department, 5°26 
Public offerings, 9-22-24 Portfolio policy, 5+24-25 
Issues of small enterprises, 9°24 Preference for government obligation, 5°22-23 
Purchasing new issues, 9°11-19 Profits from sale of, 5°25-26 
Commercial banks, 9-12 Real estate mortgages, 5-26-27 
Competitive bidding, 9-13 Tax switching, 5:26 
Direct application for, 9-12-13 Valuation of, 5-23-24 
Finders, 9-11-12 Base, 15-14-15 
Investigation of financial proposals, 9:°13-14 Inclusion of leases, 15°15 
Policies, 9-11 Characteristics of, 7°1-2 
Pre-existing relations with issuers, 9-11-19 Classes of, 7:1 
4 Purchase group, 9°16-17 Counsel, 4°33-34 
Sources of new financing proposals, 9°11-13 Decisions, 17-40-41, 17-49 
Traveling representatives, 9°12 Comparison of two opportunities, 17°77 
Underwriting contract, 9°14-16 Risk and uncertainty, 17-75-77 
Responsibilities to issuer and investor, 9°9-10 Definition, 7-1 
Role of Securities Act of 1933, 9-9 Direct vs. indirect, 4:1 
Sale of new issues, 9-19-24 Dollar cost averaging, 7:2 
Opening and closing the books, 9°23 Equity, 7:1 
Price cutting, 9°23-24 Security analysis, 7-14 
Public offering, 9-22-24 Estimating profitability of, 17-22-23 
Selling group, 9°20-21 Accounting or average return method, 17-22, 
Agreement, 9+21-22 17°37 
Sales department, 9-19 Discounted cash-flow method, 17:23, 17:38- 
Security salesmen, 9:24 40 
Spreading the risk, 9-16-17 Payback, 17°22, 17-36-37 
Statistical and advisory activities, 9°26 Evaluating proposals, 17-36-37 
Trading department, 9°26 Accounting or average rate of return method, 
Underwriting, 9-14-16 17-22, 17°37 
Stand-by, 9:8 Discounted cash flow, 17:23, 17-38-40 
Investment Companies, 4-19-34 Disposal value, 17°41 
Accounting problems, 4-27-30 Excess present value method, 17-40 
Annual reports, 4°27-30 Incremental costs and savings, 17-41 
Characteristics of, 4°20 Payback or payout period, 17°22, 17-36-37 
Classification of, 4°22-23 Sunk costs and depreciation, 17-40-41 
Common trust funds, 4-25-26 Time-adjusted methods, 17°38-40 
Companies issuing face amount installment cer- Financial reporting services, 8°6 
tificates, 4°27 Financial statement analysis, 8°30 
Extent of managerial discretion, 4°22 Fixed income, 7:1 
Growth of assets, 4°23 Security analysis, 7:14 
Investment Company Act, 4°31-33 Funds 
Investment counsel, 4:33-34 Factors influencing the demand, 9-1 
Investment profits, 4-20-22 Need for, 9:1 
Management, 5°23-25 Government obligations, 11+6-11 
Closed-end vs. open-end, 4°24 In foreign securities, 10+56—-57 
Diversified and nondiversified companies, 4° In subsidiaries, analysis of, 8°16-17, 8-24 
25 Legal restrictions, 2:21, 7:3 
Investment policy, 4°24-25 Liquidity, 7:3 


Leverage, 4:28 Management, 6°15-17 

Open-end funds, 4°25 Marketability, 7-3 
Nature and purpose, 4°19-20 Mutual savings banks, 4-5-10 
Periodic payment plans, 4°26-27 Of life insurance companies, 4°37-39 
Regulation, 4+31-33 Of savings, 9:2 
Stock analysis, 7°16 Of surplus cash, 16°4-6 
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Investments (Continued) 
Pension plans, 19-30-31 
State and local plans, 19-52-53 
Principles, 7-1-4 
Profit-sharing plans, 19-45-46 
Ranking projects, 17-46-47 
Rate of return on, 15-13-15 
As gauge of performance, 15:13-15 
Components of, 15-15-16 
Determining earnings, 15-14 
Investment base, 15-14-15 
Ratios of return on, 8°38 
Regulatory legislation, 2°21 
Replacement, 17-6 
Retirement plans for self-employed individuals, 
19-49 
Return on, 7°2-3 
Safety of, 7-1-2 
Diversification, 7:2 
Forms of safety sought, 7:2 
Inflation hedge, 7+2 
Timing hazard, 7-2 
Savings and loan associations, 4°14-15 
Security analysis, 7:1-24 (See also 
Analysis’’) 
Selling securities, 9+1-52 
Small business investment companies, 9°5 
Speculation differs from, 10-29 
Supervisory services, 6:19 
Fees, 6-21 
Tax status, 7°3 
Trusts, 6-13-17 
Absence of express power to sell, 6°14 
Duties of a trustee, 6-14-15 
Management of, 6°15-17 
Fees and commissions, 6:21 
Officers’ investment committee, 6-15-16 
Powers of trustees, 6-13-14 
Prudent Man Rule, 6:14 
Resignation of a trustee, 6°15 
Restrictions on investment powers, 6:14 
Reviewing department, 6°16 
Securities analysis department, 6-16-17 
Types of, 6°14 
Investors, 9°7 
As buyers of securities, 9°7 
In state and local issues, 11-28-29 
Life insurance companies, 4°37-39 
Responsibilities of investment banker to, 9:8 
9 
Invoices, Anticipation rates and percentages, 27: 
10-12 
“Tron Reserve,” 16°5 
Issuers of Securities 
Definition, 9°28 
Responsibilities of investment banker to, 9:8- 
9 
Summary prospectus, 9°33 
Issues, Securities (See also ‘“‘Investment Bank- 
ine”) 
Purchase of new, 9-11-19 
Sale of, 9-19-24 
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Jewelers’ Insurance Policy, 25-15 
Joint Accounts, 5-11-12 
Joint tenants, 5:11-12 
Tenants in common, 5:11 
Joint Bonds, 14-29 
Joint Stock Companies, 12:10 
Advantages and disadvantages, 12-10 
Method of formation, 12°10 
Tax status, 12-10 
Joint Tenants, 5-11-12 
Joint Ventures, Promoters, 12°14 
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Key Men 
Insurance on life of, 25-31-34 
Provision for loss of, 25-31 
Losses from death or disability of, 25:5 


Labor Unions, Pension plans, 19°53 
Land 
As fixed capital assets, 17-1 
Balance sheet treatment, 8:18, 17-1 
Development financing, 26:15 
Trusts, 26°17 
Valuation of, 8-18 
Landlords, Liabilities of, 25-27-28 
Last-In First-Out (LIFO), Method of inven- 
tory valuation, 8-10, 16-9 
Leases and Leasing, 14-42-44 
Advantages, 14-43 
Agreements, 20-31-32 
Difficulties in drafting equitable, 20-34 
Philadelphia plan, 14-24 
Alternative to borrowing, 14:42 
Combination by lease, 20-31-34 
Deductibility of interest, 26-17 
Disadvantages, 14-43 
Equipment, 14-44 
Financial statement treatment, 17-67 
Financing buildings through, 14-42-44 
Form of rental, 20°34 
Guaranty of rental, 20-34 
Gross, 26-18-19 \ 
Inclusion in investment base, 15-15 
Industrial, 20-33 
Lease reporting and the cost of capital, 17-66- 
67 
Leasehold interest insurance, 25:22 
Leasehold mortgages, 26-15 
Leasing as junior financing, 14:44 
Long-term, 26-17-20 
Net leases, 26-17-18 
Ninety-nine-year, 26-17-18 
Twenty-one-year, 26-18 
Mergers to end, 20°34 
Railroad, 20-33 
Sale-and-leaseback financing, 14-43 
Status of lessor corporation, 20-32-33 
Statutes governing, 20°33 
Tax treatment, 20-31, 21-23 
Typical provisions, 26:19 
Used to spread risks, 25-10- 
Variable rent, 26-19-20 
Legal Reserve Requirements, 1-21, 2-17, 2-31 
Legal Restrictions 
Arrearages on preferred stock, 21-11-12 
Assignments, 21-19-20 
Consolidations and mergers, 20-17-19 
Debt readjustments, 21°15 
Dividends, 18-18-23 
Preferred stock recapitalizations, 21:9 
Reorganization plans, 22-10-11 
Legal Tender, 2-4 
Lending Institutions, 2-33-42 
Letter of Comment, Registration statements, 9- 
36 
Letter of Hypothecation and General Assur- 
ance, 3-24 
“Letter of Intent,” 9-13 
Letters of Credit 
Assignable, 3:23 
Authority to purchase, 3-23-24 
Commercial, 3-20-25 
Confirmed and unconfirmed, 3-23 
Documents attached to draft, 3-24-25 
Handled by international departments of banks, 
3-12 
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Letters of Credit (Continued) 
Import and export, 3-23 
Revocable and irrevocable, 3-23 
Revolving, 3-23 
Traveler’s, 3-25-26 

Leverage 
Management investment companies, 4°24 
Real estate investments, 26-23-24 

LIFO (Last-in first-out method of 

valuation), 8:10, 16-9 

Liabilities 
Automobile owners and operators, 25-29 
Bailment, 25-29 
Balance sheet treatment, 8-13-14, 8-19-20 
Bank, deposits as, 5-9 
Board of directors, 12-29-30 
Business trusts, 12-8 
Business ventures, 12-2 
Classification of, 8-13-14 
Contingent, 8-20-21 
Current, 8-19-20, 16-1 

Deferred revenue or income, 8°20 
Ratio to owner’s equity, 8°33 
Definition, 8-13-14 
Employer, 25:27 
For acts of agents, 25-28-29 
Imposed by a contract, 25-29-30 
Long-term, 8-20 
Miscellaneous, 25-30 
Negotiable instruments, 24-18-20 
Of a fiduciary, 6-17-18 
Of landlords and tenants, 25-27-28 
Of licensees, 25°27 
Of stockholders, 13-1 
Product, 25-28 
Professional, 25-28 
Reserves, 18-7 
Licensees, Liabilities of, 25-27 
Life Insurance, 4-34-39 
Business uses, 25-31-36 
Endowment, 4°35 
Premiums and dividends, 4:36 
Savings aspects, 4-34-35, 4-37 
Settlements of policies, 4-36-37 
Term insurance, 4°35 
Trusts, 6-9 
Funded, 6:9 
Partially funded, 6:9 
Unfunded, 6°9 

Whole life insurance, 4°35 

Life Insurance Companies, 2-36 
Investments held by, 4-37-39 
Mortgages held by, 26°6-7 
Stocks, 7-15-16 

Life Insurance Company Income Tax Act of 

1959, 4°39 

Limited Orders, 10+14-15 

Line of Credit, 5-33-34 
Compensating balance, 5:33 

Liquidations 
Of futures contracts, 23-18-20 
Reorganizations and, 22-2 
Voluntary, 21-25-26 

Liquidating agency, 21-26 

Procedures, 21-25-26 

To avoid insolvency, 21-25 
Wasting asset industries, 21°25 

Listing Securities, 10-9-11 

Living Trusts, 6-8-10 

Lloyds Association, 25-37 

Loans, 5-27-34 
Accommodation paper, 5°31 
Balloon maturity, 5-32 
Bank, 5-27-34 
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Loans (Continued) 
Bank (Continued) 
For working capital, 16-14 
Trends in, 2°25-26 
Types of, 5+28-29 
Use of, 5:28 
Banker’s acceptances, 5°31 
Brokers’, 1-11-12, 10:38-39 
Hypothecation ‘agreement, 10°38 
Restrictions on broker borrowing, 10-38-39 
Call, 10-38 
Cash forecasts and, 15-34 
Collateral, 10-38 
Commercial banks, 2:10 
Compared with investment funds, 9°1 
Computing bank discount, 27-12-18 
Construction, 26°14 
Consumer, 5:34 
Credit analysis, 5:32-33 
Definition, 27-12-13 
Discounts differ from, 5-28-29 
Field warehouse, 5:30, 16°15 
Finding the number of payments to amortize, 
27-43-44 
For working capital, 16-13-14 
Hypothecation agreement, 10-38 
Inventory, 2°35-36 | 
Line of credit, 5°33-34 
Mortgages, 2°36-38 
Notes, 27-13 
Of bonds, 10:41 
On commodities, 16-15-16 
On stock, 10-23 
Payment of, 15:34-35 
Principles and forms of borrowing, 14+1-5 
Debt financing, 14-1-2 
Debt vs. equity capital, 14-1 
Types of borrowing, 14-2-3 
Rates, 17-48-49 
Regulatory legislation, 2-21, 10-33-34 
Savings and loan associations, 4+14-15 
Secured, 5°29-30 
Security, 5-30-31 
Single-name vs. two-name paper, 5:31 
Term, 5-31-32, 14-3, 16-12 
By banks, 5:34 
To business, 2°35-36 
To corporations, 24:43-44 
To employees, 16°6 
To officers, 16:6 
“Upstream,” 20°43 
Logarithms, 27-54-56 
Characteristics of, 27°55 
Definition and uses, 2754-55 
Finding the anti-log, 27°58 
Finding the log of a number, 27:55-57 
Interpolation, 27:57 
Log tables, 27°55, 27-56, 27-59-62 
Using logs to solve problems, 27-58-63 
Successive calculations, 27:65 
To divide numbers, 27:58, 27-63 
To find a root, 27-64 
To multiply numbers, 27:58 
To raise to a power, 27°63 
London Money Market, 1-28-29 
Losses 
Assumption of risk and loss, 25-7 
Benefits of loss control, 25-6-7 
Control of risk and loss, 25-6-7 
Directly affecting income, 25°4-5 
Due to dishonesty or other criminal acts, 25: 
5-6 
From death or disability of key personnel, 
25-5) 
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Losses (Continued) 

Insurance policies 
Consequential losses, 25+21-22 
Loss of income, 25:21 

Methods of loss reduction, 25:7 

Of property values, 25°3-4 

Self-insurance, 25+7-8 


McFadden Act of 1927, 2-12 
Machinery, Insurance, 25:20 
Mahaffie Act, 21-17, 22-10 
Mail Transfers, Foreign exchange, 376, 3-7 
Maintenance, Depreciation vs., 17-25-26 
Managed Monetary Systems, 2:2-3 
Management 
Financial statement analysis, 8°31 
Profit as tool of, 15-9 
Use of direct costing, 15:24 
Uses of ratios, 8°40 
Management Investment Companies, 4-23-25 
Management Shares, 13-23-24 
Manipulation 
Commodity trading, 23-11 
Federal regulation, 16+52-53 
Of securities, 10-30 
Manufacturers, Working capital ratios, 16-20-21 
Margin Requirements, 1-12, 10°32-35 
Brokers’ interest charges, 10-34-35 
Commodity trading, 23-17-18 
Customers’, 10°33 
Deposited against short sales, 10-23 
Federal control, 10-33-34, 10-53-54 
Margin call, 10°33 
Opening a margin account, 10-33 
Purchase of securities, 10-32-33 
Relations between broker and customer, 10-34 
8.E.C. regulations, 10-33-34, 10-53-54 
Marine Insurance Policies, 25-16-19 
“Market Offerings,” 10°53 
Market Orders, 10-14 
“Market-Out”’ Clause, 
9-15-16 
Market Stabilization, 9-24-25 
Market Value, 20:26 
Average cost of capital, 17-64-66 
Method of valuation, 20-26 
Market Yields, Actual versus, 17-67-68 
Markets 
Acceptance, 1-12-13 
Commercial paper, 1:13-15 
Commodity trading (See ‘‘Commodity Trad- 
ing”’) 
Comparison approach, valuation method, 26-26 
Federal funds, 1:14-15 
Foreign exchange, 3+3-11 
Money, 1-1-30 
Over-the-counter, 10-41-46 
Securities, 10°1-58 (See also ‘Securities Mar- 
kets’’) 
Government, 11-11-17 
Marshall Plan, 2:29 
Massachusetts Trusts, 12:8, 20°45 
“Matched Orders,” 10-52 
Materials, Purchases of, 15:35 
Mathematical Methods and Tables, 27-1-65 
Annuities, 27°30-45 
Bank discount, 27-12-18 
Bond valuation, 27°45-54 
Chain discounts, 27°18-20 
Interest, 27-1-12 
Compound, 27-20-29 
Exact, 27°7-12 
Ordinary, 27:4-6 
Types of, 27-1-3 


Underwriting contracts, 
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Mathematical Methods and Tables (Continued) 
Logarithms, 27+54-65 
Tables 
Annuity valuation, 27°32-33 
Periodic payment required to amortize $1 
and interest, 27-36-37 
Present value of annuity of $1 at end of 
each period, 27-40-41 
Compound interest, 27°22-23, 27:26-27 
Of logarithms, 27°56, 27-59-62 
Medical Benefits, For retired employees, 19°25 
Meetings 
Boards of directors, 12+32-33 
Stockholders’, 12-23-27 
Member Bank Call Reports, 1:12 
Merchandise Turnover, In statement analysis, 
8-36-37 
Merchant’s Rule, For computing interest, 24-42, 
27°15 
Mergers (See also ‘‘Consolidations’’) 
Advantages and disadvantages, 20-22-23 
Collateral trust bonds, 14-23 
Definition, 18-5, 20-21 
Effect on surplus, 20°29 
Financial and accounting factors, 20-24-31 
Power to merge, 20°22 
Procedures, 20°22 
Rights of creditors, 20-20-21 
State laws, 20-18 
Terms of, 20°23 
To end leases, 20°34 
Trend of, 20-7-8 
Min-Max Inventory Control System, 16-8 
Minority interests 
Stockholders’ meetings, 12-26-27 
Subsidiaries, 8°24 
Minors, Guardians of, 6°7 
Model Business Corporation Act, 12°18 
Monetary and Credit Management, 2-28-33 
Credit policy and fiscal policy, 2°33 
Dollar drain, 2+29 
Exchange stabilization, 2-28-29 
Federal Reserve policy, 2:28-33 
Limitations of credit management, 2°33 
Money supply and the price level, 2-29-30 
Trade and exchange controls, 2°29 
Monetary Systems, 2-2-4, 2-9 
Managed, 2-2-3 
Types of, 2-2-3 
Money, 2-1-5 
Bank credit, 1-8-9 
Commodity, 2°3 
Credit and, 2°1-5 
Currency in circulation, 2°7-8 
Definition of, 2-1-2 
Early monetary history, 2-5-6 
Federal Reserve currency, 2°6-7 
Gold standard, 2°7 
Increased use of demand deposits as, 5*9-10 
International monetary settlements, 2°5 
Markets, 1-1-30 (See also ‘‘“Money Markets’’) 
Monetary standards and systems, 2°2-4 
Negotiable instruments payable in, 24-4 
Present monetary system, 2°9 
Price level and supply of, 2:29-30 
Role of, 2°1 
Role of credit, 2°4 
Silver operations, 2-7 
Standard, 2°3 
Token, 2-3 
Types of, 2:3-4 
United States supply, 2°5-9 
Value of, 2-4-5 
Velocity of turnover, 2°30 
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Money Markets, 1-1-30 
Acceptance market, 1-12-13 
Affected by prices and bank credit, 1-27 
Broker’s loans, 11-12 
Commercial paper market, 1-13-14 
Definition, 1-9 
Economic basis, 1:9-10 
Effect of business cycle on, 1:27 
Effect of prices and yields of government 
securities on, 11-17-19 
Federal funds market, 1-14-15 
Foreign, 1-27-31 
Government securities and, 11-17-19 
Individual, 1-11-13 
Influence of Federal Reserve policies, 11-19 
Influence on bond prices, 11°19 
Interest rates and, 1-1-30 
International, 1-27-28 
Interpretation of banking statistics, 1:15-24 
Federal Reserve Statement, 1-15-20 
Statement of weekly reporting member banks, 
1-22-24 
London, 1-28-29 
Negotiable time certificates of deposit, 1-15, 2- 
26-27 
New York, 1-10-11 
Balances with domestic banks, 1-25 
Causes of movement of funds, 1-25 
Market for credit instruments, 1-10 
Principal lenders and borrowers, 1°10-11 
Relation to foreign money centers, 1:27 
Relation to the interior, 1-25-27 
Short-term government securities, 1-11 
Supply and demand, 11-18 
Treasury-Federal Reserve accord, 11°19 
Treasury financing and, 1-25-27 
Monthly Investment Plan (M.I.P.), 4:26 
Moody’s Investors Service, 8-6 
Rating systems, 7°6 
Mortgage Companies, 26-8 
Mortgages 
After-acquired property clauses, 20-21 
As bank investments, 5-26-27 
As‘security for loans, 5-30 
Bonds, 14-17-21 
Chattel, 2°41 
Closed, 14:18 
Construction loans, 26-14 
Conventional loans, 26-13-14 
Debt by type of lender, 26-3 
Debt outstanding (1957-63), 26-2 
Equipment mortgage plan, 14:24 
Federal agencies handling, 2-37-38 
F.H.A. loans, 7-7, 26°8, 26:13 
Financing 
By commercial banks, 26-4-6 
By life insurance companies, 26-6-7 
By mortgage companies, 26°8 
By mutual savings banks, 26°6 
By nonfiduciary organizations, 267-11 
By real estate investment corporations, 26° 
9-10 
By real estate investment trusts, 26°10 
By savings and loan associations, 26°1-4 
By savings and loan holding companies, 26°10 
Federal National Mortgage Association, 26: 
8-9 
Pension and endowment funds, 26-10-11 
Foreclosures, 22°5 
Held by commercial banks, 26-4-6 
Home mortgage business, 2*36-37 
Insurance, 26-13-14 
Land development financing, 26°15 
Leasehold, 26:15 


Mortgages (Continued) 
Liens, 26°13 
Loan repayment plans, 26-12-13 
Amortized loans, 26-12 
Balloon payment, 26°12 
Partial amortization loans, 26:12 
Straight-term loans, 26-12 
Loans, 2-36-38, 26-1 
For non-real estate purposes, 2°38 
Notes and, 26-12 
Open-end, 26-15-16 
Package, 26°16 
Purchase money, 26°13 
Real estate, 7°6-8 
As bank investments, 5-26-27 
As security for loans, 5°30 
Insured and guaranteed, 7:7 
Security analysis, 7°6-7 
Releases of mortgaged property, 14-15-16 
Second and third, 26-13 
Share collateral, 26-16 
Special features, 26-14-16 
Treatment in consolidations and mergers, 20°21 
Trust deed and, 26-14 
Types of, 2°37 
V.A. loans, 2°38, 5:27, 7:7, 26:8, 26:13 
Municipal Bonds, 11-24-29 
Investment factors, 11-27-28 
Investors in, 11-28-29 
Marketing of, 11°28 
Methods of repayment, 11-29 
Serial method, 11-29 
Obligations of public housing authorities, 11:27 
Purpose of borrowing, 11-24-25 
Revenue bonds, 11-27 
Special assessment bonds, 11-27 
Tax districts, 11-27 
Tax status, 11-25 
Mutual Business Organizations, 12-10-12 
Cooperatives, 12-11 
Professional corporations and associations, 12- 
12 
Types of, 12-10-11 
Mutual Funds, 4-22 (See also ‘Investment Com- 
panies’’) 
Analysis of stock, 7:16 
Mutual Savings Banks, 2-36, 44-10 


National Association of Credit Management, 
21-22 
National Association of Insurance Commis- 
sioners, 25-11 
National Association of Investment Companies, 
4-33 
National Association of Securities Dealers, Inc., 
4°33, 9-21, 10°44-46, 10-54, 10°56 
Activities, 10-45-46 
Rules of fair practice, 10°45 
National Bank Act of 1863, 2-12 
National Banking Act of 1864, 5-6 
National Banking System, 2-6 
National Credit Office, 8-7 
National Debt, 11-1-6 
Budget policy of government and, 11:4-5 
Certainty of payment, 11:+3-4 
Composition, 11-2-3 
Length of debt maturity, 11-2-3 
Treasury obligations, 11-2 
Types of obligations, 11-2 
Cost of, 11-4 
Interest rate, 11-4 
Debt management, 11°5-6 
Objectives, 11-5 
Distribution, 11-3 
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National Debt (Continued) 
Evolution of, 11-1 
Magnitude of, 11:1-2 
Public and private debt compared, 11-1-2 
Role of Treasury, 1:5, 1:26-27, 2-28, 11-5-6, 
11-20-21 
National Monetary Commission, 2-12 
National Quotation Bureau, Inc., 10-43 
National Stock Exchanges, 10-2-3 
Natural Gas Industry, 7:21 
Negligence 
Culpable, and defenses, 25+26-27 
Definition, 25°26 
Form of tort, 25°26 
Liability and, 25-26-27 
Negotiable Certificates of Time Deposit, 1-15, 
2-26-27 
Negotiable Instruments, 24-1-44 
Banker’s acceptances, 24:36 
Bills of exchange or draft, 24:2, 24-30-35 
Certificates of deposit, 1°15, 2:26-27, 24-3 
Characteristics of, 24-1-2 
Checks, 24:3, 24-36-40 
Classification of, 24:2-3 
Date of, 24-7 
Ante-dated and post-dated, 24:7 
Insertion of date, 24°7 
Defective title, 24-15-16 
Delivery, 24-10-14 
Conditional, 24-10-11 
Stolen instrument, 24-10 
Discharge of, 24-28-30 
Accommodation note, 24-29 
Person secondarily liable, 24:29 
Renunciation of rights by holder, 24-29-30 
Right of party who discharges, 24:29 
Governing law, 24-1 
Codification movement, 24-1 
Holder for value, 24°15 
Holder in due course, 24-14-15 
Rights of, 24:17 
Indorsements, 24-11-14 
By infant or corporation, 24-13 
Forged, 24-13-14 
Kinds of, 24-11-12 
Method of, 24-13 
Striking out, 24°14 
Transfer without, 24°14 
When prior party may negotiate, 24-14 
Interest, 24-8, 24-40-42 
After maturity, 24°41 
Contractual and implied, 24-40-41 
Definition, 24-40 
Lawful interest, 24:40 
Mercantile Rule, 24°42, 27-15 
Stopping of, 24-41-42 
“United States Rule,’ 24:42, 27:16 
Liabilities of parties, 24-18-20 
Of acceptor, 24°18 
Of accommodation party, 24-20 
Of drawer, 24:18 
Of guarantor, 24-18-19 
Of indorser, 24-19-20 
Of maker, 24:18 
Of person signing as agent, 24-20-21 
Person signing in trade or assumed name, 
24-21 
Signature by corporate officers, 24:21 
Negotiability, 24-3-10 
Alteration of instrument, 24-8-9 
Ambiguous construction, 24°8 
Blanks in the instrument, 24-7-8 
Collateral security, 24-6 
Consideration, 24-9 
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Negotiable Instruments (Continued) 
Negotiability (Continued) 
‘“Determinable future time,’ 24°5 
Discounts and foreign money, 24:4 
Forged signatures, 24-7 
General requirements, 24°3 
Instruments issued in violation of law, 24:10 
Money, 24:4 
Omissions not affecting, 24-6-7 
“Payable on demand,”’ 24-4 
“Payable to bearer,” 24:6 
“Payable to order,’’ 24:5-6 
Provisions not affecting, 24-6 
Signature by agent, 24-7 
“Sum certain,’ 24-4 
Unconditional promise to pay, 24:3-4 
“Writing and signature,” 24-3 
Negotiation, 24:10 
Notice of dishonor, 24-25-26 
Protest, 24-27-28 
Time for sending, 24-26 
Waiver of notice, 24-26-27 
When dispensed with, 24:27 
Origin, 24-1 
Payment in due course, 24:25 
Presentment for payment, 24+22-25 
Definition, 24-22 
Requirements, 24-°23-24 
Rights of party, 24°24-25 
Time of, 24°24 
Warranties on, 24:22 
When dispensed with, 24-23 
When necessary, 24°22 
Promissory notes, 24:2 (See also ‘‘Promissory 
Notes’’) 
Rights, liabilities, and warrants, 24:14-22 
Sale of, 24:43 
Scrip certificates, for fractional shares, 13-31 
Subject to original defenses, 24-17-18 
Time certificates of deposit, 1:15, 2-26-27, 24:3 
Trade acceptances, 24-35-36 
Uniform Commercial Code, 24:1 
Uniform Negotiable Instruments Act, 24-1 
Usury, 24-42-44 
Waiver of notice, 24-26-27 
Waiver of protest, 24-27 
Warranties, 24-21-22 
On presentment and transfer, 24°22 
“With interest’? added, 24-8 
Net Profit Margin, 8°35 
New Deal, Banking system, 2°24 
New Jersey, Professional Service Corporation 
Act, 12-12 
New York 
Business Corporation Law, 20-20-21 
Capital stock reductions, 21:7 
Common stock recapitalizations, 21:2 
Corporate dissolutions, 21-28 
On consolidations, 20-18-19 
Civil Practice Act and Rules, 12-4 
Foreign exchange market, 3-3-4 
Free Banking Act of 1838, 2:12 
General Business Law, usurious 
24°44 
Negotiable Instrument Law, 24-37-40 
Restrictions on dividends, 18-19-20 
Savings bank law, 4-6-8 
Transfer taxes, 10:17 
New York Commodity Clearing Corp., 23-21-22 
New York Cotton Exchange, 23-7 
New York Money Market, 1-10-11 
New York Stock Exchange, 10-5-13 
Board of Governors, 10:5-6 
Bond brokers and dealers, 10-9 


contracts, 
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New York Stock Exchange (Continued) 
Bond room, 10-12 
Bond trading, 10-39-41 
Brokerage commissions on stocks, 10°16-17 
Brokerage houses, 10-35-39 (See also ‘“‘Broker- 
age Houses’’) 
Commission houses, 10:7 
Examination of member firms, 10°39 
“‘Questionnaire,’’ 10°39 
Financial report requirements, 8-1-2 
Floor traders, 10-7-8 
Listing securities, 10-9-11 
Accounting standards, 10-9 
Application, 10-9 
Delisting and withdrawal of 
10-10-11 
Department of Stock List,. 10-9 
Disclosure requirements, 10-9 
Distribution statement, 10-9 
Listing statements, 10-9-10 
Motives for listing, 10-10 
Policy, 10°10 
Membership, 10-7 
Types of members, 10-7-8 
Methods of trading, 10°12 
Admittance to floor, 10-12 
Auction process, 10-12 
Objectives, 10-5 
Odd-lot dealers, 10-8 
Organization, 10-5 
President, 10-6-7 
Public relations department, 10-12 
Quotations, ticker service, 10-13 
Securing a seat, 10°7 
Price of a seat, 10°7 
Securities trading, 10-13-32 (See also ‘‘Securi- 
ties Trading’’) : 
Settlement of transactions, 10-27-29 
Specialists, 10-8 
Stock Clearing Corporation, 10-12 
Stock posts, 10-12 
Ticker tape system, 10-12-13 
Symbols, 10-13 
Trading facilities, 10-12 
Trading room, 10-12 
Trading securities, 10-13-32 
Odd-lot, 10-14 
Short selling, 10-14 
“Two-dollar’” brokers, 10-7 
Unlisted trading, 10-11-12 
Privileges, 10-11-12 
Wire houses, 10-7 


registration, 
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Offerings of Securities, 10-1 
Public, 9-22-24 
Special offering plan, 10-21 
Office Buildings, Financing, 26-29-30 
Breakdown of expenses, 26-29-30 
Competitive, 26-28-29 
Professional buildings, 26-29-30 
Sales and leaseback arrangements, 26-27-28 
Speculative, 26:29 
Officers, Corporate, 12-33-36 (See also ‘Board 
of Directors’’) 
Loans to, 16-6 
Oil Royalties, Sale of, 10-55-56 
Old Age and Survivors and Disability Insur- 
ance (OASDI), 19-51 
Open-End Companies, 4:24 
Open-End Funds, 4:25 
Open-End Mortgages, 26-15-16 
Open Interest Figures, 23-29-30 
Delivery cycles, 23-30 
Reports, 23-30 ; 
Open-Market Operations, 1:21, 2:11, 2:14, 2:15, 
2-25, 2°29, 2°31, 11°15 
Operating Expenses, In income statement, 8- 
12 
Operating Ratio, 8°35 
Operating Reports, Form, 15:12 
Operations 
Costs 
Depreciation, 17-27 
Effect of capital expenditures on, 17:4-12 
Option Warrants, 9-7, 10-18-19, 13-29-30 
Options or Privileges, 10-25-27 
Purpose of privileges, 10:27 
Puts and calls, 10-26 
Real estate finance, 26-16-17 
To purchase assets, 20°9 
Orders 
Brokers, 10-14-15 
Futures trading, 23-15-16 
Securities trading, 10-14-16 
Limited, 10-14-15 
Market, 10°14 
“Matched,’’ 10°52 
Stop-loss, 10-15 
Stopping stock, 10-15 
Organizations, Business, 12-1-36 
Corporate, 12:12-36 (See also ‘‘Corporations’’) 
Partnerships, 12°3-6 
Proprietorships, individual, 12°3 
Over-the-Counter Market, 10-2, 
46 


10-3, 10-41- 


Bid and asked quotations, 10°3 
Classes of securities traded, 10-42 


No-Par Value Stock, 13-7-10 
*No Recourse” Clause, Trust indentures, 14-16 
Nonnotification Financing, 16-14 Clearing transactions, 10-43-44 
North American Securities Administrators, Functions and importance, 10-41-42 
9-50 Method of trading, 10-42-44 
Notes National Quotation Bureau, Inc., 10°43 
Equipment, 14-23 Negotiation, 10-42-44 


Promissory, 27°13 National Association of Securities Dealers 
Interest-bearing and noninterest bearing, 10-44-46 
27-13 Railroad equipment trust certificates, 10°44 
Treasury, 11:7 Self-regulation, 10°44-46 
Notes Receivable, 16:6-7 (See also ‘‘Receiv- Unlisted bond market, 10°44 


Owners’ Equity 
Capital stock, 13-1 
Ratio of current liabilities to, 8°33 
Ratio of fixed assets to, 8°33 
Ratio to total assets, 8°34 
Turnover of, 8°37 


ables’’) 
Balance sheet treatment, 8-16-17 
Notice of Dishonor, 24-25-26 
Waiver of notice, 24-26-27 


Obsolescence 
Of capital assets, 17-9-10, 17°25 
Of equipment, 17-6-7 

Odd-Lot Trading, 10-14, 10-25 
Dealers, 10°8 


Par Value Stock, 13-46 
Participating Bonds, 14-30 
Participating Preferred Stock, 13-20 
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Partnerships, 12-3-6 
Advantages and disadvantages, 12°5 
Agreement, 12°5 
Business continuation and key man insurance, 
25°32 
Capital contribution of a partner, 24-43 
Checking accounts, 5:11 
General, 12-°3-4 
In bankruptcy, 22°33-34 
Liability, 12-4-5, 12-6 
Limited, 12-5-6 
Advantages, 12°6 
Liability, 12-6 
Statutory requirements, 12-6 
Tax treatment, 12-6 
Management, 12-4 
Sharing of profits and losses, 12-4 
Syndicates, 12-6-8 
Patent Pools, 20-46 
“Payable on Demand,” Negotiable instruments, 
24-4 
“Payable to Bearer,’ Negotiable instruments, 
24-6 
“Payable to Order,” Negotiable instruments, 
24°5-6 
Payback Method, For evaluating investments, 
17-22, 17-36-37 
Payrolls, Prepared by banks, 5:5 
Pension Plans, 19-1-36 
Benefits, 19+21-29, 19-34-36 
Death, 19-26-27 
Disability, 19°25 
Earnings base, 19:23 
Earnings increase to covered level, 19-23 
Fixed, 19-34-36 
For severed employees, 19-25-26 
Integration with Federal benefits, 19-22- 
23 
Medical, for retired employees, 19°25 
On earnings covered by Social Security, 19-21- 
22 
Past service pensions, 19-24 
Percentage of pay per year of service formula, 
19-21 
Social Security benefits, 19-22 
Combination plans, 19-16-17 
Deferred -distribution profit-sharing plans, 
19-39-40 
Deferred group annuities, 19-6, 19-12 
Advantages and disadvantages, 19-11-12 
Employee preference, 19:12 F 
Registration as a securities issue, 19-12 
Definition, 19-1 
Deposit-administration group annuity, 19-6 
Advantages and disadvantages, 19-12-13 
Employer contributions, 19-28-29 
Disability, 19-10 
Disclosure and bonding requirement, 19°34 
Employee contributions, 19-29-30 
Providing for, 19-29-30 
Ratio to benefits, 19-30 
Employer contributions, 19-27-29 
Federal Civil Service System, 19-51 
Financing funded, 19+5-17 
Advantages and disadvantages of each 
method, 19-7-17 
Effect of eligibility on, 19-18-19 
Method of funding, 19-5 
For corporate executives, 12°36 
For self-employed individuals, 19-48-50 
Government and union, 19-51-53 
Group annuity plans 
Employer contributions, 19-28 
Termination of, 19-32 


Pension Plans (Continued) 
Group permanent retirement income, 19-7, 
19-16 
Employer contributions, 19-29 
Individual policy plans 
Employer contributions, 19-29 
Termination, 19-32 
Individual retirement income policies, 19°7 
Advantages and disadvantages, 19-13-16 
Investments of, 9°6, 19°30-31 
Labor unions, 19-53 
Membership eligibility, 19-17-19 
Money purchase, 19°34-35 
Mortgage financing by, 26-10-11 
Necessity for, 19:1-3 
Pension committee, 19-32-33 
Provisions, 19-17-34 
Benefit payments, 19-21-29 
Maximum age limitations, 19-18 
Membership eligibility, 19-17-19 
Minimum age requirement, 19-17 
Retirement, 19-19-21 
Deferred, 19-20-21 
Early, 19-20 
Women, 19:20 
Years of service requirement, 19-17 
Retirement plans for self-employed, 19-48-50 
Sale-and-leaseback contracts, 26:11 
Self-administered plans, 19-5-6 
Advantages and disadvantages, 19-7-8 
Comparative cost, 19:11 
Coverage of pensioners already retired, 19-10 
Disability pensions, 19:10 
Employer contributions, 19-27 
Flexibility of contributions, 19-7-8 
No fixed commitment, 19-9 
Pension committee, 19+32-33 
Permanence of plan, 19-9-10 
Termination of, 19-31-32 
State and local, 19-51-52 
Administration, 19°52 
Investments, 19-52-53 
Tax aspects, 19-3-5 
Deductibility of contribution, 19-4-5 
Internal Revenue Service approval, 19-4-5 
Requirements for qualification, 19-4 
Termination of, 19+31-32 
Tax penalty, 19-32 
Trustees, 19-33-34 
Trusts, 6°10 
Types of, 19-1-5 
Variable annuities, 19-36 
PERT Cost (Program Evaluation and Review 
Technique), 15.4 
Petitions 
Arrangements under Chapter XI, 22-17 
To reorganize, 22-3-4 
Voluntary bankruptcy, 22-20-21 
Petroleum Industry, Analysis of, 7:14, 10°55-56 
Philadelphia Plan, Of equipment obligations, 
14-24 
Plants and Equipment 
Balance sheet treatment, 8°18 
Branch, 20:8 
Reserves for expansion, 18-10 
Valuation of, 20°27-28 
Effect on production costs, 20°28 
Pledged Securities, 14-22-23 
Payment of principal, 14:22 
Pool Operations, Prevention of, 10°30 
Pooling of Interests, Distinction between pur- 
chase and, 20-29 
Portfolios, Security, 9-27 
Postal Savings, 4-12 
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Power of Attorney, 13-15 
Pre-emptive Rights, 9-7, 17-56-57 
Option warrants and, 13°30 
Preferred Stock, 13-19-22 
Arrearages, 21-10-14 
Examples of settlements, 21-13-14 
Legal factors, 21-+11-12 
Meeting the problem of dissent, 21°12-13 
Methods of clearing up, 21-12-14 
Cost of, 17°53-54 
Interest of shareholders in capital stock reduc- 
tions, 21-6-7 
Of selling company, 20-15-16 
Recapitalizations and readjustments, 21-9-14 
Elimination of burdensome charter provisions, 
21-10 
Exchange for a lower dividend issue, 21-10 
Exchange for other securities, 21-10 
Legal restrictions, 21-9 
Purposes of, 21-9-11 
To clear up arrearages on cumulative, 21-10-11 
S.E.C. requirements, 8°21 
Security analysis, 7-7-8 
Premiums 
Bonds, 27:45 
Sale of securities, 17-51 
Presentment for Acceptance 
Bills of exchange, 24-31-32 
Negotiable instruments, 24-22-25 
Prices and Pricing 
Bank credit and, 1-27 
Commodity trading 
Bid and asked prices, 23°33 
Effect on working capital needs, 16-12 
Fluctuations, 23-16-17 
Spot trading, 23-32-33 
Dow theory of stock prices, 10°31 
Effects of changes, in income 
8-9-10 
Forecasts of selling, 15°31 
Government bonds, 11-17-24 
Indices of security, 10-30-31 
Influence on money market, 1-27 
Level of 
Impact on depreciation, 17-27-28 
Interaction of major factors affecting, 2°5 
Money supply and, 2+29-30 
New security issues, 9°23-24 
Private Placements, 14:3, 14-41-42 
Principal advantages, 14-41-42 
Services of investment bankers, 14°42 
Use of, 14-41 
Privileges 
Subscription, 14-32-33 
Warrants, bond, 4:°34-35 
Pro-forma Statements, 15-25-26 
Probability, Laws of, 17:75, 25-2-3 
Production 
Costs, 15-31-32 
Depreciation based on, 17°30-31 
Effect of plant valuation on costs of, 20°28 
Products, Liability insurance, 25°28 
Professional Buildings, 26-29-30 
Professional Corporations, 12-12 
Profit and Loss Statement, 8-7 (See also ‘‘In- 
come Statement’’) 
For financial planning, 15-2-3 
Forecasts, 15-27 
Profit Planning, 15-1, 15-8-25 
Break-even analysis, 15-20-22 
Concepts of profit, 15-8-9 
Cost-volume-profit relationships, 
Decomposing costs, 15-18-19 
Direct costing, 15-23-25 


statements, 


15-17-18 
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Profit and Loss Statement (Continued) 
Flexible budgeting, 15-22-23 
Objectives, 15-9-10 
Measuring results against, 15-11-13 
Operating reports, 15-12 
Rate of return, 15-13-15 
As gauge of performance, 15-13-15 
Components of, 15-15-16 
To evaluate divisions, 15:16-17 
Scope of, 15-10-11 
Tool of management, 15-9 
Profit Ratio, In statement analysis, 8-35-36 
Profit-Sharing Plans, 19-36-48 
Administrative committee, 19-47 
Deferred-distribution, 19-38-40 
Compared with pension plans, 19-39-40 
Death benefits, 19°44 
Definition, 19-38 
Disability pension benefits, 19°43 
Eligibility for membership, 19-41-42 
Employee contribution, 19°45 
Formula, 19-40-41 
Investments, 19-45-46 
Method of allocation, 19°41 
Provisions, 19-40-48 
Retirement benefits, 19-42-43 
Termination of service, 19*43-44 
Immediate-distribution, 19-36-38 
Relation to basic compensation, 19:37 
Scope and nature, 19-37 
Tax status, 19-38 
Investments, 9°6, 19-45-46 
Full disclosure requirements, 19+45-46 
Group annuity contracts, 19°46 
Individual policies, 19°46 
Retirement plans for self-employed, 19-48-50 
Tax status, 19-48 
Termination of, 19-46-47 
Trustees, 19+47-48 
Profitability Index, 17°46 
Profits 
Break-even charts, 15-20 
Cash income vs., 16:24 
Concepts of, 15°8-9 
Depreciation based on, 17°31 
Insurance, 25-22 
Investment companies, 4°20-22 
Measuring, 15-8-9 
Net profit margin, 8°35 
Number of times fixed charges earned, 8:35-36 
Test, dividends, 18-21 
Undivided, 18-3 
Variation, of, analysis, 8°43 
Program Evaluation and Review Technique 
(PERT), 15-4 
Projections 
Balance sheet, 15-26-29 
Financial statements, 8°44 
Retained earnings, 15-29-30 
Promissory Notes, 1-13-14, 14:5, 24-2 
Bank discount, 27-12-18 
Bills of exchange treated as, 24°30 
Due date, 27°13-14 
Interest-bearing, 27°13 
Noninterest-bearing, 27°13 
Promotions, 12-13-15 
Joint ventures, 12-14 
Legal status, 12-14-15 
Of corporate enterprises, 12-13-15 
Raising capital, 12-16 


Property 
Balance sheet treatment, 8°18 
Damage, 25:4 


Dividends, 18:14, 18-17 
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Property (Continued) 
Fixed asset turnover, 17+10-11 
Losses, 25+3-4 
Nature of rights, 26°22 
Prospective earning power, 22-11 
Rents and rental value insurance, 25-21-22 
Sale of, 24-43-44 
Bankruptcy, 2235-36 
Title to, trustees in bankruptcy, 22°31 
Valuation of, reorganization plans, 22-11 
Proprietorships, Individual, 12-3 
Business continuation and key mah insurance, 
25°32 
Buy-and-sell agreements, 25:32 
Prospectus, 8-5 
Accountant’s certificate, 9°38 
Age of information, 9°38 
Communication not deemed, 9+33-34 
Exempted securities, 9-38-42 
Final, 9°34 
Preliminary, 9-22, 9-31-32 
Preparation of, 9°38 
Provisions of Securities Act of 1933, 9-28, 9°38 
“Red Herring,’’ 9°31 
Statutory, 9-22 
Summary, 9°22, 9-32-33 
Protest 
Negotiable instruments, 24+27-28 
Notice of, 24:27-28 
Proxies, 10-50-51, 13-15-17 
Battles, 18-26 
Form, 13:16 
Power of attorney, 13°15 
S.E.C. regulations, 10°50-51, 13-16-17 
Solicitation of, 12-24, 13-16-17 
Prudent Man Rule, 7°13 
Public Debt (See “National Debt’’) 
Public Offerings, 9-22-24 
Announcing the offer, 9-22-23 
Direct, 9-4 
Issues of small enterprises, 9*2-4 
Opening and closing the books, 9°23 
Price cutting, 9-23-24 
Small business investment companies, 19-5-6 
Public Utility Companies, 7-16-21 
Analysis of company, 7-18-20 
Capitalization, 7-19-20 
Character of plant, 7:19 
Classes of, 7-20-21 
Competition, 7:19 
Demand for service, 7°18 
Distinctive features, 7°16 
Earning power, 7:20 
Electric light and power, 7:21 
Franchises, 7:16-17 
Government regulation, 7°18 
Holding companies, 20°42-43 
Regulation of, 20-43-45 
S.E.C. regulations, 20*43-45 
Load factor, 7:19 
Natural gas, 7:21 
Operation ratio, 7°20 
Rates, 7:17 
Regulation of holding companies, 20-43-45 
Acquisition of securities and properties, 
20°44 
Federal Power Act, 20°45 
Intercompany loans, dividends, 20°44-45 
Interstate electric companies, 20°45 
New security issues, 20°43-44 
Periodic reports and accounts, 20°45 
Registration of, 20°43 
Simplification and integration, 20-44 
Use of Massachusetts Trust, 20°45 
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Public Utility Companies (Continued) 
Regulatory factors, 7-18-19, 20-43-45 
Securities, 7-16-21 
Telephone and telegraph companies, 7°21 
Types of, 7°16 
“Upstream loans,’’ 20°43 
Valuation, 7°17-18 


Public Utility Holding Company Act of 1935, 


7-21, 20-43, 21-12 
Debt readjustments, 21:17 
Intercorporate readjustments, 21°24 
Purchase Group, Underwriting, 9-16-17 
Contract, 9°18 
Purchase of Assets, 20°8-17 
Advantages and disadvantages, 20-16-17 
Approval of directors, 20-10 
Approval of stockholders, 20-10 


Authorization of stock for expansion, 20-11-12 


Dissolution of selling company, 20-11 
Distinction between pooling of interests and, 
20-29 
Legal aspects, 20-12-13 
Mortgage liens of the selling company, 20°14 
Right of appraisal, 20°13 
Rights of creditors, 20-13-14 
Necessity for stockholder consent, 20°9, 20°12 
Obligations of seller, 20-14 
Options, 20-9 
Paying off dissenting stockholders, 20:11 
Right of appraisal, 20-13 
Position of purchasing company, 20:11-12 
Position of selling company, 20-12 
Preferred stock of selling company, 20-15-16 
Preliminary negotiations, 20-10 
Procedure, 20-9-10 
Provisions regarding consideration, 20°15 
Subjects of sale, 20-14-15 
Tax advantages, 20-9 
Transfer of assets and consideration, 20-11 
Voluntary reorganizations, 20-8 
When used, 20-8-9 
Purchase Warrants, 13-29-30 
Put and Call Brokers and Dealers Assn., 10-26 
Puts and Calls, 10-26 


Quasi-Dividends, 18-16 
Quasi-Reorganizations, 18-4, 18-7 
Quick Assets Ratio, 8-32 
Quorums 
Directors’ meetings, 12-°32-33 
Stockholders’ meetings, 12-26 
Quotations, Stock Market 
Bonds, 10-39-40 
Government obligations, 11-14 
Rates of foreign exchange, 3-4-5 
Stock subscription rights, 13-28 
Ticker tape service, 10-12-13 


Railroad Retirement Act of 1935, 19°51 
Railroads 
Analysis ratios, 7:23 
Equipment trust certificates, 10°44, 22-10 
Financial statements, 7°24 ‘ 
Government regulation, 7-21-22, 8-3 
Holding companies, 20°46 
Leases, 20-33 
Operating expenses, 7-22-23 
Rates, 7°22 
Readjustments, 22-10 
Reorganization, 22+9-10 
Capital funds, 14:29 
Use of income bonds, 14-29 
Securities, 7+21-24 
Traffic, 7:22 
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Rate of Return on Investments, 15-13-15 
Components of, 15-15-16 
Gauge of performance, 15-13-15 
Investment base, 15-14-15 
Inclusion of leases, 15-15 
Used to evaluate divisions, 15-16-17 
Rates 
Public utility, 7-17 
Railroad, 7:22 ( 
Rediscount, 11-18 
Ratings 
Bond issues, 7°5-6 
Of securities, 10°32 
Ratio Analysis 
“Acid Test,’’ 8-32-34, 16-19 
Average collection period, 16-19 
Balance sheet, 8°32-34 
Current liabilities to owners’ equity, 8°33 
Current ratio, 8-32 
Fixed assets to funded debt, 8°35 
Fixed assets to owners’ equity, 8:33 
Funded debt to net working capital, 8°33 
Funded debt to total capitalization, 8+34-35 
Inventory to net working capital, 8-33-34 
Owners’ equity to total assets, 8°34 
Bank stocks, 7-15 
Current assets to current debt, 16-19 
Current debt to inventory, 16-19 
Current debt to tangible net worth, 16-19 
Dividend payout, 18-26 
Financial statements, 8-31-39 
Significant ratios, 8-31-32 
Income statement, 8°35-36 
Net profit margin, 8-35 
Number of times fixed charges earned, 8:35-36 
Operating ratio, 8°35 
Industrial securities, 7-13-14 
Interstatement, 8-36-38 
Inventory to net working capital, 16°19 
Liquidity, 16-19 
Merchandise turnover, 8-36-37 
Net sales to inventory, 16-19 
Operating, 7-20, 8-31-39 
Per share, 8-38-39 
Price-earnings, 7°8-10 
Proper use of, 8-39-40 
Standards for comparison, 8°39 
Public utility companies, 7:20 
“Quick assets,”’ 16-19 
Railroads, 7:23 
Receivables turnover, 8:36 
Return on investment, 8:38 
Security analysis, 7-8-10 
Selective uses of, 8-39-40 
Turnover of net working capital, 8-38, 16-19 
Turnover of owners’ equity, 8°37 
Working capital, 8-38, 16-18-23 
Raw Materials, Inventories, 16-7 
Readjustments, 21-14-24 
Bond, 21-16-17 
Debt, 21-14-22 
Circumstances necessitating, 21-14 
Compositions, 21-17-18 
Extension of maturities, 21-14-15 
Legal aspects, 21-15-16 
Mechanics of, 21°16 
Reduction of interest rate, 21-15 
Types of, 21-14-15 
Under special legislation, 21-17 
Definition, 21-1-2 
Intercorporate, 21-22-24 
Methods, 21-23-24 
Under Public Utility Holding Company Act, 
21-24 


Readjustments (Continued) 
Preferred stock, 21:9-14 
Railroads, 22-10 

“Real Bills’? Doctrine, 2-25-26 

Real Estate 
Appraisals, 26+25-26 
Escrow accounts, 26:17 
Financing, 26-1-32 

By commercial banks, 26-4-6 
By Federal National Mortgage Association, 
268-9 
By individuals, 26-11 
By mortgage companies, 26°8 
By mutual savings banks, 26°6 
By pension and endowment funds, 26-10-11 
By real estate investment corporations, 26+9- 
10 
By real estate investment trusts, 26-10 
By savings and loan holding companies, 
26-10 
By state and community development com- 
missions, 26:11 
By syndicates, 12-7, 26:11 
Construction loans, 26-14 
Instruments, 26-12-16 
Land developments, 26:15 
Land trusts, 26-17 
Leasehold mortgages, 26°14 
Office buildings, 26:28-29 
Professional buildings, 26-29-30 
Sales and leasebacks, 26-26-28 
Selected projects, 26°26-32 
Shopping centers, 26-29-32 
Sources of, 26-1-11 
Financial institutions, 26-1-7 
Trust deeds, 26:14 
Instruments, financing, 26-12-16 
Notes and mortgages, 26-12-13 
Trust deeds, 26-14 
Investment analysis, 26-20-26 
Depreciation and tax factors, 26:24-25 
Fee ownership, 26:22 
Financing arrangements, 26:23-25 
Influence of leverage, 26-23-24 
Market trends, 26-22 
Nature of property rights, 26-22 
Rating of realty investment, 26-21 
Risk characteristics, 26:20 
Type of property, 26-22 
Investment trusts, 4°26, 12-9, 26-10 
Tax status, 12-9 
Land trust, 26°17 
Leases, 26:17-20 (See also “Leases and Leas- 
ing’’) 
Mortgages, 5:26-27, 5:30, 7-6-8 (See also 
“Mortgages’’) 
Options, 26-16-17 
Sales and leaseback arrangements, 26+26-28 
Syndicates, 12-7, 26-11 
Valuation, 26-25-26 
Cost of replacement approach, 26:26 
Income capitalization analysis, 26°26 
Market comparison approach, 26°26 

Real Estate Investment Corporations, 26-9-10 

Real Estate Investment Trusts, 26:10 

Recapitalizations, 18-4, 21-1-14 
Changes in capital structure, 21-1-2 
Common stock, 21-2-8 

Capital account reductions, 21:4-7 

Changes in number of shares, 21-3-4 
Changes in par or stated-value, 21-4 

Legal requirements, 21-2 | 

Reverse splits or share consolidations, 21:3-4 
Stock split ups and stock dividends, 21:3 
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Recapitalizations (Continued) 
Definition, 21-1-2 
Preferred stock, 21-9-14 
Legal restrictions, 21-9 
Receivables (See also ‘‘Accounts Receivable’’) 
As working capital, 16-6-7 
Turnover of, 8°36, 16-6, 16-10 
Receivers 
Arrangements under Chapter XI, 
Certificates, 14-30 
In bankruptcy, 22-24-25 
Trust companies as, 6°23 
Reconstruction Finance Corporation, 5:8 
Records 
Investment banking houses, 9-26-27 
Losses due to destruction of, 25-5 
Red Herring Prospectus, 9-31 
Redeemable Preferred Stock, 13-21-22 
Rediscount Rate, 11-18 
Referees 
Arrangements under Chapter XI, 22-18 
Bankruptcy, 22-25-26 
Refunding of Bonds, 14-39-40 


22-18 


Registered Representatives, 10°35, 10-46 
Registrars 

Stock transfers, 13+3-4 

Trust companies as, 6-23-24 
Registration Statement, 9-26 

Accountant’s certificate, 9°38 

Accounting requirements, 10°49 

Amendment of, 9°36-37 

Civil liabilities, 9°43 

Confidential treatment, 9:35-36, 10-°48-49 


“Delaying amendments,”’ 9°36 
Delisting, 10-49 
Effective date, 9-36 
Exempted securities, 9-38-42 
Filing fee, 9°35, 10-17-18 
Financial statements, 9-38, 10-49-50 
Information required, 10-48 
Letter of comment, 9°36 
Posteffective amendments, 9-37 
Posteffective period, 9-34-35 
Prefiling period, 9°31 
Preparation of prospectus, 9°38 
Price amendment, 9-36 
Private offerings, 9-40-41 
Procedure for filing, 9°35-38, 10-47-48 
“S” series, 9°35 
Securities Exchange Act, 9°28, 10-46-49 
Small business investment companies 
offerings, 9°5-6 
Transactions by dealers, 9°41 
Waiting period, 9°31 
Acceleration of, 9°32 
Withdrawal of, 9-37-38, 10°49 
Regulation T, Securities Exchange Act, 10°34 
Regulation U, Securities Exchange Act, 10-34 
Regulatory Legislation (See “Government Regu- 
lation’’) 
Remainderman, Trusts, 6°8 
Rents and Rentals 
Insurance, 25-21-22 
Leased property, 20°34 
Reorganizations 
Arrangements under Chapter XI, 22-17-18 
Bankruptcy Act of 1938, 22:3 
Chapter X, 22-3-9 
Compensations and allowances, 22-8 
Definition, 21-1-2 
Arrangements, 22:1 
Equity reorganizations, 22:1-2 
Insolvency, 22°2 
Tax vs. financial, 22-1 


public 
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Reorganizations (Continued) 
Dissenters, 22°3 
Equity, 22-1-2 
Examiners, 22°6 
Formal legal, 18-4 
Hearings, 22:8 
History of procedures, 22+2 
Informal accounting, 18-4 
Legal limitations, 22°10-11 
Paid-in surplus resulting from, 18-4-5 
Petitions, 22-3-4 
Appraisal of, 22+4 
Contents, 22°4 
Filing, 22-3-4 
Plans, 22-10-14 
Acceptance by creditors, 22+7 
Approval by court, 22-7 
Confirmed by court, 22:7-8 
Effect of confirmation, 22°8 
Elimination of burdensome maturities, 22°12 
Facilitating future financing, 22-13 
“Fair and equitable,’’ 22-10-11 
Final decree, 22°8 
Formulation and approval of, 22-6-7 
Hearings on, 22°6 
Objectives of, 22-11-12 
Presentation of, 22-13-14 
Provisions for working capital, 22-12-13 
Reduction of fixed charges, 22-12 
S.E.C. report, 22°6-7 
Statutory requirements, 22-6-7 
Submission to security holders, 22-7-8 
Use of income bonds, 14:29 
Valuation of property, 22-11 
Preparation for, 22-11 
Protective committees, 22-14-17 
Authorization, 22-14-16 
Deposit agreement, 22-16 
Expenses, 22°16 
Formation of, 22:14 
Statutory control, 22-16-17 
Quasi-reorganization, 18-4, 18-7 
Railroads, 22-9-10 
Recapitalizations and 
28 
Representation of security holders, 22:8-9 
Trust companies as agents, 6-24 
Trustees, 6-24 
Appointment, 22°5 
Certificates, 22-11 
Investigations by, 22°5 
Statement and notice to creditors and stock- 
holders, 22°5 
Voluntary, 20-8 
Repairs, Relation to depreciation, 17:25 
Replacements 
Capital assets, 17-24-25 
Clause, insurance policies, 25-13-14 
Unequal lives, 17-43 
Report of the Commission on Money and Credit, 
2-23-24 
Reports 
Annual, 8-1-4, 8-4-5 
Financial, 8+1-44 (See also ‘Financial Reports’’) 
Investment companies, 4+27-30 
Open interest, commodity trading, 23-30 
Operating, 15:12 
Quarterly and other interim, 8-5 
Statements by corporate executives, 8:5 
Reproduction Cost, Method of valuation, 20-27 
Repurchase Agreements, 16°5 
Reserves 
Creating general, 21°6 
Definition, 18-°7 


readjustments, 21:1- 
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Reserves (Continued) 
For bonded indebtedness, 18-9-10 
For contingencies, 18-10 
For future inventory declines, 18-11 
For insurance, 18-11 
For plant expansion, 18-10 
For Treasury stock, 18-9 
Liability, 18-7 
Recent trends in terminology, 18-7-8 
Relationship between funds and, 18-8 
Secret, 18-2 
Sinking fund, 18-9-10 
Surplus, 18-7 (See also ‘‘Retained Earnings’) 
Accounting for, 18-8-9 
Nature of, 18-8-9 
Purposes and types of, 18-9-1 
Valuation, 18-7 - 
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Risks (Continued) 

Dealing with risk, 25-6-11 
Assumption of risk and loss, 25-7 
Available alternatives, 25-6 
Other risk transfer devices, 25+10-11 
Purchasing commercial insurance, 
Self-insurance, 25-7-8 

Definition, 17-75, 25:2 

Diffusion of, commodity exchanges, 23-9 

Financial, 17:72 

Investment decisions, 17-76-77 

Liability to public and employees, 25-5 

Losses directly affecting income, 25:4-5 
Business interruption, 25°4 
Due to destruction of records, 25°5 
Rental agreements, 25°5 

Losses due to dishonesty or other criminal 


25-8-10 


Retail Industry, Factors influencing, 7-14 acts, 25:5-6 ‘4 
Retailers, Working capital ratios, 16-23 Losses from death or disability of key person- 
Retained Earnings, 18-6-7 nel, 25:5 


Administration of, 18°6 
Balance sheet treatment, 8°22 
Charges to, 18-6 
Combined statement of income and, 8-26 
Cost of, 17-59-61 
Disagreement as to need for tax adjustment, 
17-60-61 
Selecting the tax rate, 17°60 
Dating of, 18-5 
Deficits, 18:6-7 
Distinction between paid-in surplus and, 18-3 
Forecasts, 15-29-30 
Reserves, 18-7-11 
Sources of, 18-6 
Statement of, 8-25 
Retirement Funds, Investments in 
local issues, 11-28-29 
Retirement of Bonded Debt, 14-35-37 
Amortization through sinking fund, 14-36 
Call feature, 14-35-36 
Retirement Plans for Self-Employed Individ- 
uals, 19-48-50 
Contributions and deductions, 19-50 
Death benefits, 19-50 
Definition, 19-48 
Investments, 19-49 
Lump sum payments, 19-50 
Permissible benefits, 19-49 
Required coverage, 19-48-49 
Tax status, 19-49-50 


state and 


Losses of property values, 25-3-4 
Indirect and direct, 253-4 
Nature of business risks, 25-+1-3 

Objective of, 25:1 

Probability, laws of, 25-2-3 

Real estate investments, 26-20 

Role and duties of risk manager, 25:1-2 

Role of economists, 25+2 

Sales contracts, 25-10-11 

Static risks, 25-2 

Suretyship, 25-i1 

Surveys and analysis, 25-2-3 

Use of leased property, 25-10 
Robert Morris Associates, 8:7 
Robinson-Patman Act, 17:33 
Rule Against Perpetuities, 6-11 


Sales 
Analysis of, in income statements, 8-9 
Contracts, 20-15, 25-10-11 

Long-term, 20°47 

Depreciation based on, 17°31 
Expansions and, 15:31 
Goodwill, 20-14 
In income statement, 8°9 
Of negotiable instruments, 24-43 
Of new security issues, 9-19-24 
Of property, 24-43-44 
Of stock, 13-24-25 
Short, 10-22-24 
Terms of sale, 16-6-7, 16-10-11 


Retirement Provisions 
Pension plans, 19-19-21 
Profit-sharing plans, 19-42-43 
Retirement Trusts, 6-8-9 
Revenue Act of 1962, 17-11, 20-41 
Revenue Act of 1964, 17-12 
Revenue Bonds, 11:27 
Revenues 
Analysis of, 8-9 
Deferred, 8-20 
In income statement, 8°9 
Rewarding Trusts, 6-11 
Right of Set-off, Bank deposits, 5-9 
Rights 
Pre-emptive, 9:7, 13:30, 17-56-57 
Stock selling ex-rights, 10-18 
Subscription, 10-18 
Trading in, 10-18-19 
Risks, 17-75-77, 25-1-11 
Areas of risk, 25°3-5 
Bailments, 25-10 
Construction contracts, 25°10 
Control of risk and loss, 25-1-2, 25-6-7 
Benefits of loss control, 25°6-7 


Sales and Leaseback Arrangements, 26-26-28 
Financial institutions and endowment funds, 
26-27 
Financing, 14°43 
Held by pension funds, 26-11 
Illustration of, 26-27-28 
Sales Finance Companies, 2-39-42, 16-14 
Salesmen, Securities, 9°24 
Sanctions, Security Act of 1933, 9°42-43 
Savings 
Contractual, 1-5 
Deposit-type, 1:5 
Direct vs. indirect investment of, 4:1 
Factors influencing disposition of, 9°2 
Institutions, 41-39 (See also ‘‘Savings Institu- 
tions’’) 
Investment of, 9-2 
Postal, 4°12 
Purposes of, 4-1-3 
Supply of capital and, 9:2 
Savings and Loan Associations, 2-36, 4°12-16 
Characteristics, 4°12 
Federal Home Loan Bank system, 4°15 
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Savings and Loan Associations (Continued) 
Federally chartered, 26-1-4 
Government securities held by, 11:12 
Insurance, 4°15-16 
Loans and investments, 4-14-15, 9-6 
Mortgage loans, 26-14 
Operations, 4:13 
State-chartered, 26:4 
Taxes, 4-17-18 
Types of accounts, 4:13-14 
Savings and Loan Holding Companies 
Mortgage financing, 26-10 
Stocks of, 7°16 
Savings Banks, 4-3- 12° 
Function of, 4°3 ; 
Government securities held by, 11°12 
Institutional Securities Corporation, 4-10-11 
Investments of, 9-6 
Life insurance and annuities sold by, 4:5 
Mutual savings banks, 4-3-10 
Investments, 4°5-10 
Management and ownership, 4°4 
Savings accounts, 4°5 
Special accounts and services, 4°5 
New York State law, 4-6-8 
Savings Banks Trust Company, 4°10 
Savings departments of commercial banks, 4° 
11-12 
Taxes, 4-17-18 
Types of savings banks, 4-3-4 
Savings Banks Trust Company, 4°10 
Savings Bonds, 11:8-9 (See also ‘‘Government 
Obligations’’) 
Treasury program, 11-20 
Savings Deposits, 5-4 
Savings Institutions, 4-1-39 
Credit unions, 4-16-17 
Direct vs. indirect investment, 4-1 
Investment companies, 4-19-34 
Life insurance companies, 4°34-39 
Postal savings, 4:12 
Purposes of the saver, 4-1-8 
Role of, 4-1-3 
Savings and loan associations, 4*12-16 
Services and characteristics, 4°3 
Trust companies and departments, 4-19 
Types of, 4*1 
SBIC (see ‘‘Small Business Investment Com- 
panies’’) 
Scrap Value, 17:41 
Scrip Certificates 
Dividends, 18:14 
For fractional shares, 13-31 
Seasonal Variations, Working capital needs, 16° 
11 
Secondary Distributions, 9-8, 10-21 
Securities (See also ‘Investments,’ “Stocks’’) 
Agents, 6-23-24 
Analysis, 7-1-24 (See also ‘‘Security Analysis’ ”) 
Arbitrage, 10-58 
Balance sheet treatment, 8:16, 8-17-18 
Bank purchase eligibility, 5-21-27 
Bid and asked quotations, 10+2 
Blue sky laws, 9°43-52 
Bonds (See ‘‘Bonds’’) 
Brokers (See ‘‘Brokers and Dealers’’) 
Bulls and bears, 10:22 
Buyers, 9°6-9 
Customers, 9°8 
Employees, 9:8 
Individual, 9-6-8 
Institutional, 9°6 
Investors and speculators, 9°7 
Special groups, 9°7-8 


Securities (Continued) 


GENERAL INDEX 


Buyers (Continued) 
Stockholders, 9°7 
Suppliers, 9-8 

Classification of, 10-1 

Clearing process, 10°28 

Convertible, 17-58 

Corporate, 10-1 

Definition, 10-1 

Delivery of, 10-28-29 

Determining bases of share exchange, in com- 
bination of corporations, 20°30-31 

Discount, 17-51 

Distribution, 9°8, 9-29, 10-22 
Foreign issues, 10-57-58 
Primary, 9°8 ; 

Secondary, 9°8, 10-21 

Ex-dividend or ex-rights, 10-18 

Exempted from Securities Act, 9-38-42 

Financial, 7-14-16 

Fiscal agents, 6°23 

Government obligations (See ~ Governifient Ob- 
ligations’’) 

Government regulation of trading, 10-46-56 

Indices of prices, 10-30-31 

Industrial, 7-10-14 

International dealings in, 10-56-58 

Investigations of, 9°46 

Investment of surplus cash in, 16°5 

Investment services and ratings, 10:32 

Liquidity, 10-4 

Listing on New York Stock Exchange, 10-9-11 
Statements, 10-9-10 

Margins, 10-32-33 

Marketability of, 10-3-4 

Markets (See ‘‘Securities Markets’’) 

New issues : 

Purchase of, 9-11-19 
Sale of, 9-19-24 

Per share ratios, 8-+38-39 

Pledged, 14-22-23 

Portfolio management, 9-27 

Premiums, 17°51 

Prices, 9:18, 10°52-54 
Price-cutting, new issues, 9-23-24 

Private offerings, 9-40-41 
Issues of small enterprises, 9°4 

Prospectus, 9°22, 9-28, 9-31-34, 9-38 

Public offering, 9-22-24 
Announcing the offer, 9-22-— 23 
Direct, 9-4 
Issues of small enterprises, 9-2-4 
Opening and closing the books, 9+23 
Price cutting, 9+23-24 

Public utilities, 7*16-21 

Purchasing new issues, 9°11-19 

Puts and calls, 10-26 

Railroad, 7-21-24 

Ratings by investment services, 10:32 

Registrars, 6°23-24 

Registration of, 9-30-38, 10-47-49 
Fees, 10-17-18 
Procedure, 10-47-48 
Uniform Securities Act, 9°47—-48 

Registration statements (Sée ‘Registration 
Statements’’) 

Regulation of credit, 10-33-34 

Salesmen, 9:24 
Licensing, 9°24 
Standards for, 9°24 

Securities Exchange Act (See “Securities Ex- 
change Act of 1934’’) 

Selling, 9-1-52 — 

Costs incurred, 17°51 
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Securities (Continued) 
Selling (Continued) 
For a controlling person, 9°42 
Investment banking, 9-8-27 (See also ‘‘Invest- 
ment Banking’’) 
Problem, 9°19 
Sales organization, 9-19-20 
Seliing group, 9-20-21 
Agreement, 9-21-22 
Services, 10°32 
Shiftability, 10-4 
Short selling, 10-14, 10-22-24 
Speculation, 10-29-32 
Stocks (See ‘“Stocks’’) 
Stockholders, 9-7-8 (See also ‘‘Stockholders’’) 
Stop orders, 9-42-43 : 
Subscription agents, 6°24 
“Switching,” 9-23, 9-26 
Tax exempt, 10-1 
“Tombstone ads,’’ 9°22-23 
Trading, 10-13-32 (See also ‘‘Securities Trad- 
ing’’) 
Transfer agents, 6°23 
Transfer taxes, 10-17 
Types of, 9-7-8 
Uniform Securities Act, 9°45-50 
Unlisted trading, 10-11-12 
Valuation of marketable, 8-16 
Securities Act of 1933, 9-27-43 
Antifraud provisions, 9°28 
Communication not deemed a prospectus, 9°33- 
34 
Disclosure principle, 9+27-28 
“Distribution”’ explained, 9°29 
Exempted securities, 9-38-42 
Exempted transactions, 9-39-40 
Brokers’ transactions, 9+41-42 
Private offerings, 9-40-41 
Sales for a controlling person, 9°42 
Transactions by dealers, 9-41 
Fraud outlawed, 9:28 
General description, 9-28 
Investment banking business and, 9-9 
1954 amendments, 9°34 
Persons and transactions covered, 9-28-30 
Controlling persons, 9°30 
“Tssuer,’”? ‘“dealer,’’ and ‘‘underwriter’’ defined, 
9-28-29 
Purchase for distribution or ‘‘investment,” 9° 
29-30 
Posteffective period, 9°34-35 
Prefiling period, 9°31 
Preliminary prospectus, 9-31-32 
Prohibitions and required acts, 9+30-35 
Prospectus, 9-28 
Final, 9-34 
Preliminary, 9°31-32 
Preparation of, 9°38 
Summary, 9°32-33 
Registration procedure, 9°35-38 
Amendments, 9-36-37 
Confidential treatment, 9+35-36 
Withdrawal of statement, 9-37-38 
Registration statement, 9°28 
Regulation A, 9°39 
Regulation E, 9°39 
Sanctions, 9°42-43 
Civil liabilities, 9-43 i 
Injunctions and criminal proceedings, 9-42- 
43 
Stop orders, 9°42 
“Tombstone ads,’’ 9°33-34 
Waiting period, 9°31 
Acceleration of. 9°32 
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Securities and Exchange Commission (S.E.C,) 
Accounting requirements, 8-2-3 
Authority over financial reporting, 8-2-3 
Market stabilization rules, 9+25-26 
Power to alter rules and practices of exchanges, 
10°51-52 
Proxies, 13-16-17 
Public utility regulations, 7-18 
Registration of utility holding companies, 20° 
43-44 
Regulation A, 9°39 
Regulation E, 9-39 
Regulation of brokers and dealers, 10-54-56 
Regulation S-X, 10-50 
Report of the Special Study of Securities Mar- 
kets (1963), 9:17 
Report to Congress on the Special Study of 
Securities Markets (1963), 9-24 
Trust Indenture Act administered by, 14°11 
Securities Dealers, National Association of, 10- 
44-46 
Securities Exchange Act of 1934, 10-46-56 
Administration of, 10-47-56 
Accounting requirements and standards, 10- 
49-50 
Ownership reports and insider trading, 10-50 
Proxies, disclosure of policies, 10-50-51 
Registration of securities, 10°47-49 
Regulation of brokers and dealers, 10-54-56 
Regulation of trading, 10-51-54 
Control of short selling, 10-53 
Daily statistics of trading, 10-54 
Fair and orderly markets, 10°51 
Margin regulation, 10°53-54 
Power to alter rules and practices of ex- 
changes, 10°51-52 
Prohibition of price manipulation, 10-52-53 
Registration and reorganization of the Ex- 
changes, 10°51 
Stabilizing security prices, 10-53 
Chief provisions, 10-46-47 
Objectives, 10-46 
Ownership reports and insider trading, 10°50 
Regulation T, 10°34 
Regulation U, 10-34 
Securities Exchanges, 10-1, 10-2 (See also ‘‘Se- 
curities Trading”’ and “Stock Exchanges’’) 
Securities Markets, 10:1-58 
Auction vs. negotiated, 10-1-3 
Bid and asked quotations, 10-2 
Bond trading, 10-39-41 
Breadth: of, 10-4 
Brokerage houses, 10-35-39 
Brokers and dealers, 10°4-5 
Distinction between roles, 10-4-5 
Closeness of, 10°4 
“Conditioning,’”’ 9°31 
Continuity of, 10°4 
Federal regulation, 10-46-56, 10-51-54 
Functions of, 10-1 
Government securities, 11-11-17 
Indicators, 10-30-32 
Marketability of securities, 10+3-4 
National stock exchanges, 10+2-3 
Nature of, 10-1 
New York Stock Exchange, 10°5-13 (See also 
“New York Stock Exchange’’) 
Organization and functions, 10°1-5 
Over-the-counter, 10-2, 10-3, 10-41-46 
Security exchanges, 10:2 
Stabilization, 9°24-25, 10-4, 10-30 
Legal restrictions, 9°25-26 
State and local issues, 11-28 
Trading on exchanges, 10-13-32 
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Securities Markets (Continued) 
Trading on margin, 10+32-35 
Securities Trading, 10-13-32 
Bond trading, 10°39-41 
Brokerage commissions on stocks, 10-16-17 
Brokerage houses, 10-35-39 (See also ‘“‘Brokerage 
Houses’’) 
Charting price movements, 10°31 
Confirmation of purchase, 10°16 
Corners and manipulation, 10°24 
Dow theory of stock price movements, 10°31 
Execution of orders, 10-15-16 
Federal regulation, 10+46-56 
International, 10-56-58 
Arbitrage, 10°58 
Distribution of blocks of foreign issues, 10-+57- 
58 
Interest equalization tax, 10°56-57 
Investment in foreign securities, 10°56-57 
Markets for foreign equities, 10°58 
Organization dealing in, 10°57 
Large blocks of securities, 10-20-22 
Exchange distribution, 10:22 
Specialist block purchase or sale, 10°22 
Margin transactions, 10-32-35 
Customers’ margin requirements, 10°33 
' Interest charges, 10°34-35 
Opening a margin account, 10°33 
Relations between broker and customer, 10°34 
S.E.C. regulations, 10-33-34, 10-+53-54 
Market indicators, 10-30-32 
Security services and ratings, 10°32 
Stock market charts and tape readers, 10-32 
Multiple, 10-52 
Odd-lot trading, 10°25 
Options or privileges, 10-25-27 
Puts, calls, and straddles, 10-25-26 
Orders, 10°16 
Confirmation of, 10-16 
Limited, 10-14-15 
Market orders, 10:15 
Stop-loss, 10°15 
Stopping stock, 10-15 
Use of private leased wire system, 10°15 
Over-the-counter markets, 10-41-46 
Ownership reports and insider trading, 10-50 
Privileges, 10+25-27 
Purpose of, 10-27 
Registration fees, 10-17-18 
Restrictions imposed by Securities Exchange 
_ Act, 10-20, 10-53-54 
Rights and stock purchase warrants, 10-18-19 
Secondary distributions, 10-21 
Selling ex-dividend or ex-rights, 10-18 
Settlement of transactions, 10-27-29 
Clearance and settlement of the money values, 
10-28 
Clearing process, 10-28 
Comparison of transactions, 10:28 
Consequences of failure to deliver, 10°29 
Date of, 10°16 
Security clearance, 10-28 
What constitutes good delivery, 10-28-29 
Short sales, 10-22-23 
Corners and manipulation, 10°24 
Economic effects, 10-23-24 
Federal regulation, 10-24-25 
Loaning rates, 10°23 
Margins deposited against, 10-23 
Operation of, 10-22-23 
Special offering plans, 10:21 
Speculation, 10-29-30 
Advantages and disadvantages, 10-29-30 
Investment differs from, 10-29 


GENERAL INDEX 


Securities Trading (Continued) 


Speculation (Continued) 

Manipulation, 10°30 

Tape readers, 10°32 

Transaction date, 10°16 

Transactions, 10-13-14 

Transfer taxes, 10-17-18 

Unlisted stocks, 10-11-12 

When-issued trading, 10-19-20 
Limitations imposed by S.E.C. 10-20 
Permissible transactions, 10+19-20 


Security Analysis, 7-1-24 


Automobile industry, 7-14 
Bonds, 7:4-8 
Chemical and drug stocks, 7:14 
Common stock, 7°8-10 
Departments in banks, 6-16-17 
Earnings per share, 7°8 
Financial securities, 7°14-16 
Bank stocks, 7°15 
Finance companies, 7°16 
Insurance stocks, 7°15-16 
Financial statements, 7°13 
Function of, 7°4 
Industrial securities, 7-10-14 
Accounting peculiarities, 7-12-13 
Capital structure, 7°13 
Dividend prospects, 7:13 
Industry analysis, 7°14 
Nature of industry, 7-10-11 
Prospective earnings, 7:11-12 
Ratio analysis, 7:13-14 
Working capital position, 7°12 
Investments, 7:1-4 
Characteristics of, 7-1-2 
Definition, 7:1 
Diversification, 7+2 
Legal, 7°3 
Liquidity, 7°3 
Marketability, 7-3 
Return on, 7:2-3 
Safety, 7:1-2 
Tax status, 7:3 
Timing hazard, 7:2 
Objectives, 7-8 
Petroleum industry, 7:14 
Preferred stocks, 7°7-8 
Price-earnings ratios, 7*8-10 
Procedures, 7:10 
Public utility securities, 7-16-20 
Analysis of company, 7°18-20 
Classes of, 7-20-21 
Commission regulation, 7:18 
Franchises, 7-16-17 
Rates, 7:17 
Types of enterprises, 7°16 
Valuation, 7-17-18 
Railroad securities, 7-21-24 
Analysis ratios, 7°23 
Financial statements, 7-24 
Legal and economic factors, 7-21-22 
Operating expenses, 7:22-23 
Railroad rates, 7:22 
Railroad traffic, 7°22 
Real estate mortgages, 7°6-7 
Retail stocks, 7:14 
Tobacco stocks, 7:14 


Security Dealers 


Definition, 9-28-29 

Government obligations, 11-12-13 

Licensing, 9°44 

Transactions exempted from Security Act of 
1933, 9:41 


Security Salesmen, 9-24 


GENERAL INDEX G-39 


Self-Dealing, By directors, 12-33 
Self-Employed Individuals Tax Retirement Act 
of 1962, 19-48 
Self-Insurance, 25-7-8 
Conditions necessary for, 25°8 
Cost of commercial insurance vs. 25-+9-10 
Selling Group, To distribute new issues, 9-20-21 
Abuses, 9+23-24 
Agreement, 9-21-22 
Formation of, 9°21 
Selection of members, 9°20 
Types of, 9°21 
Serial Bonds, 14-37-38 
Service Charges, Checking accounts, 5:19 
Services 
Bank, 5°4-5, 5:15, 5-20-21 
Commercial credit, 8:6-7 
Investment, 8-6-7 
Settlement Date, Securities transactions, 10-16 
Shareholders (See also ‘‘Stockholders’’) 
Notification of, 18-28 
Shares 
Donated, 13-4 
Founders’, 13+23-24 
Fractional, 13-30-31 
Management, 13-23-24 
Sheltering Trusts, 6-10 
Shopping Centers, 26:29-32 
Development and financing, 26-30-31 
Investment analysis, 26-31-32 
Investment criteria, 26°31 
Short Sales, 10-22-24 
Commodity exchanges, 23:9-10 
Corners and manipulation, 10:24 
Economie effects of, 10-23-24 
Federal regulation, 10-24-25, 10-53 
Futures trading, 23-15 
Loaning rates, 10-23 
Margins deposited against, 10-23 
Operation of, 10-22-23 
Sale against the box, 10-22 
Sight Drafts, 3-6 (See also “Bills of Exchange’’) 
Signatures 
By agents, 24-7 
Forged, 24°7 
Negotiable instruments, 24:3, 24:7, 24-20-21 
Silver, As money, 2-7 
Sinking Funds, 14-4, 14-13 
Acquisition of bonds for, 14-37 
Calculations, 27-34-38 
Finding amount of installments, 27:34-35 
Finding the number of payments, 27-35-38 
Schedule of fund installments, 27-38 
Comparison of serial bonds and, 14°38 
Dangers of excessive charges, 14-37 
Deposit of bonds in lieu of cash payments, 14: 
37 
For amortization of bonds, 14:36 
For bond retirement, 14-36-38 
For redeemable preferred stock, 13-22 
Reserve, 18-9-10 
Trust companies fiscal agent for, 6°23 
Types of, 14°36-37 
Small Business Administration (S.B.A.), 9:4, 
16:13 
Small Business Investment Act of 1958, 9-4 
Small Business Investment Companies (S.B.I.C.), 
9-4-6 
Capital, 9°5 
Exempted securities, 9°39 
Permissible investments, 9°5 
Public offerings, 9-3-4 
Exempt from registration, 9°5-6 
Tax treatment, 9°4 


Small Businesses 
Capital expenditures, 17:4 
Debt readjustments, 21°17 
Financing, 16-13 
Provision for loss of key men, 25°31 
Raising capital for, 9-2-4 
Public offerings through an investment banker, 
9-3-4 
Voluntary chains, 20-48 
Social Progress Trust Fund, 3-30 
Social Security, 19-51 
Pension benefit payments and, 19-21-22 
Sole Proprietorships, 12-3 
Specialists, Brokers, 10-8 
Block purchase or sale, 10-22 
Speculation 
Commodity trading, 23:11, 23-31-32 
Hedging versus, 23:25 
In foreign exchange, 3-9 
In securities, 9-7, 9:17, 10-29-32 
Advantages and disadvantages, 10-29-30 
Investment differs from, 10-29 
Manipulation, 10°30 
Spendthrift Trusts, 6-10 
Spin-Offs, Split-Offs, and Split-Ups of Stock, 
21-23 
Spot Commodity Markets, 23-32-34 
Spread 
Security trading, 10-26 
Underwriters, 9°18-19 
Stabilization, Security market, 9-24-25 
Stand-by Underwriting, 9-19 
Standard and Poor’s Corporation, 8:6 
Bond rating systems, 7°6 
Standards, For ratio analysis, 8°39 
State and Municipal Bonds 
Investors in, 11-28-29 
Marketing of, 11-28 
Statement of Financial Position (See ‘‘Balance 
Sheets’’) 
Statement of Operations, 8-7 (See also ‘Income 
Statement’’) 
States 
Blue sky laws, 9°43-44 
Bonds, 11:24-29 
Investments in government securities, 11-12 
Of incorporation, 12-16-17 
Pension plans, 19-51-52 
Real estate financing, 26°11 
Regulations governing consolidations, 20-18- 
19 
Statistics 
Banking, 1-15-24 
Cost, analysis of, 15-19 
Steam Boiler Insurance, 25-20 
Stock Clearing Corporation, 10:12, 10-28 
Stock Exchanges (See also ‘‘Securities Trading”’) 
Bond trading, 10-39-41 
Federal regulation, 10°51-54 
New York, 10°5-13 (See also ‘‘New York Stock 
Exchange’’) 
Questionnaires, 10-39 
Securities trading, 10-13-32 (See also “Securities 
Trading’’) 
Settlement procedure, 10-27-29 
Ticker service, 10°12-13 
Trading facilities, 10-12 
Stock Purchase Warrants, 10-18-19 
Stock Ticker, 10-12-13 
Stockholders, 9-7-8 
As buyers of securities, 9°7 
Assessment in the event of insolvency, 13-5-6 
Consent of 
Consolidations, 20-17, 20°19 
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Stockholders (Continued) 
Consent of (Continued) 
Purchase of assets, 20:9, 20-12 
Equity account, 18-1 
Liability of, 13:1 
Meetings, 12-23-27 
Annual meetings, 12+23-24 
Consent meetings, 12-25 
Consent without a meeting, 12°26 
Procedures, 12°24 ~ 
Protection of minority interests, 12+26-27 
Quorums, 12:26 
Special, 12-24-25 
Voting, 12°26 
Minority, 12-26-27 
Corporate dissolutions, 21:28 
Protection afforded, by courts, 20:41 
Pre-emptive right, 9°7, 13-24-25 
Purchase of assets, 20°10 
Paying off dissenting, 20°11 
Relationship to corporation, 13-1 
Reorganizations 
Plan submitted to, 22-7-8 
Trustee’s statement and notice to, 22°5 
Rights, 13+1, 20-20 
Subscription, 13-24-26 
Use of ratios, 8-40 
Voting by, 13-13-14 
Stocks (See also ‘‘Bonds’’ and ‘‘Securities’’) 
Agents, 6°23-24 
Authorized, 13-10-12 
Changes of, 13-11-12 
For expansion purposes, 20-11-12 
Reservation of, 13-11 
Automobiles, 7-14 
Bank, 7:15 
Bonus, 13-28 
Consideration for, 13-28 
Definition and uses, 13-28 
Brokerage commissions on, 10-16-17 
Capital (See ‘‘Capital Stock’’) 
Certificates, 13-1-3 
Endorsement, 13:3 
Negotiability of, 13-2-3 
Chemical and drug, 7:14 
Common, 13-22-23, 16-12 
Avoidance of dilution, 17°55 
Bonus, 9:7 
Capital account reductions, 21-4-7 
Changes in par or stated value, 21-4 
Computation of cost, 17°55-56 
Cost of, 17°54 
Determination of price per share, 17°55 
Direct sale to public, 17:54-56 
Dividend rights, 13-23 
Indirect sale, through convertible securities, 
17-58 
Recapitalizations, 21-2-8 
Changes in number of shares, 213-4 
Legal requirements, 21-2 
Sale, under pre-emptive rights, 17-56-57 
Security analysis, 7:8-10 
Subscription warrant, 13-27 
Voting and nonvoting, 13-23 
Convertible, 13-22 
Corporate, 13-1-31 
Deferred, 13-23 
Delaware statute, 13-7 
Delisting, 13-23 
Dividends, 7:9, 18-12-14, 21-3 (See also “Divi- 
dends’’) 
Effect on taxes, 1824-25 
Donated shares, 13-4 
Dow theory of price movements, 10-31 
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Earnings per share, 7°8 
Ex-dividend or ex-rights, 10°18 
Founders’ shares, 13-23-24 
Fractional shares, 13-30-31 
Method of disposing of, 13°31 
Reasons for, 13:31 
Use of negotiable scrip certificates, 13°31 
Full-paid, 13:12 
“Growth image,” 7-13 
Guaranteed, 13°23 
Held in a street name, 13°17 
Institutional demand, 7-9 
Insurance, 7:15-16 
Investor demand, 7°9 
Issued, 13-12 
Mutual stock ownership, 20°47-48 
No-par value, 13-7-10 
Advantages and disadvantages, 13-9-10 
Balance sheet treatment, 13-8-9 
Objectionable methods, 13-9 
Form of certificate, 13-10 
Reasons for adoption, 13-7 
Stated value, 13-7 
Oil, 7-14 
Option warrants, 9°7, 13-29 
Duration of, 13-29-30 
Exercise of, 13°30 
Pre-emptive rights and, 13°30 
Other classes, 13+22-24 
Owners’ equity, 13-1 
Par value, 13-4-6 
Changes in, 21-4 
Form of certificate, 13-6 
“Full-Paid and Nonassessable,’’ 13-5-6 
Laws, 13-6 
Significance of, 13-4-6 
Tax status, 13-6 
True value, 13:7 
Use of, 13-4 
Valuation of property or services as payment 
for stock, 13°5 
Part-paid, 13-12 
Pledged, voting, 14-22-23 
Pre-emptive rights, 13:24, 17-56-57 
Option warrants and, 13:30 
Preferred, 13-19-22, 16-12 
Asset preference, 13-20-21 
Balance sheet treatment, 8-21 
Callable, 13-21-22 : 
Classes of, 13-20 
Classification of, 13-19 
Convertible, 9:7, 13-22 
Cumulative, 13-19-20 
Definition, 13-19 
Dividend preference, 13-19-20 
Nonvoting, 13-24 
Participating, 13-20 
Protective provisions, 13:21 
Redeemable, 13-21-22 
Security analysis, 7-7-8 
Voting power, 13-21 
Price-earnings ratio, 7-8-10 
Quality of reported earnings, 7:9 
Trend of earnings per share, 7°8-9 
Price indices, 10-30-32 
Pricing of issues, 9°18 
Proxies, 10-50-51, 13-15-17 
S.E.C. regulations, 10-50-51, 13-16-17 
Purchase warrants, 13-29-30 
Detachable and nondetachable, 13-29 
Duration of option, 13-29-30 
Exercise of the option, 13-30 
Nature of, 13-29 
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Stocks (Continued) 
Quality of management, 7:10 
Reclassification, 21-7-9 
Retail, 7-14 
Reverse splits, 21-3-4 
Rights 
Pre-emptive rights, 13-24-25 
Subscription, 13-24-28 
Sale of, 13-°24-25 
Pre-emptive rights, i3-24 
To customers, 13:25 
To employees, 13:25 
To general public, 13-25 
To stockholders, 13-24-25 
Scrip certificates, 13-31 


Security analysis (See also "Security Analysis’’) 


Common stock, 7°8-10 
Preferred stock, 7-7-8 
Share consolidation, 21-3-4 
Shares, 13-1 
Book value, 13-1 
Market value, 13-1 
Spin-offs, 21-23 
Split-offs, 21-23 
Split-ups, 21-3, 21-23 
Splits, 18-12 
Stockholders, 13-1 (See also ‘‘Stockholders’’) 
Subscriptions, 13-18 
Form, 13-18 
Legal status, 13-18 
Privileged, 17°57 
Rights, 13-25-28 
Action by board of directors, 13-25-26 
Action by stockholders, 13-26 
Form of warrant, 13-27 
Letter to stockholders, 13:26 
Market quotations, 13-28 
Subscription warrants, 13-26 
Value, 13-26-28 
Terms and definition, 13-10-13 
Tobacco, 7°14 
Transfer agents, 6:23, 13-3 
Transfer procedures, 13-3-4 
Registrar, 13-3-4 
Treasury, 13-12-13, 18-9 
Methods of acquisition, 13-13 
By donation, 13-13 
By purchase, 13-13 
Reasons for acquisition, 13-13 
Types of, 9:7 
Unissued, 13-12 
Voting power, 13-13-18 
By stockholders, 13+13-14 
Contingent voting, 13-15 
Cumulative voting, 13-14-15 
Proxies, 13-15-17 
Voting trusts, 13-17-18 
Warrants 
Option, 13-29 
Purchase, 13-29-30 
Stock subscription, 13-26 
Stop-Loss Orders 
Commodity trading, 23°15 
Securities, 10-15 
Stop Orders, 9-42-43 
Stop-Payment Orders, Checks, 5:15 
“Straddle,’’ Security trading, 10°26 
Straight-Line Depreciation Method, 
29 
Street Name, Stocks held in, 10-14, 13-17 
“Strip”? or “Strap,” Security trading, 10-26 
Subchapter S Corporations, 12-3, 12-5 
Subscriptions 
Agent, corporate, 6°24 
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Subscriptions (Continued) 
Form, 13-18 
Legal status, 13-18 
Privileged, 17-57 
Rights, 13-25-28 
Action by board of directors, 13: 25- 26 
Action by stockholders, 13-26 
Convertible bonds, 14-32-33 
Letter to stockholders, 13-26 
Market quotations, 13:28 
Value of, 13-26-28 
Warrants, 13-26 
Form, 13:27 
Stock, 13-18 
Subsidiaries, Corporate 
Abuse of parent-subsidiary relations, 20-41 
Protection afforded minority stockholders, 20- 
41 
Consolidated statements, 8°22-25 
Creation by parent company, 20°39-41 
Dealings between parent and, 20-37 
Deep Rock Doctrine, 20-42 
Fiduciary relationship, 20-41 
Financing capital requirements, 20-37 
Foreign, 8-23, 20-40-41 
Holding companies with one subsidiary, 20°35 
Indebtedness of, 8-16-17 
Instrumentality rule, 20-41-42 
Intercompany items and transactions, 8°25 
Intercorporate readjustments, 20°40 
Investment in, 8-16-17, 8-24 
Jointly owned, 20-48 
Minority interests, 8°24 
Organized for legal reasons, 20:39 
Sale of assets, collateral trust bonds, 14:23 
To facilitate management and operations, 20 40 
To limit parent company’s liability, 20-40 
To secure goodwill, 20-40 
Substitution Cost, Method of valuation, 20°27 
Sum-of-the-Years-Digits Method, 17-30 
Excess present value solutions, 17-43-45 
Sunk Costs, Depreciation and, 17-40-41 
Sureties, Bankruptcy actions, 22:27 
Surety Bonds, 25-25-26 
Suretyship, 25-11 
Surplus 
Capital, 18-1 
Capital assets, 17-7 
Classification of, 18-1-2 
Defined, 18:1 
Discovery, 18-2 
Donated, 18-2 
Earned, 18-1-2 (See also ‘‘Retained Earnings’’) 
Elimination of deficit, 21-5 
Effect of merger or consolidation on, 20:29 
Improper techniques, 18-2-3 
In income statement, 8-12-13 
Nature of, 18-1-3 
Overstatement of, 18-2-3 
Paid-in, 8°21, 18°3-5 
Distinguished from legal capital and undivided 
profits, 18-3 
From business combinations, 18:5 
From donations, 18°3-4 
From reacquisition of capital stock, 18:4 
From recapitalization, 18°4 
From reorganizations, 18°4-5 
From sale of stock, 18-3 
Sources of, 18-3-5 
Reserves 
Accounting for, 18-8-9 
Nature of, 18:8-9 
Purposes and types of, 18-9-11 
Revaluation, 18-5-6 


G-42 


Surplus (Continued) 
Terminology, 18:2 
Decline in use of term, 18-2 
Understatement of, 18-2-3 
Surplus Test, Dividends, 18-20-21 
Switching 
Customers, security, 9°23, 9°26 
Liquidation of futures contracts, 23°20 
Syndicates, 12-6-8 
Agreements, 12-7 
Real estate, 12-7-8, 26-11 
Federal and state regulation of public offer- 
ings, 12:7 
Forms of organization, 12-7 


Tables 
Annuity valuation, 27+32-33 
Periodic payment required to amortize $1 
and interest, 27-36-37 
Present value of annuity of $1 at end of 
each period, 27°40-41 
Bond valuation, 27-48-49 
Compound interest, 27:22-23, 27-26-27 
Logarithms, 27°56, 27°59-62 
Tangible Assets, Writing down values, 21:5 
Tangible Fixed Assets, 17-2 
Tape Readers, 10-32 
Tax-Anticipation Issues, 11-10, 16°5 
Taxes 
Accruals as source of working capital, 16°16 
Banks and mutual thrift institutions, 4-17-19, 
5°26 
Bond transactions, 10°41 
Business combinations, 20°7 
Business trusts, 12-9 
Capital budget and, 17-41-46 
Capital gains, 17-60 
Corporation, 12-17-18 
Cost of retained earnings and, 17:60 
Depletion allowances, 8-12 
Dividends, 18:13, 18-23-27 
Federal credit unions, 4°17 
Franchise, 20-30 
Hedging, 23-25 
In income statement, 8-12 
Interest equalization, 10°56—-57 
Investment companies, 4°30-31 
Investment tax credit, 17-11-12 
Investments, 5°26, 7-3 
Leased property, 20°31 
Limited partnerships, 12°6 
Of various business organizations, 12-1-2 
On excess working capital, 16-6 
Par value stock, 13-6 
Pension plans, 19°3-5 
Early termination, 19-32 
Profit-sharing plans, 19-38, 19-48 
Purchase of assets, 20°9 
Real estate investment trusts, 12:9, 26-10 
Real estate investments, 26-24-25 
Retirement plans for self-employed, 19-49-50 
State and municipal bonds, 11-24-29 
Surplus cash, 16-6 
Surtax on undistributed earnings, 18-23-24 
Transfer, 10°17 
Bond transactions, 10-41 
Treasury obligations, 11-10 
Telephone and Telegraph Companies, 7-21 
Temperature Damage Insurance, 25-22 
Tenants 
In common, 5:11 
Liabilities of, 25-27-28 
Tennessee Valley Authority, 
11-8 


Obligations of, 
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Term Loans, 14-40-41, 16°12 
By banks, 5:34 
Characteristics, 14-40-41 
Purposes and terms, 14°41 

Terminal Bonds, 14:21 


Termination, Profit-sharing plans, 19-43-44, 19- 


46-47 
Terminology 
Reserves, 187-8 
Surplus, 18-2 
Terms 
Of purchase, 16-10 
Of sale, 16-6, 16-10-11 
Ticker Tape System, 10-12-13 
Bond quotations, 10-40 
Time Bills, 3-9 
Time Deposits in Banks, 5-3-4, 16-4-5 
Time Drafts, 3:7 
For foreign exchange, 3-7-8 
Timing, Capital expenditures, 17-9 
Tobacco Industry, Financial analysis, 7°14 
“Tombstone Ads’’ 
Of securities, 9°22-23 
Securities Act of 1933, 9-33-34 
Trade Acceptances, 24-35-36 
Trade Association, 20-46-47 
Source of financial data, 8°6 
Trade Terms, 23-33-35 
“C.A.F. (named déstination),’”’ 23°34 
Cash commodity transactions, 23-33-35 
“Delivered (named destination),’’ 23-34 
“F.A.S. (named port),’’ 23°33 
“F.O.B. (named point),”’ 23°33 
“.. Freight equalized,’ 23-34 
“Tn store,’ 23-35 
Transfer of Stock, 13-3-4 
Procedure, 13:3-4 
Registrar, 13-3-4 
Taxes, 10°17, 10°41 
Transfer agent, 6°23, 13-3 
Transfers, Mail, 3-6 
Transportation Insurance Policies, 25-18-19 
Travelers’ Checks, 3:26 
Traveler’s Letter of Credit, 3-25-26 
Treasurer of Corporation, 12-34-35 
Duties of, 15-35-36 
Treasury 
“Accord”’ with Federal Reserve, 2+32-33 
Bonds, 11-7, 14°30, 16-5 
Investment Series A, 11°9 
Investment Series B-1975-80, 11-9-10 
REA series, 11-10 
Budget policy, 11-4-5 
Certificates, 1-11 
Competitive bidding required, 9:13 


Debt management policies, 1:5, 1-26-27, 2-28, 


11-5-6 

Effect on bond market, 11-20-21 
Objectives, 11°5-6 

Financing program, 2-32, 11-4, 11-10-11 
Advance refundings, 1-26-27, 11-11, 11:21 
Coupon obligations, 11-10-11 
Effect on money market, 1-25-27 
Exchange offerings, 11-11 
Tax-anticipation issues, 11-10 
Treasury bill auctions, 11:10 

“Floating debt,’’? 11-:2-3 

Notes, 5:23, 11-7, 16°5 

Obligations, 11:2 


Foreign series and foreign currency series, 


11-10 
Interest rate, 11-4 
Over-the-counter market, 10°3 
Tax status, 11-10 
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Treasury (Continued) 
Obligations (Continued) 
Treasury bonds, 11-7 
Treasury notes, 5:23, 11-7, 16°5 
Types of, 11-2 
Policies 
Advance refunding operations, 1-26-27, 11°11, 
11-21 
Deficit financing, 11-21 
se on price of government securities, 11: 
0-21 
“Restricted’’ issues, 11-20-21 
Savings bond program, 11:20 
Treasury Bills, 1-11, 5-23, 11-7, 16-5 
Auctions, 11-10 
Treasury Securities 
Pegging the rates on, 11-18 
Rediscount rate, 11-18 
Treasury Stock, 13-12-13, 18-9 
Pre-emptive rights, 13-24 
Trust Companies, 4:19, 6-1-24 
Agency function, 6:23-24 
Depositary under voting trust agreements, 
6-24 
Fiscal agents, 6-23 
For corporations in process of reorganization, 
consolidation, or mergers, 6:24 
Registrars, 6-23-24 
Subscription agents, 6°24 
Transfer agents, 6:23 
Agency services, 6-18-19 
As fiduciaries, 6-1, 6°21-22 
As fiscal agent, 6°23 
As receiver or trustee, 6:23 
As savings institutions, 4:19 
Corporate agency functions, 6-22-24 
Corporate trust business, 6-21-24 
Corporate trust functions, 6:22 
Custodial accounts, 6°19 
Escrow accounts, 6-19 
Functions and services, 4°19 
Individual co-trustee for corporate bonds, 6° 
22-23 | 
Investment management organization, 6-15-17 
Investment powers, 6:13-14 
Investments of, 9-6 
Personal agency functions, 6-18-19 
Personal trust business, 6-2-21 
Reviewing departments, 6°16 
Securities analysis departments, 6-16-17 
Services provided by, 6-18-19 
Agency accounts, 6:19 
With investment service, 6°19 
Custodial accounts, 6°19 
Escrow accounts, 6°19 
Safekeeping accounts, 6°19 
Trust department management, 6-4 
Trustee for bondholders under indenture, 6°22 
Trust Deeds, 12-8, 26-14 
Trust Indenture Act of 1939, 6:22, 14-9-11 
Trustees 
Accountability of, 6-17-18 
Bankruptey, 22-30-32 
Bonds, 14:8-9, 14-10 
Remedies of, 14-13-14 
Breach of trust, 6°17, 6°18 
Certificates, 14-30 
Corporate, 14-8-9 
Fees and commissions, 6-20-21 
For bondholders under indenture, 6°22 
Investment duties, 6-14-15 
Investment powers, 6°13-14 
Legal investments, 7°3 
Pension plans, 19-33-34 


Trustees (Continued) 

Profit-sharing plans, 19-47-48 

Prudent man rule, 7-13 

Reorganizations, 22+5-6 

Trust companies as, 6°23 

Trusts 

Agency functions 
For corporations, 6+23-24 
Personal trust business, 6°4 

Agents, definition, 6°2 

Agreements, 6°8 

As combination device, 20°36 

Assets 
Accumulation of income, 6:12-13 
Care of, 6°12-13 
Collection of, 6:11-12 

Assignees, 6°7 

Beneficiaries, 6°8, 6:12 

Breach of, 6°17, 6:18 

Business. 12-8-9 

Charitable, 6-11 

Common law, 12-8 

Common trust funds, 4:25-26 

Corporate, 6°21-24 

Corporate fiduciaries, 6-1-4 
Advantages of, 6°3-4 
Banks and trust companies, 6-21-22 
Establishment and growth of, 6:1 
Personal trust business vs., 6-2-3 

Creation of, 6:8 
By agreement or deed of trust, 6°8 
In wills, 6-8 

Deed of trust, 6°8, 14-8 

Definition, 6-1-2 

Duration of, 6°11 

Equipment, 14-23 

Escrow accounts, 6°19 

Express, 6°8, 12°8 

Fiduciaries, 6-1-4 
Corporate vs. personal trust business, 6°2-3 
Definitions, 6-1-2 
Evolution of corporate, 6°2-3 

Fiduciary functions for corporations, 6°21-23 
Corporate agency functions, 6°22 
Corporate trust functions, 6-22 
Individual co-trustee for corporate bonds, 6° 

22-23 

For emergencies, 6°11 

For incompetent persons, 6°10-11 

Functions of executor, 6°5-6 
Administration, 6°5 
Preparation of inventory, 6°5 
Probating will, 6°5 

Implied, 6°8 

In contemplation of death, 6:9-10 

Income, provisions affecting, 6-13 

Indentures, 14°8 

Instrument provisions, 6°13-15 

Inter vivos, 6°8 

Investment, 9°27 
Absence of express power to sell, 6-14 
Duties of trustees, 6-14-15 
Management of, 6°15-17 
Powers of trustees, 6-13-14 
Prudent man rule, 6°14 
Restrictions on powers, 6°14 
Types of, 6°14 

Irrevocable, 19°47 

Land, 26:17 

Legal concept, 6:7-8 

Liabilities of a fiduciary, 6-17-18 
Accountability of trustees, 6-17-18 
Breaches of trust, 6-17, 6-18 
Dealing with self, 6-18 
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Trusts (Continued) Underwriting ; 
Life insurance, 6°9 Compensation of underwriters, 9+18-19 
Funded, 6:9 Contracts, 9°14-16 
Partially funded, 6°9 Authorization, 9°14-15 
Unfunded, 6-9 “Market-out’’ clause, 9°15-16 
Living, 6-8-10 Summary of, 9°16 
In contemplation of death, 6-9-10 Types of commitments, 9°15 
Types of, 6*8-10 Controlling persons, 9°30 
Management of trust investments, 6°15-17 Financial proposals 
Officers’ investment committee, 6°15 Investigation of, 9-13-14 
Reviewing department, 6°16 Sources of, 9°11-13 
Massachusetts, 12-8, 20°45 Finder’s fee, 9°12 
Pension and profit-sharing, 6-10 Letter of intent, 9:13. 
Personal, 6°7-11 Pricing of issues, 9-18-19 
Fees, 6:20-21 Purchase group, 9°16-17 
Operation, 6-11-13 Contract, 9°18 
Personal agency functions, 6-18-19 Increasing the distributing power, 9°17 
Range of, 6°18 Size and duration, 9-17 
Service provided by trust companies, 6:18- Spreading the risk, 9-16-17 
19 Purchases for distribution or ‘‘investment,’’ 9° 
Personal trust business, 6°2-3, 6:4-7 29-30 
Functions of department, 6°4 Sale of new issues, 9°20-21 
Functions of executor, 6°5-6 Securities Act of 1933, 9-27-43 
Guardian of an incompetent, 6-7 Selling group, 9°20-21 
Guardian of a minor, 6°7 Sources of new financing proposals, 9°11-13 
Special types of, 6-10-11 Stand-by, 9°8, 9°19 
Work of administrator, 6-6-7 Summary prospectus prepared by, 932-33 
Provisions, 6°13-15 Underwriters, definition, 9-29 
Affecting income and principal payments, 6° Uniform Commercial Code, 13-2, 24:1 
13 Uniform Limited Partnership Act, 12-6 
Investment, 6-13-14 Uniform Negotiable Instruments Act, 24:1 
Nature of, 6°13 Uniform Partnership Act, 12-4 
Real estate investment, 4°26, 12:9, 26-10 Uniform Securities Act, 9-45-50 
Tax advantage, 26-10 Antifraud provisions, 9°45 
Receipts, 5°29, 16°5 Exemptions, 9°50-52 
Remainderman, 6:8 Types of transactions, 9-51-52 
Retirement, 6-8-9 Investment advisory activities, 9°45-46 
Revocable and irrevocable, 6:10 Registration of broker-dealers, agents, and in- 
Rewarding, 6-11 vestment advisers, 9°46-47 
Rule Against Perpetuities, 6-11 Registration of securities, 9-47-48 
Rule Against Restraints on Alienation, 6:11 By coordination, 9-48-49 
Settlors, 6°8 By notification, 9-48 
Shares, 12°8 By qualification, 9°49-50 
Sheltering, 6-10 Fees for, 9°49-50 
Spendthrift, 6°10 Uniform Small Loan Act, 2:41 
Termination of, 6°15 Uniform Stock Transfer Act, 13-2 


Testamentary, 6°8 Unions (See ‘‘Labor Unions’’) 
Testators, 6°8 United States 
Trust business, 6:2 Department of Commerce, 1-9 
Corporate vs. personal, 6:2-3 Department of Treasury (See ‘‘Treasury’’) 
Trust department management, 6°4 Government obligations (See ‘Government 


Trustees Obligations’’) 
For bondholders under indenture, 6°22 Rule for computing interest, 24:42, 27-16 
Investment duties, 6-14-15 Savings Bonds, 11-8-9 
Investment powers, 6-13-14 Unlisted Trading on Exchanges, 10-11-12 
Resignation, 6°15 Usury, 24-42-44 

Unit or fixed, 4°26 Criminal liability, 24-44 

Voluntary, 6°8 Definition, 24-42-43 

Voting, 13-17-18, 21-21 


Exceptions to the general rule, 24°43 


Turnover New York State Rule, 24°44 
Accounts receivable, 16°10 Transactions not classified as usurious, 24+43- 
Bank deposits, 1-24 44 


Fixed asset, 17-10-11 
Inventories, 16-8, 16:10 
Merchandise, 8-36-37 

Of fixed capital, 17-10-11 
Of fixed property, 17-10 

Of net working capital, 8°38 
Owners’ equity, 8°37 


When contract is void, 24°44 
When interest is forfeited, 24-44 
Utility Companies (See ‘Public Utility Com- 
panies’’) 


V.A. Loans, 2°38, 5°27, 7:7, 26°8, 26-13 


Ler Valuation 
Ratios, in statement analysis, 8-36-38 Bank investments, 5:23-24 
Receivables, 8-36, 16:6, 16°10 Bonds, 27°45-54 


Business, cost of capital and, 17-70-73 
Capital assets, 17°24 


Consolidations and mergers, 20-24-27 


U-Shaped Cost of Capital Curve, 17:73 
Uncertainty and Risk, Definition, 17-75-76 
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Valuation (Continued) 
Consolidations and mergers (Continued) 
Accounting analysis, 20:24 
Based on capitalized earning power, 20-25 
Economic analysis, 20°24 
Engineering analysis, 20-24 
Goodwill or going concern value, 20:26 
Market value, 20-26 
Nonbalance sheet factors, 20-24-25 
Fixed tangible assets, 17-2, 17-4 
Inventories, 8-9, 16-8-9 
Methods of, 20-26-27 
Book value, 20-26-27 
Cost less depreciation, 20:27 
Investment value, 20°26 
Market value, 20-26 
Reproduction cost, 20°27 
Substitution cost, 20°27 
Of current assets, 20-28 
Of funded debt, 8-20 
Of intangible assets, 20°28 
Of land, 8-18 
Of marketable securities, balance sheet, 8-6 
Of wasting assets, 17-34-35 
Property 
Based on prospective earning power, 22-11 
Reorganization plans, 22-11 
Real estate, 26-25-26 
Cost of replacement approach, 26:26 
Income capitalization analysis, 26-26 
Market comparison approach, 26:26 
Reserves, 18-7 
Stock dividends, 18-13 
Stock subscription rights, 13-26-28 
Veterans Administration Guaranteed Mort- 
gages, 2-38, 5-27, 7:7, 26-8, 26°13 


Volume 


Cost-volume-profit relationship, 15-17-18 
Choosing measure of volume, 15-19 
Voluntary Associations, 12-8 
Voting 
Bonds, 14:30 
By stockholders, 13-13-18 
Cumulative, 13-14-15 
Pledged stock, 14-22-23 
Preferred stock, 13:21 
Stock 
Common, 13-23 
Contingent voting, 13-15 
Cumulative voting, 13°14-15 
Proxies, 13-15-17 
Stockholders’ meetings, 12-26-27 


Wage Earners’ Plans, 22-38-39 

Confirmation by courts, 22°29 

Instituting the proceeding, 22-+38-39 

Petition and presentation of plan, 22°39 
Warehouse Receipts, 16:15, 23-16 

As collateral, 5-30 

Warranties, Negotiable instruments, 24-21-22 


Warrants 


Convertible bonds with, 14°34-35 

Form for, 13:27 

Option, 9-7, 10-18-19 

Stock purchase, 10-18, 13-29-30 

Stock subscription, 13-26 

“Wash Sales,’”’ 10-52 

Wasting Assets 

Depletion of, 8-11-12, 17-33-36 
Industries, voluntary liquidations, 21°25 
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Welfare Plans 
Disclosure and bonding requirements, 19-34 
Pension plans (See ‘‘Pension Plans’’) 
When-Issued Trading, 10-19-20 
Wholesalers, Working capital ratios, 16-22 
Wills 
Functions of executor, 6-5-6 
Intestate, 6°6 
Probating, 6°5 
Trusts created in, 6°8 
Wire Houses, 10-7 
Women, Retirement age, 19°20 
Working Capital, 16-1-33 
Advantage of large contingency funds, 16°2-3 
Analysis, 16-16-23 
Ratios, 16-18-23 
Statement of variation, 16-16-18 
As investment analysis factor, 8°30 
Budget, 16-18 
Business expansion needs, 20°3 
Circular flow of, 16-3-4 
Cycle, 16°3 
Definition of, 16-1 
Effect of depreciation on, 17:26 
Effect of dividend distributions upon, 18°25- 
26 
Excess, 16-2-3 
Expansion requirements of, 16-11 
Factors affecting need for, 16-9-12 
Commodity price changes, 16-12 
Cyclical and secular changes, 16-11-12 
Expansion of business, 16-11 
Inherent hazards and contingencies, 
Nature of business, 16-9-10 
Period of manufacture and cost of product, 
16-10 
Seasonal variations, 16-11 
Terms of purchase, 16°10 
Terms of sale, 16-10-11 
Turnover of accounts receivable, 16-10 
Turnover of inventories, 16°10 
Flow, 18-26 
Inventories, 16-7-10 
Management of, 15:1 
Method of cash forecasting, 16°31 
Nature of, 16-1-4 
Net, 16-1 
Turnover, 8-38, 16°19 
Plan for reorganization and, 22+12-13 
Position, 7°12 
Ratios, 16-18-23 
Manufacturers, 1951-62, 16-20-21 
Retailers, 1951-62, 16-23 
Wholesalers, 1951-62, 16-22 
Receivables, 16-6-7 
Requirements, 16-9-12 
For expansion, 15-32 
Sources of, 16-12-16 
Accounts receivable financing, 16-14-15 
Bank loans, 16-14 
Deferred payment of taxes, 16:16 
Depreciation, 16°16 
Financing small businesses, 16°13 
Inventory financing, 16-15-16 
Permanent, 16-12-13 
Short-term borrowing, 16°17 
Variable, 16-13-14 
Sum needed for, 16-12 
Turnover of net, 8°38, 16°19 
Types of, 16-1-2 
Variable, 16-1 


16°11 


Webb-Pomerene Act Associations, 20-46 
Welfare and Pension Plans Disclosure Act, 
19-34 


Workmen’s Compensation Laws, 25:5 
World Bank, 3-28-29 
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